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Summary 

Emissions trading is central to the Government’s efforts to reduce greenhouse gas 

emissions in the UK. This is our third report on UK policy on emissions trading. We 

undertook this latest inquiry to examine the prospects for a global carbon market and the 

implications of this for further development of the European Union Emissions Trading 

System (EU ETS). In doing so, we have reviewed the impact and future prospects for the 

EU ETS in meeting the Government’s twin objectives of reducing emissions at lowest cost 

and setting a carbon price that delivers investment in low-carbon technologies.  

Carbon allowances were clearly over-allocated in Phase I of the EU ETS, which ran 

between 2005 and 2007, and emissions as a whole went up over that period. In due course, 

the declining emissions cap in Phase III (2013–2020) could drive genuine emissions cuts, 

but in the meantime there is a risk, if economic recession leads to a prolonged reduction in 

emissions, that Phase II (2008–2012) will also turn out to be significantly over-allocated. 

The EU ETS could also be significantly weakened because surplus allowances may be 

banked and carried-over into Phase III, because industrial sectors have again been 

allocated allowances in Phase II in line with business-as-usual projections of their 

emissions, and because in Phase III they may again have access to free allowances.  

The Copenhagen conference in December failed to set binding global emissions reduction 

targets. Whatever the progress of continuing international negotiations following the 

conference, the Government should push for the EU to adopt an emissions reduction 

target which more closely reflects the climate science, and to adopt a revised cap for the EU 

ETS which might act as a real lever to achieve those targets.  

Mechanisms for reducing the EU ETS cap—whether in response to recession-driven 

reductions in demand for allowances, the success of complementary policies in cutting 

emissions, or the efforts of the public in reducing their carbon footprint—are urgently 

needed. The Government should press the EU to consider periodically whether to tighten 

the EU ETS cap.  

Emissions trading can help promote action to tackle climate change. However, the EU ETS 

has emissions caps set too high to force emitters to make the often costly investment 

decisions which would reduce emissions. The recession has only served to loosen what 

little constraint the cap provided. The carbon price, because of the lack of tautness in the 

EU ETS, has been too low to encourage the necessary investment in low-carbon processes 

and infrastructure.  

The cap mechanism therefore needs to be significantly tightened. This should be supported 

by cancelling ‘new entrant reserve’ allowances and auctioning as many allowances as 

possible, rather than giving them away for free (with the revenues possibly hypothecated to 

climate change measures). The Government should explore the possible use of a carbon 

tax. It should also encourage more use of allowance auctions with reserve prices, more use 

of incentives for low-carbon power generation and emissions performance standards for 

electricity generation. If necessary, the UK should be prepared to act in these areas 

unilaterally, to demonstrate a continuing leadership role on tackling climate change.  
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The emphasis, nevertheless, should be on harmonising the approach internationally, and 

on extending effective emissions trading systems. There will be a need for emissions 

trading for decades to come, however optimistic we might wish to be on the rate of global 

progress on emissions reductions. There are other trading schemes in prospect elsewhere 

in the world, and the Government should urge the EU to link the EU ETS with other 

schemes. Differences in the parameters of the schemes, for example in terms of the use 

permitted of offset credits, could make that difficult, so the EU ETS should take care that 

linking schemes does not undermine the environmental effectiveness of the EU ETS or 

weaken the carbon price.  

Some variation in different schemes would not be an insurmountable hurdle in linking 

them together. If the EU ETS is merged with other emissions trading systems with a more 

generous allocation of allowances and greater access to offset credits from other countries, 

or more generous subsidies for low-carbon emitters, then terms of trade—some sort of 

carbon ‘exchange rate’—could ensure a level playing field. The Government, with its 

European partners, should however ensure that schemes are not merged without such an 

‘exchange rate’ being carefully calibrated. 
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1 Introduction 
1. Emissions trading is central to the Government’s efforts to reduce greenhouse gas 

emissions in the UK. This is our third report on UK policy on emissions trading. In a 

report on the European Union Emissions Trading System (EU ETS) published in March 

2007,1 we found that, while Phase I of the System (2005–2007) had been an administrative 

success, its record in reducing carbon emissions was questionable. At the time we were 

encouraged to believe that Phase II (2008–2012) would be more effective. We commended 

the Government for showing leadership in developing the EU ETS, but cautioned against 

relying solely on emissions trading to save us from dangerous climate change.  

2. In October 2007 we published our second report on emissions trading.2 That report 

highlighted our concerns about the transparency with which the Government was 

reporting the impacts of carbon trading in UK national emissions figures—an issue we 

return to in this report.3 

3. Since our earlier inquiries, in December 2008 the EU agreed emissions caps, in line with 

Europe-wide emissions reductions targets of 20% by 2020 (relative to 1990 levels), subject 

to revision if there were an agreement at the UN climate change conference in 

Copenhagen. That target represented a 10% cut in emissions (relative to 2005 levels) in the 

‘non-traded’ sectors of the economy (which account for about 60% of total emissions), and 

a 21% cut for the emissions-traded sectors. The EU also agreed revisions to aspects of the 

EU ETS, including a phasing out of free allowances for the power sector from 2013 and for 

other traded sectors between 2013 and 2027 (but retaining free allowances for sectors 

regarded by the EC as being at risk from global competition) and limiting the use of ‘offset 

credits’ (paragraph 36) to 50% of claimed emissions reductions. 

4. Since our 2007 inquiries, the Climate Change Act has also been passed, establishing the 

Committee on Climate Change and putting UK carbon budgets (in line with that 

Committee’s advice) on a statutory footing. Recently, we published our report on carbon 

budgets.4  

5. And last month, the UN climate change conference in Copenhagen noted an Accord— 

negotiated by the US, China, India, South Africa and Brazil, and signed by 49 countries5— 

which “agree[ed] that deep cuts in global emissions are required”.6 The Accord 

“recognis[ed] the scientific view that the increase in global temperature should be below 

2oC”.7 The conference did not agree any binding emissions limits, although the Accord 

invited countries individually or jointly to commit to “quantified economy-wide emissions 

 
1 Second Report of Session 2006–07, The EU Emissions Trading Scheme: Lessons for the future, HC 70 

2 Eighth Report of Session 2006–07, Emissions Trading: Government Response to the Committee’s Second Report of 
Session 2006–07 on the EU ETS, HC 1072  

3 Paragraph 18 

4 Third Report of Session 2009–10, Carbon budgets, HC 228 

5 HC Deb 5 January 2010, col 42 

6 Copenhagen Accord, 18 December 2009, para 2 

7 Copenhagen Accord, para 1 
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targets for 2020, to be submitted […] by 31 January 2010”.8 The Accord did not include 

any changes in the operation of carbon markets, but rather simply noted the signatories’ 

decision “to pursue various approaches, including opportunities to use markets, to enhance 

the cost-effectiveness of and to promote mitigation actions”.9  

6. We undertook this latest inquiry to examine the prospects for a global carbon market 

and the implications for this of further development of the EU ETS. In doing so, we have 

reviewed the impact of Phase I of the EU ETS as well as progress on Phase II and the 

prospects for Phase III. We do not cover the potential use of emissions trading schemes to 

fund the preservation of forests, which was the subject of our report Reducing greenhouse 

gas emissions from deforestation published in June 2009.10  

7. The National Audit Office (NAO) provided us with a briefing on developments in the 

EU ETS since our 2007 report. The NAO’s report, containing analysis of the design of 

Phases II and III, and including the results of their survey of UK firms subject to the 

System, was published in March 2009.11 We received nearly 50 written submissions, 

received before the Copenhagen conference, and took oral evidence between March and 

June 2009 from business groups, traders and investors, the Carbon Trust, NGOs, a 

European Commission representative, and the then Minister and officials from the 

Department for Energy and Climate Change (DECC). We also discussed emissions trading 

during a visit by three of our members to the United States in May 2009 (see Annex).  

 
8 Copenhagen Accord, para 4 

9 Copenhagen Accord, para 7 

10 Fifth Report of Session 2009–10, Reducing greenhouse gas emissions from deforestation: No hope without forests, 
HC 30 

11 National Audit Office, European Union Emissions Trading Scheme, March 2009, published on the NAO website.  
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2 Background 

What is emissions trading? 

8. There are two main types of emissions trading systems: cap and trade schemes, and 

offset schemes. In a cap and trade scheme, an overall cap on emissions is divided up into 

individual emissions permits (EU ETS permits represent one tonne of CO2). These permits 

are then acquired by—and traded between—participants, who use them up in line with the 

emissions arising from their activities. A participant who runs out of permits must either 

buy some from other participants with a surplus to sell, or cease emitting. The three main 

benefits of a cap and trade scheme are intended to be: 

a cap imposing an absolute limit on the amounts that participating organisations can 

emit;  

the limited number of permits within this cap giving them scarcity value, and hence 

putting a price on carbon (this is meant to encourage participants to reduce their 

emissions, either by adopting more efficient operations or by investing in low-carbon 

technology); and 

the ability of organisations to trade permits allowing emissions reductions to take place 

in the most cost-effective manner. 

9. The most prominent international example of a cap and trade scheme is the EU ETS. 

The Government explained how it is meant to work: 

The overall number of allowances allocated should be set below industry’s normal 

emissions levels; each company with a shortfall must either reduce its own carbon 

emissions or buy allowances from other companies. This 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. The benefit of creating such a market 

is that it allows emissions reductions to occur where it is most cost effective.12 

In the EU ETS, if participants do not have enough allowances (or project credits) to match 

their emissions they must pay a fine. 

10. In offset schemes, where there is no overall cap on emissions, participants receive offset 

credits (again, each representing a quantity of emissions) in return for making investments 

that should reduce emissions (for instance, in the construction of hydroelectric dams). 

Offsets can then be sold to individuals, businesses or governments to mitigate their own 

greenhouse gas emissions voluntarily. For example, a company might choose to buy offsets 

to cover emissions associated with its business travel. We examined the voluntary offset 

market in 200713 and we do not cover it further in this report. Offsets can also be bought in 

order to meet a formal obligation to reduce emissions. For example, a government in a 

developed country might buy offsets from a project in a developing country in order to 

 
12 Department of Trade and Industry, The Energy Challenge, Cm 6887, July 2006, p 28 

13 Sixth Report of Session 2006–07, The Voluntary Carbon Offset Market, HC 331 
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meet its Kyoto Protocol targets. Often offset credits do not represent an absolute reduction 

in emissions, but rather a reduction below the level of previously projected emissions 

growth under ‘business-as-usual’.  

11. In practice, offset schemes work together with cap and trade schemes. Offset credits are 

bought by businesses that are subject to a cap, to use them as additional permits to emit. 

Under the current design of the EU ETS, for instance, over the period 2008–2020, up to 1.6 

billion offset credits, mainly from the Clean Development Mechanism (paragraph 39), can 

be used by European installations as additional emissions permits.14 There is a dual 

rationale commonly given for this relationship between offset and cap and trade schemes: 

first, it can be cheaper for businesses in the developed world to pay for others in developing 

economies to make part of their required emissions cuts; second, this provides flows of 

funding for climate change mitigation and adaptation into the developing world.15 

The Government’s twin policy aims 

12. The Government has made clear that emissions trading is one of the most important 

aspects of its climate change strategy. In November 2007, in his first major speech on the 

environment as Prime Minister, the Rt Hon Gordon Brown MP said: “A global carbon 

market is at the heart of our approach, […] harnessing the power of the market to set the 

global price for carbon, rewarding the most efficient and innovative action to tackle climate 

change”.16 In June 2009, the then Minister of State at the Department of Energy and 

Climate Change (DECC), the Rt Hon Mike O’Brien QC MP, told us that the key aim of 

emissions trading was to set a cap to ensure emissions were reduced and to get those 

emissions reductions at the least cost.17 He also spelt out a related but subsidiary aim of 

creating “a carbon price [that] will help assist certain technologies and make them much 

more viable”.18  

13. In this report we examine how successful the EU ETS has been in meeting these twin 

objectives (in Parts 3 and 4), and how emission trading systems might be joined together to 

extend their coverage (Part 5). 

 
14 National Audit Office, European Union Emissions Trading Scheme, Fig 23, p 59 

15 DECC, The Road to Copenhagen, Cm 7659, p43 

16 http://www.number10.gov.uk/Page13791

17 Q 217 

18 Ibid. 
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3 The impact of the EU Emissions Trading 
System  

Assessing the impacts of the EU ETS 

14. Assessing the effectiveness of the EU ETS in meeting the Government’s twin objectives, 

of limiting emissions and encouraging investment in low-carbon technology, is 

complicated by a number of factors: 

the EU ETS’ effectiveness can only be properly assessed at an EU level; 

it is impossible to disaggregate the impact of the System from the impact of other 

economic factors and policy instruments which may affect businesses’ operational and 

investment decisions and resulting performance; and 

emissions at or below the cap cannot necessarily be taken as an indication of the success 

of the EU ETS because allowances might have been over-allocated in the first place.19 

In addition, the evidence to date—in terms of caps, actual emissions, the carbon price and 

the responses of business—straddles two phases of the EU ETS: the whole of Phase I 

(2005–2007) and the beginning of Phase II (2008–2012). As the National Audit Office has 

observed, the full impact of the EU ETS can only be assessed fully at the end of each 

Phase.20 In this Part, we examine the caps and emissions of Phase I, and consider the 

projected impacts of the EU ETS up to 2020, given the current design of Phases II and III. 

The extent of emissions reductions within the EU 

15. The effectiveness of the EU ETS will be determined primarily by its success in reducing 

emissions. The UK and EU have adopted a commitment to ‘avoid dangerous climate 

change’, which they have translated into a target to limit the average global temperature 

rise to 2oC above pre-industrial levels. According to the Inter-governmental Panel on 

Climate Change, to help set the world on a trajectory that would give us a chance of 

meeting the 2oC goal, developed economies such as the UK need to cut their annual 

emissions by 25–40% (relative to 1990) by 2020.21 In 2008, the EU adopted a 2020 target of 

a 20% cut in greenhouse gas emissions (relative to 1990), with a commitment to increase 

this to 30% if there were an agreement by other developed economies on a global deal at 

last month’s UN climate change conference in Copenhagen.22 

16. Some witnesses had a range of views on whether the EU targets, and the EU ETS caps, 

were challenging enough. DECC was clear however that those emissions reduction targets, 

and the Phase III cap, were set with reference to the climate science.23 (Our recent carbon 

 
19 National Audit Office, European Union Emissions Trading Scheme, p 6 

20 Ibid., para 3.16 

21 Inter-governmental Panel on Climate Change, Climate Change 2007: Mitigation of climate change, Working group 
III to the Fourth Assessment Report of the IPCC, 2007 

22 Meeting Carbon Budgets: the need for a step change, Committee on Climate Change, October 2009, p 32 

23 Q 281 



10    The role of carbon markets in preventing dangerous climate change 

 

 

budgets report discussed in detail the basis for the EU emissions reduction targets, being 

the context for the UK’s emissions reduction targets.24) 

17. Emissions increased throughout the course of Phase I. As Figure 1 shows, by the end of 

Phase I, EU ETS emissions were some 38 million tonnes of CO2 higher than they had been 

in 2005. 

Figure 1: EU ETS Phase I caps and emissions 

2005 2006 2007

M
tC

O
2
e

Emissions: UK Emissions: rest of EU ETS

243 251 257

1,770 1,782 1,793

2,012 2,034 2,050

Average annual cap: 2,152

 

Data source: National Audit Office  

18. Mike O’Brien MP, the then DECC minister, defended Phase I by telling us that a 

Massachusetts Institute of Technology report had suggested that Phase I had produced a 

4% reduction.25 That MIT report, Over-Allocation or Abatement? A Preliminary Analysis of 

the EU ETS Based on the 2005–06 Emissions Data, by Denny Ellerman (of MIT) and 

Barbara Buchner (of the International Energy Agency), estimated carbon savings against 

the study’s own business-as-usual projection.26 We were disappointed that the Minister 

chose to defend Phase I by claiming it had reduced emissions across the EU ETS by 4%. He 

did not make it clear that this was not a reduction in absolute terms, but only a relative 

reduction from an estimate of how emissions might have grown in the absence of the EU 

ETS. We recommend that, when describing estimates of reductions in emissions, the 
Government always makes it clear whether they are absolute reductions in emissions or 
notional reductions against a business-as-usual scenario. 

 
24 Carbon budgets, HC 228, paras 40–45 

25 Q 277 

26 Environmental Audit Committee, Second Report of Session 2006–07, The EU Emissions Trading Scheme: Lessons for 
the future, HC 70, para 22 
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Capping emissions 

19. The NAO reported that actual emissions across the three years of Phase I were 6,093 

MtCO2, some 449 MtCO2 (7%) below the EU-wide allocated permits (or cap) of 6,542 

MtCO2 (Figure 1).27 

20. In 2005, our predecessors published a report on the UK’s role in international climate 

change policy-setting. Analysing the prospects for Phase I of the EU ETS at its outset, they 

concluded that: “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. As a 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”.28 In March 2007, based on verified data for the System’s 

first full year of operation, we wrote: 

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.29 

21. The Committee on Climate Change in October 2009 noted that the recession across 

Europe has cut output from energy-intensive industries:  

Emissions from these industries have therefore fallen without the need to improve 

energy efficiency or switch away from burning coal in power generation. Given that 

we would not expect this reduction to be offset by increased output or emissions in 

the period to 2020, there is now less emissions reduction effort [needed] to meet the 

EU ETS cap than was the case prior to the recession.30  

By contrast, a study from analysts New Carbon Finance in 2008 concluded that, even 

taking reduced economic output due to the recession into account, “the largest cause of the 

reduction [in emissions since 2007] is the EU ETS itself encouraging greater use of gas in 

power generation”.31  

22. The NAO’s survey in October 2008 of 56 UK companies involved in the EU ETS, 

representing two-thirds of the UK’s total emissions covered in Phase I, found that: 

 
27 National Audit Office, European Union Emissions Trading Scheme, para 3.5 

28 Fourth Report of Session 2004–05, The International Challenge of Climate Change: UK Leadership in the G8 & EU, HC 
105, para 30 

29 The EU Emissions Trading Scheme: Lessons for the future, HC 70, para 17 

30 Committee on Climate Change, Meeting Carbon Budgets—the need for a step change, October 2009, p 67 

31 New Carbon Finance press release, Emissions from the EU ETS down 3% in 2008, 16 February 2009. 
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64% of firms said the EU ETS had had an impact on their emissions, including 9% 

saying that that impact had been significant;32 and 

32% of firms stated that one of the key benefits of the EU ETS was that it had increased 

the importance of CO2 emissions and energy efficiency at board level.33 

23. As we acknowledged in our previous report on the EU ETS, Phase I was in many ways 

a success: it was a considerable achievement to create so large and complex a system so 

swiftly, with institutional mechanisms which could be tightened in the future to deliver 

better outcomes. The weakness of Phase I arose from over-allocation of allowances. In 

October 2007, the Treasury acknowledged that: “[…] Phase I has had a number of 

problems as a result of over-allocation of allowances in the EU as a whole […]”.34 Two 

months later, the Secretary of State for Environment, the Rt Hon Hilary Benn MP, told us: 

“[…] the lesson of the EU ETS is simply that you have to get the caps right. In Phase I, the 

cap was not good enough and we all know that to be the case […]”.35 In our current 

inquiry, DECC told us that there was a need to address “the problems of Phase I and 

improve the credibility of the EU ETS as an effective tool in tackling climate change”.36 

24. The NAO noted that the consensus at the end of Phase I was that European industries 

emitted significantly less than the cap, not because they were forced to cut their emissions 

to stay within the cap, but because the cap was set much too high.37 The NAO summarised 

some of the reasons why Phase I was over-allocated: 

inaccurate baseline data for the System’s industrial sectors, made with reference to 

inaccurate ‘business-as-usual’ projections, which forecast strong underlying growth in 

emissions; 

forecasts of industrial growth that proved too optimistic; and 

the desire in each member state not to subject its industrial sectors to any tighter a cap 

than those imposed by other member states.38 

25. The question of whether Phase II is over-allocated is debatable. The reducing cap 

means fewer allowances are available each year. But the cuts are unevenly distributed; they 

are primarily restricted to the power sector. Industrial sectors within the EU ETS have been 

given allowances in line with business-as-usual projections.39 The NAO cautioned that: 

“The current recession is likely to lead to fewer emissions as production of energy-intensive 

products decreases, and across the EU is likely to result in emissions in Phase II being 

lower than the total EU cap. The impact of the recession may dwarf any reductions which 

 
32 National Audit Office, European Union Emissions Trading Scheme, p 41 

33 Ibid., p 42 

34 Moving to a global low carbon economy: implementing the Stern Review, HM Treasury, October 2007, p 26  

35 Oral evidence taken before the Environmental Audit Committee, 4 December 2007, HC 155-i  

36 Ev 125 

37 National Audit Office, European Union Emissions Trading Scheme, para 3.6 

38 Ibid., para 3.6 

39 Q 66 
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the EU ETS would otherwise have achieved”.40 It concluded that Phase II of the EU ETS 

may not result in significant emission reductions. Sandbag, one of our witnesses, 

commented: “The allowance made for growth in emissions in industrial sectors meant that 

even without the recession industrial sectors would have had surplus permits”.41  

26. The NAO said that allocations in Phase II were based on an assumption of economic 

growth. A decline in UK manufacturing due to the recession could lead to a considerable 

surplus of allowances.42 Looking at the EU ETS across Europe, Sandbag concluded: “With 

the effect of the economic downturn included, industrial participants shared a surplus of 

77 million permits in 2008. Modelled forward for the whole of Phase II (2008–12), this 

would represent nearly 400 million surplus permits”.43 Taken together, the recession and 
the over-allocation of allowances could greatly reduce the effectiveness of Phase II of 
the EU ETS.  

The design of Phases II and III (2008–2020) 

27. In 2007, we noted what appeared to be a move by the European Commission to impose 

more stringent national allocations for Phase II on a number of EU member states.44 We 

commended the UK Government for submitting (at that time) the only national cap that 

was not revised downwards by the Commission45 (subsequently, the UK was one of only 

five of the 27 countries not to have their Phase I national allocation plans reduced).46 For 

Phase III (2012–2020)—whose design was then the subject of an EU review—we 

recommended: 

the introduction of a single EU-wide cap, set in accordance with future carbon 

reduction targets in a transparent way; 

greater auctioning of carbon allowances; 

greater harmonisation in the application of the EU ETS among member states, 

especially on limits on the use of offset credits; and 

increased stringency in proposals for the inclusion of aviation.47 

28. The early indications were largely positive in respect of both phases. Following 

revisions imposed by the European Commission, the overall cap for Phase II was finalised 

at a level that looked likely to require some genuine effort to cut emissions. In our current 

inquiry, DECC told us that “EU effort, compared to 2005, is expected to produce a 

 
40 National Audit Office, European Union Emissions Trading Scheme, para 3.15 

41 Sandbag, ETS S.O.S: Why the flagship ‘EU Emissions Trading Policy’ needs rescuing, July 2009, p 9 

42 National Audit Office, European Union Emissions Trading Scheme, para 3.30 

43 Sandbag, Emissions Trading in the EU: Why it is still not working and some ideas for what can be done about it, July 
2008, pp 8–9 

44 The EU Emissions Trading Scheme: Lessons for the future, HC 70, para 17, para 35 

45 Ibid., para 31 

46 National Audit Office, European Union Emissions Trading Scheme, para 2.5 

47 The EU Emissions Trading Scheme: Lessons for the future, HC 70, pp 49-136 (summarised in National Audit Office, 
European Union Emissions Trading Scheme, para 4.6) 
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reduction of 215.8 MtCO2. This is 9.3% per year below 2005 emissions—with UK effort 

13% below 2005 emissions”.48  

29. In January 2008 the European Commission published its proposed design for Phase III, 

which contained all the key features that we had recommended.49 The proposed cap for 

Phase III was set at a level that would see a 21% reduction (on 2005 levels) in the traded 

sector’s emissions by 2020. Matthew Farrow of the CBI told us that companies he spoke to 

believed Phase III would be noticeably more stringent than Phase I, and to an extent Phase 

II as well.50 In the absence of binding global emissions reduction targets following the 

Copenhagen conference, it is uncertain whether the EU will further tighten the cap. The 

Copenhagen Accord invites countries, individually or jointly, to commit to emissions 

reduction targets for 2020 by the end of January 2010 (paragraph 5). The Secretary of State 

for Energy and Climate Change told the House after the conference that “for Europe, 

provided that there is high ambition from others, that means carrying forward our [EU] 

commitment to moving from 20% to 30% [emissions] reductions by 2020”.51 Any attempt 

to tighten the EU targets would be subject to formal EU discussion and agreement through 

co-decision.52  

30. Given that no cap has yet significantly challenged EU ETS participants, we examine 

below what measures are available to strengthen the regime.  

Intervening to lower the cap 

31. Paul Ekins, Professor of Energy and Environment Policy at King’s College, explained 

that if additional policy measures are actually to cut emissions, governments must reduce 

the cap. A weak cap undermines both the environmental effectiveness of the policy and 

additional policies to reduce emissions, such as measures to promote renewable energy.53 

The Center for Resource Solutions in the US argued that “as organisations and individuals 

realise their purchases are not achieving additional emission reductions, but instead are 

simply shifting the costs away from those regulated under cap and trade and onto those 

taking voluntary action, voluntary purchases of renewable energy may dwindle”.54 During 

a visit by three of our members to the United States in 2009 we heard how in a regional 

trading scheme in the northeast United States, state authorities hold set-aside allowances 

that they retire when residents install renewable energy generation or sign up to green 

energy contracts.55 

32. Sandbag advocated a similar mechanism—which they called ‘cap and slice’—within the 

EU ETS. They argued for governments to set aside a significant proportion of allowances 
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49 National Audit Office, European Union Emissions Trading Scheme, para 4.7 

50 Q 53 

51 HC Deb 5 January 2010, col 43 

52 National Audit Office, European Union Emissions Trading Scheme, p 54 

53 Prof Paul Ekins, Carbon Taxes and Emissions Trading: Issues and Interactions, in Journal of Economic Surveys, 2001, 
section 3.2 

54 Center for Resource Solutions, Support Voluntary Purchases of Clean, Safe, 21st Century Energy, policy brief 18 May 
2009 (http://www.resource-solutions.org/pub_pdfs/C&T%20Policy%20Brief.pdf) 

55 See Annex. Also: Center for Resource Solutions policy brief, 18 May 2009 



The role of carbon markets in preventing dangerous climate change    15 

 

within the cap, and cancel them in line with voluntary efforts to cut emissions.56 They also 

suggested that member states could give companies within the EU ETS financial incentives, 

such as tax breaks, for cancelling surplus allowances within their possession.57  

33. We believe that it is imperative that there are mechanisms for reducing the EU ETS 
cap, whether in response to recession-driven reductions in demand for allowances, the 
success of complementary policies in cutting emissions, or the efforts of the public in 
reducing their carbon footprint. We recommend the Government press the EU to 
consider periodically whether to tighten the EU ETS cap. We further recommend that 
the Government investigate what financial incentives can be given to companies within 
the EU ETS to encourage them to cancel allowances they own voluntarily. 

34. We recommend the Government consult on other mechanisms to remove EU ETS 
allowances from the market, especially where the threat of being forced to buy and 
retire allowances could drive other environmentally beneficial actions. For example, the 

Government could revisit the Carbon Emissions Reduction Target (CERT), which requires 

power companies to improve household energy efficiency. If CERT targets were 

toughened, with companies that fail to meet their targets having to buy and cancel 

additional EU ETS permits, it would reduce allowances directly in line with the success of 

the CERT scheme in cutting household emissions. The policy could thereby both cut 

emissions at the household level and cut emissions across the EU ETS as a whole.  

Cancelling New Entrant Reserves 

35. The EU ETS allows member states to set aside a national pool of spare allowances 

(‘New Entrant Reserves’) for new or expanding industrial installations. Unused allocations 

from installations that are closed down are added to the Reserves. Deutsche Bank suggested 

that, because of the recession, many more allowances would be added to New Entrant 

Reserves than would be distributed from them, and estimated that the total number of 

allowances in Reserves across the EU would amount to over 300 million by 2012.58 While 

two member states have committed to cancelling any surpluses in their New Entrant 

Reserves, most states are committed to giving them away or auctioning them. Giving away 

New Entrant Reserves creates the same problems as the over-allocation of allowances. We 
recommend that the Government commits the UK to cancelling any surplus allowances 
in its New Entrants Reserve at the end of Phase II, and presses other member states to 
do the same. 

Use of offset credits 

36. Over Phases II and III, companies will be able to use offsets worth 1.6 billion tonnes of 

CO2e (1.4 billion in Phase II and 150–200 million in Phase III). Over the period 2008 to 

2020, offset credits can be used to meet up to 50% of the cuts in overall emissions imposed 

by the caps.59 So far the number of offset credits available has exceeded the demand for 
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them. According to Deutsche Bank, in 2008 only 82 million out of an allowable 265 million 

offset credits were used by firms within the EU ETS.60 Sandbag argued there are enough 

offset credits available for companies to meet all of their required emissions cuts for the 

remainder of Phase II without actually making any carbon emissions reductions 

themselves.61 

37. Companies within the EU ETS can bank any surplus allowances and offset credits (up 

to certain maximum limits) they have at the end of Phase II for use in Phase III. As surplus 

allowances will be usable in what is expected to be a tougher third Phase, they still have 

value, and Phase II is perhaps unlikely to suffer the same collapse in carbon price as in 

Phase I (paragraph 52). But carrying over banked surplus allowances into Phase III will 

inflate its cap, and reduce its effectiveness in cutting emissions.62  

38.  The more that offset credits are used, the more EU installations will be funding 

emissions reductions in other countries, rather than cutting their own.63 Although the EU 

ETS cap for 2020 has been set at a level approximately 21% below 2005 traded-sector 

emissions, in reality emissions reductions within the System’s own countries themselves 

will be smaller. Therefore, the EU needs a much tougher 2020 cap. 

39. The Clean Development Mechanism (CDM), which was set up alongside the Kyoto 

Protocol to fund projects in the developing world, is the most high profile offset scheme, 

and has been operational since 2006. Under the CDM, projects in the developing world 

that are deemed to reduce emissions can earn credits, each equivalent to one tonne of CO2. 

These credits can be bought directly by industrialised countries to meet a proportion of 

their emission reduction targets under the Kyoto Protocol. A proportion of them may also 

be bought by businesses within the EU to use instead of EU ETS allowances in covering 

their emissions. Since the scheme began, some 1702 projects have been registered and 311 

million CDM credits issued; by the end of 2012 the number of credits is expected to have 

risen to over 1.6 billion.64 

40. The use of offset credits means that nations and industries with high levels of emissions 

may buy their way out of making carbon reductions themselves; in the process they might 

continue to invest in carbon-intensive technology, thereby ‘locking in’ their economies to a 

future of high emissions.65 In our March 2007 inquiry into emissions trading we noted that 

“there is plenty of evidence that much CDM investment is currently going into projects of 

dubious merit”.66 We concluded that the Government should press, not just for 

quantitative limits on the use of CDM credits within the EU ETS, but for a qualitative limit 
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to ensure both that they are funding genuinely additional emissions reductions and that 

they make a contribution towards sustainable development.67  

41. In this latest inquiry, we have heard similar criticisms of CDM. The Corner House, one 

of our witnesses, argued that: 

oversight of CDM projects was too weak, and the relationship between those 

responsible for regulation and those making money out of trading in credits too close; 

because the emissions savings attributed to CDM projects are estimated with reference 

to projections of ‘business-as-usual’ emissions, rather than reductions in absolute 

terms, it was impossible to be sure whether a project is truly additional (i.e. whether it 

would have gone ahead anyway, without being funded through the CDM); and  

there was a tendency to inflate business-as-usual projections in order to claim more 

credits for avoiding what are in effect non-existent emissions.68 

The World Development Movement, another of our witnesses, argued that CDM 

investment often goes into projects that do not contribute to the well-being of local 

communities, and which do not replace the construction of carbon-intensive energy 

infrastructure.69 According to Friends of the Earth, in some cases the CDM is being used to 

help finance new fossil fuel infrastructure.70  

42. On the other hand, Professor Michael Grubb, chief economist at the Carbon Trust, told 

us that such investment was likely to accelerate expansion of additional renewable energy 

because the industry was established and looking to grow.71 He argued that something like 

CDM was essential to encourage investment to flow to emissions reduction projects in 

developing countries.72 Climate Change Capital, another witness, made a similar point,73 

stressing that carbon trading had been driving international investment into countries, 

regions, and sectors where it would not otherwise have gone.74 The Carbon Trust told us 

that: 

[…] the CDM offsets almost always do represent additional carbon savings, and 

therefore that it is acceptable to count them in the EU ETS and in meeting UK 

carbon budgets if that makes it possible for more ambitious and rapid targets for 

carbon reductions.75 

43. Some witnesses called for fundamental changes to the way the system worked in 

‘advanced developing countries’, such as China and India. In January 2009 the European 
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Commission published EU proposals ahead of the Copenhagen conference, including a 

proposal that for these countries the “CDM should be phased out in favour of moving to a 

sectoral carbon market crediting mechanism”.76 This was supported by the written 

evidence we received from DECC,77 and by Global Carbon Trading: a Framework for 

Reducing Emissions, a report by Mark Lazarowicz MP (the Prime Minister’s Special 

Representative on Carbon Trading, and a member of our Committee).78 

44. Last month’s Copenhagen Accord did not include any changes in the operation of 

carbon markets (paragraph 5). Nevertheless, the Clean Development Mechanism, or 

something like it, may be vital for achieving an international agreement on action to tackle 

climate change at a later date, functioning as a stepping stone towards bringing advanced 

developing countries within a system of binding caps in the future. We do not believe that 

critics of the Clean Development Mechanism have convincing alternative proposals for 

driving carbon mitigation in the developing world. We recommend that the Government 
press for a reform to CDM rules, in particular to exclude the construction of fossil fuel 
infrastructure, and more widely to embed sustainable development at the heart of 
project eligibility criteria. 

Auctioning allowances 

45. Professor Grubb argued that increasing the proportion of allowances freely allocated, 

rather than auctioned, would not alter the overall cap on emissions and so would not affect 

the carbon price.79 Handing out emissions permits to businesses for free, however, on the 

basis of their past emissions (known as ‘grandfathering’), risks over-allocation of 

allowances. Provided that there is a limit on allowances, auctioning helps ensure that 

businesses only acquire the allowances they need. In December 2008, Phase III was 

redesigned so that free allocations to industrial sectors could continue to be used, in place 

of selling allowances through auctions. Member states may:  

allocate up to 70% of power sector allowances free of charge (though with the 

percentage decreasing to zero by 2020); 

keep giving free allowances to all industrial sectors up to 2027; and  

continue to give free allowances to sectors they define as being vulnerable to 

international competition. 

46. These changes were welcomed by the CBI and EEF, the manufacturers’ organisation. 

Both expressed concern over the possibility that the tighter cap in Phase III might 

contribute to ‘carbon leakage’—the relocation of industrial activities to other countries, not 

 
76 Communication from the Commission to the European Parliament, the Council, the European Economic and Social 
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covered by an equivalent cap on emissions—and argued that the best means of protecting 

firms vulnerable to such international competition was to give them free allowances. 

Under the revised design for Phase III, they pointed out that allocations would be set 

initially on the basis of a benchmark of efficient operation and then be cut year on year, 

which would still encourage emissions reduction.80 Professor Grubb, on the other hand, 

saw weaknesses in that approach:  

The risks from giving too much free allocation to certain sectors is that they basically 

feel shielded from really having to worry very much about the problem or do 

anything about it, and that is not what the system is there for. It is pretty simple at 

that level; there are more sophisticated arguments about the economic benefits of 

auctioning versus excessive free allocations but what it comes down to is a system 

designed to drive incentives for companies to start decarbonising.81 

47. WWF suggested that by the end of Phase II, the total revenues accruing to the Treasury 

from EU ETS auctions could be in the region of €1.6 billion.82 After 2012, revenues should 

rise as the use of auctioning increases. The Carbon Trust estimate that the Government 

could receive between €4 billion and €8 billion a year during Phase III.83 WWF wanted the 

Government to commit to spending all of the auction revenues it receives on climate 

change programmes,84 whereas EEF argued against formal hypothecation of auction 

revenues on the basis that this might limit such investment.85 The Government has, in 

common with other EU governments, through the European Council, adopted a non-

legally binding political declaration indicating member states’ willingness to spend at least 

half of the auction revenues or equivalent to tackle climate change, both in the EU and in 

developing countries.86 The Government will not however hypothecate its auction 

revenues to specific purpose.87 In our 2007 report we argued that revenues raised by 

auctioning allowances should be used demonstrably to assist measures to tackle climate 

change.88 Because of the unique nature of the revenues raised by auctioning allowances, 
further consideration should be given to hypothecating the revenues for use on projects 
directly related to climate change. We urge the Government to consider on a cross-
departmental basis how this might be done.  

Conclusions on Phases II and III 

48. Carbon allowances were clearly over-allocated in Phase I, and emissions as a whole 

went up between 2005 and 2007. But there is evidence that participating firms are 
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incorporating the EU ETS into their business decisions, and adopting some measures to 

improve their carbon efficiency, though it is difficult to isolate the precise extent to which 

the EU ETS is a decisive factor.89 For the subsequent Phases, DECC told us: 

Building on the lessons learnt from Phases I and II of the EU ETS, including as set 

out in previous reports from the Environmental Audit Committee, Phase III (from 

2013) has been significantly revised. The combination of a more ambitious, EU-wide 

cap on emissions with an annually declining trajectory to 2020 and beyond; 

auctioning as the preferred means of allocation; and limited access to project credits 

from outside the EU will result in more emission reductions, more predictable 

market conditions and improved certainty for industry and investors.90 

49. There is much to welcome in the current design of the EU ETS, especially the declining 

cap in Phase III that could drive genuine emissions cuts. But there is a real risk, especially if 

economic recession leads to a prolonged reduction in emissions, that Phase II will turn out 

to be significantly over-allocated. Given that surplus allowances may now be banked and 

carried-over into the subsequent phase, this could significantly weaken the effectiveness of 

Phase III. Even without the recession, we are concerned that in Phase II industrial sectors 

have again been allocated allowances in line with business-as-usual projections, and that in 

Phase III they may again have free allowances. This could significantly reduce the potential 

for the EU ETS to motivate businesses to make carbon efficiencies and invest in low-

carbon research and development.  

50. There is much uncertainty about the likely effectiveness of the EU ETS up to 2020. The 

current design for Phase III could be altered if the EU adopts a tighter cap despite the 

failure to agree a global deal at Copenhagen.91 The UK should use that as an opportunity to 

improve the current design. The EU ETS needs to be strengthened. The System’s cap still 

falls short of the efforts climate science suggests need to be made by developed economies. 

The EU ought to commit itself to make more significant cuts in its emissions by 2020, 
commensurate with the IPCC’s recommendations of 25–40% for developed economies 
(paragraph 15), with any purchases of offset credits coming on top of that. In any 
future negotiations on Phase III, we recommend that the Government presses both for 
a significant tightening of the cap, and for as high a proportion of auctioning as 
possible. 
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4 Setting a price for carbon 

The impact of the EU ETS  

51. The level of the cap determines the carbon price. As we have described above, the 

allowances in the EU ETS have been over-allocated. As a result, the carbon price has been 

lower than hoped. It is a simple market response to a lack of demand for allowances. Figure 

2 shows the movements in the carbon price from April 2005 to December 2009. It shows a 

degree of volatility and a decline in the price in both Phase I and a decline in the early 

stages of Phase II, before stabilising in recent months (it has reduced slightly since the 

Copenhagen conference). In December 2008, the Committee on Climate Change had 

projected a carbon price for the EU ETS that would increase to €56/tCO2 (in 2008 prices) in 

2020.92 The carbon price subsequently fell to a low of €8/tCO2
 93 and has generally remained 

below €15/tCO2 since. 

Figure 2: EU ETS emissions allowance prices: April 2005 – December 2009 
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Data source: European Climate Exchange 

This figure updates a similar graph in the October 2009 Committee on Climate Change report, Meeting Carbon 
Budgets: the need for a step change (p 68), by extending the analysis to December 2009. 

Encouraging low-carbon investment 

52. A high carbon price is needed to encourage investment in low-carbon infrastructure 

and processes. The Committee on Climate Change in its October 2009 ‘progress report’ 

expressed its concern about the traded sector cap and the resulting carbon price, 
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particularly given lower emissions from energy intensive sectors as a result of the recession: 

“There is a risk that the carbon price will not be sufficiently high to incentivise investments 

in low-carbon technologies”.94 It concluded that: 

Output in energy-intensive sectors has fallen as a result of the recession and is 

expected to remain lower than previously projected. This means less abatement is 

required to meet the EU ETS cap which is reflected in a lower carbon price.95  

The carbon price is likely to be significantly lower to 2020 than we previously 

projected. This will have consequences for investments in low-carbon power 

generation. A range of measures including tightening the EU ETS cap and a UK 

carbon price underpin should be seriously considered to strengthen incentives for 

low-carbon investments in the energy-intensive sectors.96  

Our new analysis produces a central projection for the carbon price in 2020 of 

around €22/tCO2 compared to our previous projection of €56/tCO2; most market 

commentators now project a price around or below €30. The fact that these 

projections are not in line with the carbon prices we expect in the 2020s and beyond 

(e.g. in excess of €100 by 2030, based on our previous modelling of global emissions 

trajectories and abatement opportunities) reflects a disconnect between current and 

future prices (i.e. post 2020) due to uncertainty over longer-term emissions 

reduction trajectories.97   

53. Professor Sir David King told us that the carbon price needed to be around €100 a 

tonne to “decarbonise the economy”.98 Professor Ekins thought tight caps within the EU 

ETS, which saw a price of €200, might be needed in order to drive the right investments.99 

He said the carbon price must be high enough to make investments in renewables 

economic.100 Bryony Worthington of Sandbag stressed the need for the carbon price to be 

high enough to drive investment in step-change technologies; while there were many cheap 

abatement opportunities throughout the EU, if the carbon price remained low these were 

all that would be realised.101 James Cameron of Climate Change Capital argued for a steeply 

reducing cap, and thus increasing carbon price: “You really want emissions trading to 

confront you right away with a significant challenge to make you face up to the obligation 

to reduce—the imperative to reduce—and get cracking with the investment decisions that 

are necessary as a result.”102 

54. In its October 2009 report, the Committee on Climate Change raised the question of 

whether expectations of low future carbon prices in the EU ETS could incentivise 
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investment in low-carbon technology, particularly when combined with uncertainty over 

future fossil fuel prices.103 The Committee on Climate Change concluded that it could not 

be confident that the EU ETS will deliver the required low-carbon investments for 

decarbonisation of the traded sector through the 2020s.104 As a result, it recommended 

consideration be given to a range of options for intervention in carbon and electricity 

markets. 105 

55. The Government did not think that any particular carbon price was right and argued 

that the EU ETS would deliver the required level of emissions reductions regardless of the 

carbon price.106 The Department for Energy and Climate Change accepted however that 

the carbon price looked too low to encourage greater take up of low-carbon technologies.107 

In its response earlier this month to the Committee on Climate Change’s October 2009 

progress report, the Government stated that: 

We believe the best approach to providing certainty to investors is to set the right, 

long-term regulatory framework with a reducing cap on emissions (as we have done 

with the EU ETS), and allow the market to help achieve these reductions cost-

effectively. Longer term, we agree with the CCC that the most effective way of 

ensuring the carbon price is high enough is to limit the supply of allowances by 

tightening the cap.108 

The Government was looking to new EU targets following the Copenhagen conference to 

drive up the price of carbon.109 In its response to the Committee on Climate Change’s 

progress report, it reported that it was “ready to scale up [the 20%] reduction to as much as 

30% under a new global agreement when other developed countries make comparable 

efforts. The EU ETS cap would be tightened as a key part of delivering any tighter EU 

target.”110  

56. According to Government projections, in 2020 the UK would be a net purchaser of 

between 14 and 25 million EU ETS credits—on which the Government would be partly 

relying to meet the UK’s domestic carbon budgets. To the extent that the UK buys 

allowances from other countries, it will be paying for low-carbon investment taking place 

elsewhere. When we asked David Kennedy, the chief executive of the Committee on 

Climate Change, what the UK’s purchase of these credits would most likely actually be 

buying in terms of emissions reductions elsewhere in the EU, he suggested:  

What we will be doing is paying other countries who have a lot of coal-fired 

generation, Germany, for example, to burn gas rather than coal [… Currently] they 
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are actually less efficient than us in the power sector and we will pay them to become 

as efficient as we currently are.111 

While this would indeed result in emissions savings, it would in no way represent a step-

change in technology that would shift the EU onto a decisively lower emissions trajectory. 

We put this point to the Minister, who said: 

The overall aim is to reduce emissions and […] the move from coal to gas will 

contribute towards doing that, but the objective is to move more effectively towards 

low-carbon generation rather than moving simply to gas—which of course has quite 

significant emissions in any event.112 

57. The NAO’s survey found 56% of firms said they included EU ETS allowance prices in 

their core business decisions.113 Overall, the NAO survey identified 21 specific examples of 

fuel switching or energy efficiency projects which had been in part encouraged by the EU 

ETS carbon price. In a survey carried out by the trading analysts Point Carbon, published 

in March 2008, over 70% of responding companies within the EU ETS said the price of 

carbon allowances had influenced their investment decisions.114 Professor Grubb told us: 

[…] first and foremost, the system has seized the attention of top management and 

one hears very much climate change discussed at board level compared with 

previously when it was largely ignored. […] In terms of the operational behaviour of 

the companies, I think there is compelling evidence that in a number of areas—for 

example, some elements of fuel switching, power generation, certainly cement, plant 

operation, mixing—there have been quite significant and associated emissions 

reductions.115 

58. It is difficult, however, to disaggregate the effect of the EU-ETS from other factors. The 

NAO noted, for example, that “the large rise in energy prices from 2004 to 2008 has had a 

major impact on the economy, and in that context it is difficult to assess to what extent the 

EU ETS has influenced such investments.”116 

59. Carbon ‘leakage’ remains a concern. More research is needed to analyse the risk that 
some businesses may choose to meet their emissions reduction obligations by 
transferring activity to countries with looser emissions control regimes, and any impact 
of this on the competitiveness of British industry. The Government should ensure that 
such a programme of research is undertaken, to inform this issue.  

60. Bryony Worthington highlighted that, in the absence of a strong price signal, carbon 

trading would not drive investment in low-carbon technology, especially as fuel switching 

was an easy alternative given the established energy infrastructure in the EU. She argued 
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that this indicated a need for a much tighter cap on emissions.117 WWF considered that 

there was as yet no indication that the EU ETS was influencing longer-term investment 

decisions.118 Professor Grubb made a similar point.119  

61. EEF worried that “the keenly anticipated expansion in low-carbon energy generating 

capacity, most notably from nuclear, that is vital over the next decade, may be derailed by a 

low-carbon price”.120 The Committee on Climate Change, similarly, argued that:   

Whilst inclusion of the power sector in the EU ETS will deliver the emissions cuts 

required in the sector to 2020, it will not automatically bring forward the low-carbon 

investment to deliver required emissions cuts in the 2020s and beyond. This is 

because the EU ETS cap to 2020 could be met through coal to gas switching without 

any significant new investment in low-carbon plant, and because the cap beyond 

2020 is highly uncertain.121  

The NAO concluded that: 

The current level for EU allowances is considerably below the levels anticipated for 

Phase II, and significantly lower than the level required to incentivise major 

investments in low-carbon technologies. In 2008 a study by McKinsey found that 

demonstration carbon capture and storage projects would cost in the region of €60 

and €90 per tonne CO2 abated between 2012 and 2015. The […] current EU ETS 

allowance price […] will not provide a sufficient financial incentive to invest in 

renewable technologies, though it may still influence decisions in combination with 

other policy instruments and economic drivers.122 

62. Some economists are concerned that cap and trade schemes intrinsically lead to price 

uncertainty and volatility,123 and that this inevitably raises the costs of, and indeed 

discourages, investment in low-carbon technologies.124 The Carbon Trust told us: “The 

series of booms and busts in the cost of carbon are a problem in achieving the scheme’s 

goals because it creates uncertainty for firms’ investment decisions.”125 On this theme, Lord 

Turner, the Chairman of the Committee on Climate Change, told the Energy and Climate 

Change Committee in March 2009 that the experience of the EU ETS so far “[…] does 

raise questions about […] whether an oscillating price of carbon […] will send powerful 
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enough signals to make sure that people are doing the investments that are required for the 

future”.126 

63. The NAO note that medium- and longer-term secondary markets in allowances have 

not developed, with future trades mainly confined to the next one to two years indicating 

low confidence in carbon trading.127 EDF told us they were especially concerned by the lack 

of certainty post-Phase III, because understanding the value of carbon in this period was 

critical for investment decisions. The result of such uncertainty, EDF argued, was to 

increase the risks—and thus costs—of investing in low-carbon power.128  

Intervening to affect the carbon price 

64. As discussed above, a lower emissions cap could sustain the carbon price. In our recent 

report on carbon budgets we recommended that the Government, using the full range of 

fiscal and policy instruments, should drive up the price of carbon steadily to a level where 

renewable and low-carbon investments become economically viable.129  

65. Restricting the use of offset credits could help support the carbon price. In allowing the 

use of up to 1.6 billion offset credits to 2020 the EU ETS already has a mechanism that 

depresses prices. As the NAO reported: 

The extensive use of project credits in Phase III would reduce the price of EU 

allowances and reduce the impact of the price on investment decisions. The 

Commission estimated prior to ratification of the Directive that extensive use of 

project credits in Phase III might result in allowance prices of €30 per tonne 

compared to €39 under other scenarios.130 

But there are also other ways of supporting the carbon price—taxes, reserve auction prices, 

subsidies and emissions regulation—which we discuss below. 

A price floor 

66. Several witnesses called for the creation of a floor price, below which the carbon price 

would not be allowed to fall, to help to reduce the risks, and thus costs, of investing in low-

carbon projects.131 Perhaps Professor Dieter Helm (chairman of the Academic Panel of 

economists at the Department for Environment, Food and Rural Affairs) has put the case 

most strongly: 

[…] it is hard to think why one would not have a floor: what could the downside risk 

possibly be? For, if policy-makers genuinely thought that the carbon price might fall 

below the floor, there would be a credibility question about the scheme as a whole. 
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Either the Commission believes that the EU ETS price will always be above the floor 

(in which case, there is no problem putting a floor in place), or it believes that the 

price could fall below (in which case, there is a good case for having a floor).132 

Giving evidence to the Energy and Climate Change Committee in March 2009, Lord 

Turner said a mechanism to set a floor price within the EU ETS should be considered but, 

he stressed, at European level.133  

67. One way a floor price might be implemented is that governments could guarantee to 

buy any permits offered for sale at a specific price; another is that they would set a carbon 

tax at the level of the desired floor price. Professor Ekins supported the use of a carbon tax 

to set a minimum carbon price within the EU ETS, but stressed that this would have to be 

done across the EU in order to be effective, and that given a previous unsuccessful attempt 

in the 1990s to set an EU carbon tax this might be politically difficult.134  

68. Professor Grubb told us he agreed with the objective of setting a floor price, but 

cautioned that government buying back allowances raises “questions of who is going to dig 

out the cash to buy allowances at certain times”.135 We note that France has imposed a 

carbon tax; it will be imposed from January 2010 and will be set at €17, a little less than 

Denmark’s and about six times lower than Sweden’s carbon tax.136  

69. As we began this inquiry, there was an active debate in the United States about the 

merits of introducing a carbon tax rather than an emissions trading scheme, as advocated 

for example by economist Professor William Nordhaus at Yale.137 In December 2008, 

NASA climatologist Dr James Hansen wrote an open letter to then President-elect Obama, 

urging him to introduce a carbon tax instead of a cap and trade scheme.138  

70. Paul Ekins, Professor of Energy and Environment Policy at King’s College, explained 

that emissions trading fixes the quantity of emissions, allowing the price of carbon to vary 

in response to the pressure on emitters to stay within the limits, while a carbon tax fixes the 

price of carbon but allows the level of emissions to vary in response to the price signals.139 

While in theory cap and trade schemes and carbon taxes could be designed to deliver the 

same intended level of emissions reductions for the same cost,140 in the real world it is 

impossible to know in advance either what level of emissions reductions will occur at a 
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given carbon price, or what level of carbon price will be generated by a given cap on 

emissions—“in any market, attempts to fix both the price and the quantity will fail”.141  

71. In the UK, Professor Dieter Helm noted that “much academic discussion favours 

carbon taxes”.142 He highlighted a concern that if an emissions cap came down (or a carbon 

price went up) very rapidly, companies might be forced prematurely to scrap carbon-

intensive infrastructure, thereby writing off their investment. If emissions limits tightened 

even more rapidly—before an economy could develop low-carbon alternatives—then 

companies might have to respond to the cost of compliance by cutting production or 

moving overseas to escape the reach of the emissions trading scheme.143 He said that the 

main case for a carbon tax is that:  

[…] a carbon price can be established over time without much volatility: energy 

producers and consumers can have some reassurance that the carbon price will not 

drop below the carbon tax level, and those most affected by the transition to a low-

carbon economy can plan, without the exposure to shocks in carbon prices. Carbon 

taxes have the additional advantage that they can be tailored towards (an estimate of 

the optimal) cost of carbon, thereby avoiding inefficiency at prices below or above 

the (optimal) carbon price.144 

72. Two submissions to our inquiry, from EEF and Carbon Trade Watch, suggested that 

the option of carbon taxes might be explored as an alternative to emissions trading.145  

73. On the other hand, we heard a strong defence of cap and trade from a number of 

sources. And DECC favours cap and trade over carbon taxes because it imposes an 

absolute cap on emissions, and thus certainty about the level of emissions.146 The CBI 

argued that while a tax might provide certainty as to the carbon price, it would not provide 

certainty as to the amount of carbon abatement this would lead to; in practice, it would 

take time for governments to work out, through experience, the level of tax necessary to 

deliver required emissions reductions.147 The CBI also argued that the level of carbon tax 

would be vulnerable to political lobbying; for example, given the current recession, if the 

EU had a carbon tax instead of an emissions trading scheme there might be pressure 

immediately to lower the tax.148 The Carbon Trust told us that “it is more difficult to get 

agreement on the right level(s) for the tax than it is to agree the right path for emissions 

reductions under a cap and trade scheme”.149  
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74. In the context of the EU ETS, Professor Michael Grubb, chief economist of the Carbon 

Trust, highlighted the importance of politics in choosing between taxes and emissions 

trading schemes: 

It seems to me that the most fundamental reason [why the EU chose an emissions 

trading scheme over a carbon tax] is the one of the political economy. We spent the 

first half of the 1990s trying [unsuccessfully] to develop a European carbon tax. […] 

It is not hard to see why this happened, with a carbon tax you are actually doing two 

very difficult things at the same time. You are both trying to set a price and extract 

very large amounts of money out of very powerful industries and give it over to the 

government. That is going to raise very strong political objections, which is what 

happened. I think the fundamental reason why we have made progress with 

emissions trading where we could not with the carbon tax is because it gives you an 

additional degree of freedom, namely how much re-allocation you have to give away 

to buy off the powerful lobbies so you can at least set a price or a target somewhere in 

the region you are trying to get to […]150 

75. James Cameron of Climate Change Capital151 and Dr Cameron Hepburn, an 

environmental economist at Oxford University, highlighted the significance of us already 

having an operational emissions trading system. As Dr Hepburn put it, “practical 

recommendations need to start from where we find ourselves, rather than where we might 

like to be. […] [Emissions trading] has hard-won momentum, and a degree of institutional 

lock-in”.152 

76. Carbon taxes have an advantage over emissions trading schemes in being able to set a 

stable and predictable carbon price. But carbon taxes are vulnerable to political lobbying, 

aimed at weakening the carbon price. Whatever its complications, emissions trading has a 

number of strengths, notably its ability specifically to limit emissions. Above all, emissions 

trading has already established itself as the preferred international mechanism for tackling 

greenhouse gas emissions. The Government is right to support emissions trading, and is 
to be commended for promoting it internationally. The focus ought to be on how to 
bolster the carbon price when it is particularly low, through setting auction reserve 
prices, incentives for low-carbon electricity generation and emissions regulation, as we 

discuss below.  

77. The Carbon Trust reiterated their support, articulated previously in our March 2007 

inquiry,153 for government setting a minimum reserve price for its auctions of 

allowances.154 Professor Grubb favoured a mechanism to sustain the carbon price by 

keeping some allowances off the market.155 He proposed doing this by setting a reserve 

price when auctioning allowances: this would deter some businesses from buying as many 
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allowances as they might otherwise have acquired and thereby reduce the number of 

allowances within the EU ETS if some remained unsold as a result. The Committee on 

Climate Change favoured a floor price within the EU ETS,156 and Lord Turner thought that 

this could best be achieved through a reserve price in auctions provided there was a high 

enough level of auctioning.157 The Committee on Climate Change recently concluded that 

the move to full auctioning of EU ETS allowances for the power sector would “transfer 

windfall profits away from energy companies”.158 Ravi Baga of EDF Energy, who supported 

the use of reserve prices, considered that, like a carbon tax, it might rely on getting 

agreement across all EU member states.159 We note, however, that EDF’s major 

shareholder—the French government—has recently announced its intention to introduce a 

carbon tax. We consider that, as experience elsewhere has shown, carbon taxes are not 
incompatible with carbon trading schemes, and their use to address an insufficiently 
high carbon price should be explored urgently. 

78. We also believe the idea of a reserve auction price should be further examined. We 
recommend that the Government establish what conditions must be met for a reserve 
auction price to be effective as a floor price within the EU ETS (for example what 
proportion of allowances would need to be auctioned to set the price across the entire 
System, and what level the reserve price should be set at). If all the practicalities can be 
addressed, we recommend that the Government work with the European Commission 
and other member states towards implementation of this proposal in Phase III.  

79. RWE npower thought it would help investment in low-carbon technologies if 

“investors are confident that the Scheme will not be subject to further political 

interference”, and that “the threat of further intervention in EU ETS, for example price 

floors and ceilings, will only serve to undermine confidence in the scheme”.160 The Carbon 

Markets and Investors Association argued that “concerns over whether a volatile ETS price 

leading to lower investments than would otherwise be the case are unfounded; the long run 

market signals within the EU ETS are sufficiently stable”.161 Their conclusion was that “any 

market intervention should be used as a last resort”, but that some potential measures 

might be considered—including introducing a reserve price for auctioning—so long as 

they were signposted far in advance so as to give long-term certainty over their effects on 

the carbon price.162 Barclays Capital, meanwhile, argued against any price interventions on 

the basis that they “can only be maintained by ignoring the environmental goals defined by 

the cap, thereby introducing inefficiencies into the market.”163  
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80. DECC argued that “introducing price caps or floors could make emissions trading 

more uncertain by in effect generating speculation on the next possible Government 

intervention in the market”.164 Mike O’Brien MP added that a floor price might: 

[…] prevent a market from delivering what it is supposed to do, which is essentially 

to reduce emissions at the lowest cost. If you are intervening at a certain price and 

you are saying, “This is it, it won’t fall below this level,” there is the issue of whether 

we are then doing some of these technologies at the lowest possible price.165 

81. However, the carbon price generated by the EU ETS has so far suffered from being too 

low and too volatile to bring forward large-scale investment in long-term emissions cuts. 

We believe that this type of intervention should be explored to see if it could be used, with 

a floor price level that was agreed and publicised in advance and for a set period. We 
recommend that the Government explore with the European Commission and other 
member states the creation of a floor price for the EU ETS, which could increase 
progressively as the market carbon price rises. Any such scheme should only be rolled 
out after participants have received ample notice of how it will operate.  

Subsidies and regulation 

82. We heard several arguments for the introduction of extra subsidies and regulations to 

supplement the effect of the carbon price to accelerate decarbonisation within those sectors 

covered by the EU ETS. Subsidies could reduce the net cost of low-carbon investments, 

and regulations on emissions could effectively increase the cost of high carbon processes. 

EEF said the Government should ensure that other policies, such as the Renewables 

Obligation, are used to complement the EU ETS in the delivery of the UK’s climate change 

and renewable energy targets.166 Karsten Neuhoff argued that carbon pricing needed to be 

supplemented by regulation and targeted subsidies in order to bring forward large-scale 

deployment of renewables.167 

83. EDF put forward a number of suggestions for new or additional financial incentives for 

low-carbon power: reform of the Renewables Obligation, to turn it into a ‘carbon 

obligation’ (thereby covering all sources of low-carbon power, including nuclear), or 

government offering carbon contracts to power generators (in effect guaranteeing to pay 

them the difference between the EU ETS carbon price and the costs of low-carbon 

technologies).168  

84. There was broad agreement among power companies and business groups that 

offshore wind and carbon capture and storage (CCS) required additional, dedicated 

subsidies. Sara Vaughan of E.ON, for instance, told us that relying on the EU ETS alone to 
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encourage investment in CCS would take too long.169 The CBI argued that even a fairly 

modest carbon price would encourage investment in nuclear and onshore wind.170 

85. Mike O’Brien, the then DECC minister, accepted that “you cannot put all the burden 

on ETS”171 and that “we need to intervene in particular ways to encourage […] the 

development of certain kinds of renewables”.172 During our inquiry the Government made 

two major funding announcements—a reform of the Renewables Obligation, to offer 

greater subsidies for offshore wind-power generation, and plans for a new funding 

mechanism to support carbon capture and storage.173 We have been urging the 

Government to make these very announcements for a number of years.174 In November 

2009, the Government published a draft National Policy Statement for Energy, to guide the 

decisions of the Infrastructure Planning Commission.175 When such NPSs are finalised, 

they should reduce the uncertainty (and cost) for securing planning approval for new 

power stations and energy infrastructure. As such, they would effectively represent a 

subsidy for the renewable and nuclear energy infrastructure covered by the NPSs.  

86. A contrary view is that there might be a risk that extra subsidies might work against the 

cap and price mechanism of the EU ETS, unnecessarily raising the costs of reducing 

emissions. Louis Redshaw of Barclays Capital told us: 

[…] if you are looking to reduce emissions of the economy, putting in an extra 

subsidy for a pet technology will distort the market [… Y]ou will be crowding out 

other investments if you subsidise renewables over and above the benefit they are 

going to get from the carbon price. […] The bottom line is, if you are looking to 

reduce emissions and there is a cheaper way to do it [… such as] via energy efficiency 

in industry [or] in the home […] then it should be done elsewhere. There is no point 

in causing that extra cost to everybody.176 

Similarly, EDF argued that policies such as the Renewables Obligation were “subsidising 

technologies to deliver a reduction that otherwise could have been achieved within the 

trading scheme itself, and […] undermining the price signal that is emerging from the 

Emissions Trading Scheme”.177  

87. The Minister argued however that subsidising low-carbon technologies should not 

undermine the carbon price so long as the cap becomes sufficiently tight, sufficiently fast.178 

DECC argued that “if you are complementing an existing price in order to effectively 
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encourage the use of technologies that would not be picked up at that carbon price, then 

they do not work against each other, they complement each other”.179 

88. The EU ETS needs to be supplemented by additional incentives and subsidies in order 

to bring forward low-carbon investment, especially in the power sector. It is particularly 

important to influence the construction of new electricity generating infrastructure in the 

short-term, as any new fossil fuel power plants will operate for decades. We welcome the 
Government’s recent announcements on funding offshore wind and carbon capture 
and storage. Such funding must be large enough, and aimed widely enough, to 
accelerate the provision of low-carbon electricity in the UK. We recommend that the 
Government establish carbon contracts to encourage more low-carbon electricity 
generation, or otherwise reform and extend the Renewables Obligation to the same 
effect. This should be designed to encourage the construction of innovative as well as 
more advanced low-carbon technologies, rather than of new fossil fuel power stations. 

89. If the carbon price or subsidies are too low to persuade power generators to build low-

carbon power stations, then directly regulating emissions levels could provide that 

incentive. Such regulation might help to avoid the ‘lock-in’ of high emissions arising from 

the construction of high-carbon infrastructure, which might remain in operation for 

decades. Without such regulation, a new generation of gas and coal-fired power stations 

may be built in the meantime. EDF Energy illustrated the problems this would impose: 

[…] once you have built a gas plant its economics are for it to run for 30, 40 years. So 

if you build now you are going to have those gas plants still running in 2050, and if 

you want to turn them off you are going to have to turn them off before the end of 

their economic life, which makes decarbonising our economy even more expensive. 

That is why we need to focus on making the right decision right now. [… W]ith the 

reductions in output on coal plant, with nuclear plant being taken out of commission 

over the next years, we have a moment of renewal of the energy delivery investments, 

and we need to make the right decisions now, and not pay for correcting whatever 

decisions we make at a later date.180 

90. WWF called for the introduction of an emissions performance standard (EPS) for the 

power sector. By setting a maximum amount of CO2 that could be emitted per unit of 

electricity generated (they favoured 350g CO2/kWh), an EPS would constrain the ability of 

generators to build or operate more carbon-intensive power stations, regardless of the level 

of the carbon price.181 We had made a similar recommendation in our 2008 report on 

Carbon capture and storage. At that time, we noted that an EPS set at 350g CO2/kWh 

would be achievable for an efficient gas-fired power station making some use of waste heat. 

In contrast, even a newer, more efficient coal plant would emit around 700kg CO2/Mwh if 

built without carbon capture and storage.182 WWF’s proposal would thus effectively rule 

out the building of any new coal-fired power stations, unless they were fitted with CCS 

from the outset. In its response to our report on CCS the Government said it would 
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investigate what role emissions performance standards might play.183 Ed Miliband MP told 

us that emissions performance standards could have a role ‘in giving expression to the 

conditions’ the Government has laid out.184 

91. Sara Vaughan of E.ON UK argued against the use of an emissions performance 

standard.185 In its written evidence, E.ON said: 

In general we are concerned that […] plant emission standards will be seen as 

substituting for the EU ETS and will thus ultimately render it irrelevant. The impact 

would also be to raise the cost of compliance to UK plc without any demonstrable 

environmental benefits and send a message that the UK does not believe that a 

carbon market can deliver the necessary [greenhouse gas] reductions.186 

92. We recommend that the Government introduce emissions performance standards 
for new and existing power stations. These should be set at a level which precludes the 
construction of new coal-fired power stations without carbon capture and storage. The 
Government should also set out a timetable for the retrofitting of CCS technology to 
gas-fired power stations. We further recommend that the Government work with 
European partners to set common minimum emissions performance standards across 
the EU. 
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5 Global carbon markets 

Latest international developments 

93. The UK Government has been at the forefront of international debate on creating and 

expanding global carbon markets. In Emissions Trading: UK Government Vision, published 

in October 2006, it argued that an international carbon trading system was “the UK’s 

carbon price instrument of choice and a key component in a comprehensive UK policy 

framework to effectively mitigate climate change”, and that “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”.187  

94. Lord Stern has argued that international emissions trading should be a key element of 

any successor to Kyoto, because it embodies the three principles on which any global deal 

must be founded: 

i. Effectiveness: “a cap imposes an absolute limit on emissions, and therefore clarity 

on reductions”; 

ii. Efficiency: “competition and the market will seek out the cheapest ways of reducing 

emissions”; and 

iii. Equity: “the structure of quotas, together with the exploitation of some low-cost 

emission reductions options in developing countries, can generate private-sector 

finance to developing countries to support low-carbon growth […] These financial 

flows can provide part of the ‘glue’ for a global deal”.188 

95. Internationally emissions trading is becoming an increasingly popular mechanism for 

tackling greenhouse gas emissions. The US is at an earlier stage in this policy area than the 

UK and EU and does not have an equivalent to the EU ETS but various regional schemes 

are being developed and these could be extended to create a federal scheme. The United 

States Congress is considering draft legislation for a federal emissions trading scheme, to 

come into operation in 2012.189 In addition, one regional scheme (the Regional Greenhouse 

Gas Initiative, covering 10 states in the US northeast) began operation in January 2009, and 

two more proposed schemes (including Canadian provinces as well as US states) are 

currently being developed.190 A Bill for an Australian cap and trade scheme, set to come 

into operation in 2011, was recently defeated in the Parliament’s Senate, but may be 

reintroduced later this year.191 Japan has developed a voluntary emissions trading scheme, 

and Taiwan and South Korea are considering following suit.192 
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96. In June 2009 the Government published The Road to Copenhagen, setting out why 

securing a deal at the Copenhagen conference was so important and the details of the kind 

of deal the UK Government would be seeking.193 Launching it, the Prime Minister said: 

“More and more developed countries, including the US, Canada, Australia, New Zealand 

and Japan, are now planning to introduce emissions trading systems similar to the EU’s, 

and our goal is to establish links between these schemes by 2015 to create a global, liquid 

market in emissions reduction”.194 However, the role of emissions markets was given only 

brief attention in the Accord agreed in Copenhagen in December (paragraph 5).195  

Linking cap and trade systems  

97. The European Union has said it is committed to encouraging the creation of a single 

US federal scheme that can be linked to the EU ETS.196 The EU has also issued proposals 

for an OECD-wide carbon market to be established by as early as 2015 and to be extended 

to economically more advanced developing countries by 2020.197 The proposals envisage 

“mandatory cap and trade systems, with an absolute cap on greenhouse gas emissions”.198 

In practice that means merging different schemes together so that there is only one 

overarching cap. DECC expressed the Government’s strong support for these efforts and 

the “economic and environmental benefits” they will bring. Global Carbon Trading: a 

Framework for Reducing Emissions, a report by Mark Lazarowicz MP (the Prime Minister’s 

Special Representative on Carbon Trading, and a member of our Committee), said linking 

schemes would aid international co-operation on emissions reductions, reduce price 

volatility, help to address competitiveness concerns, and reduce costs by increasing access 

to low cost abatement opportunities.199 

98. As DECC acknowledged, however, there would be practical constraints on linking 

trading systems.200 Mark Lazarowicz’s report stressed the need for different schemes to 

harmonise their rules, for instance on the use of offset credits. It argued that price floors 

and ceilings would make it difficult to link schemes, but that reserve price auctions could 

still work provided that each scheme could agree to set similar reserve prices.201  

99. In Emissions Trading: UK Government Vision, the Government argued in 2006 that 

“the EU ETS can become the basis of a global carbon market”. 202 The CBI argued that price 

intervention would make it more difficult to link the EU ETS to any future US emissions 

trading market;203 a similar point was made in Mark Lazarowicz’s report.204 Barclays 
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Capital favoured linking the EU ETS with other emissions trading systems, but cautioned: 

“While linking is desirable in practice, it is imperative that schemes that do not have a 

binding absolute cap are not allowed to corrupt those schemes that do have binding 

caps”.205 They argued that the most important issue in linking the EU ETS to a future US 

scheme was that the level of ambition embodied in the caps had to be compatible, and 

thought it ambitious to aim to achieve a link by 2015.206 A US scheme, they believed, was 

likely to start with soft targets and high offset use in the period to 2020, followed by more 

aggressive targets once the scheme was established. In practice, Barclays Capital argued, 

there would be structural difference in prices between Europe and the US in 2015, and 

linking the systems would cause a convergence that would entail US prices rising and 

European prices falling.207 (The US Environmental Protection Agency considered that the 

legislation currently before Congress would set a carbon price of only $12/tonne in 2012, 

rising to $20/tonne in 2020.208) Barclays Capital did not think that this would be politically 

feasible on either side of the Atlantic.209  

100. Jill Duggan, Head of International Emissions Trading at DECC, thought the EU’s 

proposal for an OECD-wide set of linked cap and trade systems by 2015 was “probably 

optimistic and ambitious”, and stressed that, overall, the UK was envisaging that a global 

carbon market would take forty years to be built.210 Mike O’Brien MP, then Minister of 

State at the Department of Energy and Climate Change, conceded that “developing this 

system by linking up various [emissions trading schemes] that have been created is not of 

itself going to be an easy process” and suggested it could take decades to complete.211 He 

believed any differences between schemes could be overcome through various “technical 

fixes”, and told us that “the view generally from talking to other countries is that they 

envisage a link up […] of course always on their own terms”.212 

101. We recommend that the Government encourages the EU to prepare for linking the 
EU ETS and other emissions trading systems together, whilst ensuring that the 
effectiveness of the EU ETS and the price signal it provides is not weakened as a result. 

102. Looking further ahead, Lord Stern suggests that towards 2050 there will be limited 

scope for trading, because countries should by then have taken significant action and there 

will be fewer cheap abatement opportunities to sell: “In this sense, we would expect the 

volume of trade to rise over the next twenty years or so, and then start to fall. That would 

be a feature of success”.213 We asked a number of witnesses whether they agreed with this 

analysis. The Government, the Carbon Trust, and traders and investors214 all agreed that 
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the volume of trading ought to decline, but that it would be hard to see it disappearing for 

many decades. The Minister told us: 

Whilst I think Lord Stern is probably right that the volume of pure carbon trading 

will reduce in the long-term, quite what the nature of the market will be in the long 

term depends on a number of other technological as well as other kinds of changes. It 

is, therefore, very difficult to predict what exactly the ETS will look like […] in 

2040/2050 […] but there will, I suspect, be some kind of trading scheme into the 

future.215 

Dr Tom Counsell of the Carbon Trust foresaw that a carbon market would have an 

important role to play until the point at which CO2 emitting activities were phased out.216 

103. The Government needs to set out how the global carbon market can expand, when 
it may contract, and to what extent emissions trading will deliver the emissions 
reductions that will meet the world’s needs.  

104. There are significant benefits available from a wider emissions trading system. Apart 

from providing better and more extensive co-operation on emissions reduction action, 

there are the benefits that flow from a wider market, in particular a more efficient 

allocation of resources. In that wider market, the ‘customer’ is a world view of what action 

is needed to avoid dangerous climate change. As with expanding any market, there are 

practical hurdles to overcome, particularly in harmonising the rules and parameters of the 

merged schemes, and—perhaps most importantly—the rigour or ambition implicit in each 

scheme. If the EU ETS is merged with other emissions trading systems with more 
generous allowances and greater access to offset credits from other countries, or more 
generous subsidies for low-carbon emitters, then terms of trade—some sort of carbon 
‘exchange rate’—will be needed to put all participants of the wider trading system on a 
level playing field. This would not be a requirement simply of fairness; without it, the 
greater efficiencies of the expanded system would be jeopardised. The Government, 
with its European partners, should ensure that schemes are not merged without a well-
founded ‘exchange rate’ in place. Provided such a mechanism can be devised, and 

periodically adjusted to take account of initiatives or interventions of individual countries 

or regions, then initial differences in schemes’ carbon prices should present a less 

significant hurdle. In the context of a balanced wider carbon market, such price differences 

would signal the most efficient way (and location) for reducing emissions. 
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6 Conclusions 
105. Emissions trading has important potential benefits in terms of promoting action to 

tackle climate change. The EU ETS has imperfections, not least that it has included 

emissions caps which were set too high to force emitters to make the often costly 

investment decisions which would reduce emissions. The recession has only served to 

loosen what little constraint the cap provided. The cap mechanism therefore needs to be 

significantly tightened, and supported by cancelling new entrant reserve allowances and 

auctioning as many allowances as possible (rather than giving them away for free).  

106. The Copenhagen conference failed to set binding global emissions reduction targets. 

Whatever the progress of continuing international negotiations following the conference, 

the Government should push for the EU to adopt a target which more closely reflects the 

climate science, and to adopt a revised cap for the EU ETS which might act as a genuinely 

effective lever to achieve those targets.  

107. The carbon price, mainly derived from the hitherto lack of tautness in the EU ETS, 

has been too low to encourage the necessary investment in low-carbon processes and 

infrastructure. The Government should consider the scope for a carbon tax. It should also 

encourage its European partners to increase the use of allowances auctions with reserve 

prices, make more use of subsidies for low-carbon power and tighter regulation on high 

carbon power. If necessary, the Government should be prepared to act in these areas 

unilaterally, to demonstrate the UK’s continuing leadership role on tackling climate 

change.  

108. The emphasis, nevertheless, should be on harmonising the approach internationally, 

and making effective emissions trading systems as extensive as possible. There is likely to 

be a need for emissions trading for decades to come, however optimistic we might wish to 

be on the rate of global progress on emissions reductions. There are other emissions 

trading systems in prospect elsewhere in the world, and the Government should argue 

within the EU to seek to link the EU ETS with other schemes. Because differences in the 

parameters of the schemes, for example in terms of the use permitted of offset credits, 

could make that difficult, the EU should take care that linking schemes should not 

undermine the environmental effectiveness of the EU ETS or significantly weakened the 

carbon price.  

109. While such caution would be justified, a certain degree of variation in different 

schemes would not be an insurmountable hurdle. If the EU ETS is merged with other 

schemes with a more generous allocation of allowances and greater access to offset credits 

from non-scheme countries, or more generous subsidies for low-carbon emitters, then 

terms of trade—some sort of carbon ‘exchange rate’—could ensure a level playing field. 

The Government, with its European partners, would need to ensure that schemes are not 

merged without such an ‘exchange rate’ being carefully calibrated. 
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Conclusions and recommendations 

The impact of the EU Emissions Trading System 

1. We recommend that, when describing estimates of reductions in emissions, the 

Government always makes it clear whether they are absolute reductions in emissions 

or notional reductions against a business-as-usual scenario. (Paragraph 18) 

2. Taken together, the recession and the over-allocation of allowances could greatly 

reduce the effectiveness of Phase II of the EU ETS. (Paragraph 26) 

3. We believe that it is imperative that there are mechanisms for reducing the EU ETS 

cap, whether in response to recession-driven reductions in demand for allowances, 

the success of complementary policies in cutting emissions, or the efforts of the 

public in reducing their carbon footprint. We recommend the Government press the 

EU to consider periodically whether to tighten the EU ETS cap. We further 

recommend that the Government investigate what financial incentives can be given 

to companies within the EU ETS to encourage them to cancel allowances they own 

voluntarily. (Paragraph 33) 

4. We recommend the Government consult on other mechanisms to remove EU ETS 

allowances from the market, especially where the threat of being forced to buy and 

retire allowances could drive other environmentally beneficial actions. (Paragraph 

34) 

5. We recommend that the Government commits the UK to cancelling any surplus 

allowances in its New Entrants Reserve at the end of Phase II, and presses other 

member states to do the same. (Paragraph 35) 

6. The EU needs a much tougher 2020 cap. (Paragraph 38) 

7. We recommend that the Government press for a reform to CDM rules, in particular 

to exclude the construction of fossil fuel infrastructure, and more widely to embed 

sustainable development at the heart of project eligibility criteria. (Paragraph 44) 

8. Because of the unique nature of the revenues raised by auctioning allowances, further 

consideration should be given to hypothecating the revenues for use on projects 

directly related to climate change. We urge the Government to consider on a cross-

departmental basis how this might be done. (Paragraph 47) 

9. The EU ought to commit itself to make more significant cuts in its emissions by 

2020, commensurate with the IPCC’s recommendations of 25–40% for developed 

economies (paragraph 15), with any purchases of offset credits coming on top of 

that. In any future negotiations on Phase III, we recommend that the Government 

presses both for a significant tightening of the cap, and for as high a proportion of 

auctioning as possible. (Paragraph 50) 
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Setting a price for carbon 

10. More research is needed to analyse the risk that some businesses may choose to meet 

their emissions reduction obligations by transferring activity to countries with looser 

emissions control regimes, and any impact of this on the competitiveness of British 

industry. The Government should ensure that such a programme of research is 

undertaken, to inform this issue. (Paragraph 59) 

11. The Government is right to support emissions trading, and is to be commended for 

promoting it internationally. The focus ought to be on how to bolster the carbon 

price when it is particularly low, through setting auction reserve prices, incentives for 

low-carbon electricity generation and emissions regulation. (Paragraph 76) 

12. We consider that, as experience elsewhere has shown, carbon taxes are not 

incompatible with carbon trading schemes, and their use to address an insufficiently 

high carbon price should be explored urgently. (Paragraph 77) 

13. We recommend that the Government establish what conditions must be met for a 

reserve auction price to be effective as a floor price within the EU ETS (for example 

what proportion of allowances would need to be auctioned to set the price across the 

entire System, and what level the reserve price should be set at). If all the 

practicalities can be addressed, we recommend that the Government work with the 

European Commission and other member states towards implementation of this 

proposal in Phase III. (Paragraph 78) 

14. We recommend that the Government explore with the European Commission and 

other member states the creation of a floor price for the EU ETS, which could 

increase progressively as the market carbon price rises. Any such scheme should only 

be rolled out after participants have received ample notice of how it will operate. 

(Paragraph 81) 

15. We welcome the Government’s recent announcements on funding offshore wind 

and carbon capture and storage. Such funding must be large enough, and aimed 

widely enough, to accelerate the provision of low-carbon electricity in the UK. We 

recommend that the Government establish carbon contracts to encourage more low-

carbon electricity generation, or otherwise reform and extend the Renewables 

Obligation to the same effect. This should be designed to encourage the construction 

of innovative as well as more advanced low-carbon technologies, rather than of new 

fossil fuel power stations. (Paragraph 88) 

16. We recommend that the Government introduce emissions performance standards 

for new and existing power stations. These should be set at a level which precludes 

the construction of new coal-fired power stations without carbon capture and 

storage. The Government should also set out a timetable for the retrofitting of CCS 

technology to gas-fired power stations. We further recommend that the Government 

work with European partners to set common minimum emissions performance 

standards across the EU. (Paragraph 92) 
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Global carbon markets 

17. We recommend that the Government encourages the EU to prepare for linking the 

EU ETS and other emissions trading systems together, whilst ensuring that the 

effectiveness of the EU ETS and the price signal it provides is not weakened as a 

result. (Paragraph 101) 

18. The Government needs to set out how the global carbon market can expand, when it 

may contract, and to what extent emissions trading will deliver the emissions 

reductions that will meet the world’s needs. (Paragraph 103) 

19. If the EU ETS is merged with other emissions trading systems with more generous 

allowances and greater access to offset credits from other countries, or more 

generous subsidies for low-carbon emitters, then terms of trade—some sort of 

carbon ‘exchange rate’—will be needed to put all participants of the wider trading 

system on a level playing field. This would not be a requirement simply of fairness; 

without it, the greater efficiencies of the expanded system would be jeopardised. The 

Government, with its European partners, should ensure that schemes are not merged 

without a well-founded ‘exchange rate’ in place. (Paragraph 104) 
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Annex 

Environmental Audit Committee Visit to the USA, 18–22 May 2009 

Mr Tim Yeo, Chairman, Colin Challen and Mr Ian Liddell-Grainger participated in the 

visit to the USA. An outline of the programme is set out below.  

WASHINGTON D.C. 

Monday 18 May 

Breakfast briefing with Embassy staff 

Chris Murray, Office of Senator Evan Bayh 

Government Accountability Office 

Roundtable lunch, Georgetown Climate Center 

Mark Helmke, Office of Senator Richard Lugar 

World Bank Environment Department 

Dinner with representatives of Labor and Industry 

 

Tuesday 19 May 

Breakfast meeting with representatives of NGOs and think tanks 

Professor William D. Nordhaus, Yale University 

Celeste Connors, National Security Council 

US Environmental Protection Agency 

Sonia Hamel, Climate Change Consultant 

Julie Eddy, Office of Congresswoman Matsui 

Professor Herman Daly, University of Maryland 

Dinner with Center for Clean Air Policy Board of Directors 

 

Wednesday 20 May 

“Green the Capitol” briefing 

Patrick Woodcock, Office of Senator Olympia Snowe 
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SAN FRANCISCO 

Thursday 21 May 

California Environmental Protection Agency 

California State Assembly Members and senior staffers 

Informal lunch with legislators 

Roundtable with academics and policy specialists, University of California, Berkeley 

Dinner with energy and utilities specialists 

 

Friday 22 May 

Pacific Gas and Electric Company 

Wade Crowfoot, Office of the Mayor, San Francisco 

Roundtable with representatives of not-for-profit organisations 
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Formal Minutes 

The following declaration of interest relating to the inquiry was made: 

2 June 2009 

Mark Lazarowicz declared a non-pecuniary interest as the Prime Minister’s Special 

Representative on Carbon Trading. 

 

Tuesday 26 January 2010 

Members present: 

Mr Tim Yeo, in the Chair 

Colin Challen 

Mr David Chaytor 

 Martin Horwood  

Mark Lazarowicz 

 

Draft Report (The role of carbon markets in preventing dangerous climate change), 

proposed by the Chairman, brought up and read. 

Ordered, That the draft Report be read a second time, paragraph by paragraph.  

Paragraphs 1 to 109 read and agreed to.  

Annex agreed to. 

Summary agreed to. 

Resolved, That the Report be the Fourth Report of the Committee to the House. 

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

Ordered, That embargoed copies of the Report be made available, in accordance with the 

provisions of Standing Order No. 134.  

Written evidence was ordered to be reported to the House for printing with the Report, 

together with written evidence previously reported and ordered to be published. 

  

 

[Adjourned till Tuesday 2 February 2010 at 10.00 a.m. 
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Oral evidence

Taken before the Environmental Audit Committee

on Tuesday 31 March 2009

Members present

Mr Tim Yeo, in the Chair

Colin Challen Dr Desmond Turner
Mr David Chaytor Joan Walley

Memoranda submitted by Sandbag

Summary

— We have been tracking the development of the EU ETS in detail and emissions trading policy more
generally. We have developed a set of recommendations for how schemes should operate to ensure
they are delivering for the environment and for civil society:

— Caps need to be ambitious—it has proven far too easy for the exaggerated fears of incumbent
industries to water down the eVectiveness of schemes, weakening prices and delaying
investment.

— In the absence of global agreements it is sensible to begin with sectors not directly exposed to
international competition, rather than to water down the ambition of the scheme to
accommodate concerns over competitiveness.

— Auctioning is the best method of allocation and should be adopted from the beginning to avoid
rent seeking behaviour being rewarded with over allocations.

— The use of “oVsets” must be handled carefully with quantitative and qualitative limits being
applied—cost minimisation for industry has to be balanced against the risk of investment and
jobs flowing overseas.

— Provisions must be in place to “true-up” or account for fundamental changes in starting
assumptions ie economic growth going into reverse or firm level output being below the
allocation estimate. This should include changes to banking rules to prevent carryover of “hot
air”. Caps were set politically taking into consideration impacts on industry—not according
to a scientific formula based on environmental carrying capacity. As long as this is the case they
can and should be adjusted downwards if economic circumstances change.

— Caps undermine civil society’s ability to generate additional reductions through their own
actions. There must therefore be provision for civil society to cause additional eVort to be
undertaken ie caps should be reduced to reflect voluntary actions by civil society that go
beyond regulatory requirements. This is an important issue which has received considerable
attention in the US and Australia but has thus far been largely ignored in Europe.

— In relation to the EU ETS specifically we have undertaken analysis comparing 2007 emissions
levels with allocations in 2008–12 and uncovered that for the most part industrial participants have
been given generous growth targets (on occasion greater than 100%) that provide no incentive for
the uncovering of emissions reductions. Power sector participants have been substantially capped,
however, leading to a transfer of money from electricity consumers to heavy industry. We will
repeat this analysis in 2009 using 2008 emissions data for the whole of the EU 27 which will give
a very clear picture of how the scheme is operating on the ground. We expect this analysis to be
complete in summer 2009.

— In relation to the development of international emissions trading schemes we believe the successor
to the Kyoto Protocol should facilitate the introduction of global sectoral carbon budgets—
beginning with the power and aviation sectors. The UN should provide the infrastructure
necessary for countries to meet targets under the global budget through participation in a sectoral
trading scheme.

— In relation to the inter-operability of regional trading schemes we have been tracking developments
in the US and Australia and anticipate significantly diVerent approaches will be adopted in these
countries. The UN should introduce guidelines to facilitate standardisation between schemes. The
EU should be open to making changes to its own scheme to increase harmonisation and ease
linking.
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Ev 2 Environmental Audit Committee: Evidence

Our submission

Overview

1. It is clear that placing regulated caps on emissions and allowing trading as a means of compliance has
huge potential to drive action to combat climate change. Emissions trading regulation creates a fixed volume
allowance of emissions over time and can be used to put the global emissions trajectory on a steeply declining
path while allowing the flexibility for participants to comply with the caps at least cost to them and society
as a whole.

2. Two challenges need to be overcome if it to deliver this outcome, however. Firstly the volume of
emissions under caps needs to be rapidly expanded: to give greater control over emissions levels, level out
competitiveness concerns (though these are often inflated) and to ensure least cost abatement options can
be uncovered.

3. Secondly, increased political will to impose challenging targets on participants in the scheme will need
to be found to ensure the trajectory created by emissions caps is consistent with precautionary analysis of
the latest science. We believe this means global emissions peaking and declining well within a decade and
continuing on a trajectory towards no net additional emissions to the atmosphere by mid-century. We believe
the EU ETS cap needs to set consistent with at least a 40% reduction below 1990 levels by 2020.

4. Emissions trading is a form of regulation. Caps are enforced and in the case of the EU ETS participants
out of compliance face stiV penalties. Governments should withstand calls to abandon the policy and work
instead to ensure it is implemented correctly.

5. Additional policies are being used to supplement the eVect of trading and caps were, in theory at least,
adjusted to take into account the eVect of downstream polices that would increase the rate of reduction in
emissions in capped sectors. This practice should continue to achieve eVective “choice editing” and to reduce
the cost of mitigation options that are currently too expensive, commercially unproven or perceived as risky
to for the carbon market price alone to secure investment. Regulation may also more appropriate to remove
certain actions from the “oVset” market to maintain a healthy market price (ie HFCs).

The EU ETS

6. Unfortunately the record of Phase II of the EU ETS, thus far, is once again poor. The recent price slump
reflects the fact that, once again, supply of permits outstrips demand. This has been exacerbated by the recent
economic downturn but judging from our initial analysis comparing the emissions data from 2007 with
allocations in 2008–12 many industrial sectors received far more permits, under BAU allocations, than
would appear justified. This combined with the availability of CDM permits would have meant that prices
would likely be low even without a recession. The only reason there is a positive price at all at the moment
is due to the banking rules which allow for unlimited carry-over of spare permits into the next phase.

7. Because caps were set politically using economic modelling that referred to “technological potential”
and the potential price impacts on industry, and not according to a scientific methodology, now that the
underlying economic assumptions have changed an ex-post “true up” should be introduced to remove “hot
air” from the system.

8. The prospects for Phase III, as they currently stand, do not appear much better. The current target of
a 20% reduction by 2020 and the proposed reduction rate of 1.74% per annum are far too lacking in ambition
and need to be at least doubled if a healthy market is to be created, irrespective of whether a global deal
is reached.

9. If a recession is sustained across the trading period there is considerable potential for a large volume
of spare credits or “hot air” to be banked into this phase making caps easier to meet. There is also the
potential that all of the EU’s supplementary policies supporting increased renewable energy deployment and
improved eYciency will be delivered making the meeting of the cap in the power sector akin to “Business
As Usual”. Finally, continued access to overseas credits will further dampen prices and reduce investment
incentives in low-carbon solutions in Europe, while explicitly driving investment and jobs outside of the UK.

10. The current configuration of the EU ETS is really only driving investment into overseas projects via
the CDM. The price could induce some fuel switching at the margin, for instance between brown and black
coal, and coal/oil and gas. However, these are eVectively short-term behavioural changes more than
investments in long lived infrastructure projects that will be needed to achieve deep cuts in the future.

11. The impact of the current economic recession on the EU ETS cannot be ignored. The Commission
estimated that Phase II would deliver around a 6% reduction in the cap in Phase II compared to the cap in
Phase I (2005–07). However, the first phase cap was considerably over-allocated and a sustained recession
in which the economy is declining by around 1.5%–2% per year more than wipes out this anticipated shortfall
in allocations in the current phase. Since the reductions arise from no conscious action to decarbonise they
must be treated as “hot air” which dilutes the intended eVect of the scheme. The eVect of this has already
been to reduce the price in this phase. If banking rules are not changed in response to this unexpected event
then they will also deflate prices in the next phase and continue to delay investment.
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12. The curious fact about this configuration of emissions trading is that the caps also act as a floor. Firms
are free to cash in on their ability to pollute up to a given level, ie can monetise any and all shortfall compared
to their allocation, irrespective of the contributing reasons for having a shortfall. This means that in practice
many UK firms who were allocated BAU allocations at a time when they were claiming this involved growth
in output will benefit from the sale of potentially large volumes of spare credits.

13. In 2008 we undertook analysis comparing 2007 actual emissions levels with allocations for 2008–12.
Though this comparison was made complex due to rule changes which occurred between the two phases,
nevertheless, it revealed a picture in which all industrial sectors apart from the power sector had been given
growth targets relative to recent emissions. Certain sectors and companies received particularly generous
treatment thanks to a Government decision to award “Business As Usual” allocations which assumed very
generous growth estimates.1

14. In studying the baseline data used to calculate allocations we also uncovered many examples of
methodological adjustments that created higher baselines for certain companies and sectors and a
spreadsheet detailing this is available on request. We will be able to repeat the comparison exercise with a
higher degree of accuracy in summer 2009 using 2008 emissions data.

15. The only sector which faces a serious short fall in this phase—the power sector—can access cheap
EUAs arising from over allocation to industry, and they will therefore need to do less (or nothing) to abate
themselves and be less reliant on CDM. Essentially the scheme has now become a cross subsidy from the
purses of those paying for electricity to the pockets of heavy industry. In future all sectors must face a cap
and mechanisms should be put in place to allow for Government intervention in the face of abrupt changes
in underlying economic assumptions at either the economy, industry or firm level.

16. It is extremely diYcult to see how the scheme could be damaging business competitiveness at the
moment. As a recent Carbon Trust report identified, a carbon price is likely to play a very insignificant role
in determining the competitiveness of a business compared to much more fundamental economic diVerences
such as currency exchange rates, cost of labour and taxation policy.

17. More specifically, at the moment, since many businesses with allocations are carrying a surplus they
are, in fact, benefiting by receiving income from the scheme, therefore temporarily enhancing their
competitiveness—albeit marginally.

18. Longer term a global carbon market with sectoral level agreements for those few sectors that are
competing in global markets would provide a long-term insurance policy against this potential source of
competitive distortion.

19. We support the expansion of emissions trading to cover more sectors—particularly those which serve
largely captive markets such as surface and air transport. It is appropriate that even though sectors may lack
low-cost abatement options in their sector that they should be required to internalise the cost of their
pollution. It is appropriate that in doing so they should pay for the decarbonisation of other sectors which
are likely to deliver technology which will in the long term assist all sectors to decarbonise. For example, it
is appropriate that transport pays for reductions in the power sector as we should expect this sector to
expand to assist in the decarbonisation of transport through electrification and for it to develop CCS which
longer term will usher in the possibility of a hydrogen based economy. Aviation should be given a challenging
cap well below current emissions and be introduced on the basis of 100% auction of allowances; any
grandfathering at current levels is highly likely to create “hot air”.

20. We fully support the use of auctioning as the most eYcient allocation methodology. We regret that
auctioning was not more widely used in this phase. We also regret that auctioning provisions in Phase III
were watered down. Revenues from auctions can be used to fund many aspects of public spending such as
defraying any social or competitiveness impacts arising from the internalisation of a carbon price. They can
also be used to fund adaptation measures and to support R&D into clean technology. They could also be
used to provide capacity building in other countries to speed the expansion of the market.

Development of a global carbon market

21. The Kyoto Protocol created an international carbon market with countries as participants. It proved
to be ineVective in curbing global emissions thanks to the non-participation of the US and the exclusion of
rapidly developing countries, most notably China. In a recent paper we advocate the introduction of a global
sectoral carbon market focusing on the global power sector.2

22. It is clear that the US is seeking to introduce cap and trade legislation. They are the original inventors
of emissions trading at both a domestic and international scale and already have an operating state level
scheme in the form of the Regional Greenhouse Gas Initiative (RGGI). RGGI diVers from the EU ETS is
some important respects: it applies to the power sector only, it uses quarterly auctions to allocate all
allowances, it has a three rather than five year compliance period, it contains price responsive triggers (at
$7 and $10 per tonne) which grant more flexible access to oVset credits. And, importantly, it allows for the
cancellation of permits in response to the voluntary purchase of renewable electricity—making it possible
for citizens to tighten the cap in response to their voluntary actions.

1 More information supporting our analysis, including the spreadsheets used for the comparison, are available on request.
2 Our paper “Bending the Curve with a global power sector carbon budget” is available on request.
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23. Whilst the design may be good, however, the overall level of eVort is weak—the first period of
operation (2009–14) merely requires emissions to stabilise at 2007 levels, the cap then reduces by 2.5% per
annum from 2015–18 leading to a 10% reduction overall from 2009 levels. The EU ETS in general creates
tougher caps on its power sector (in the UK, Germany and Spain allocations in 2008 were in the region of
30% below 2007 emissions levels) but then waters down the eVectiveness of this by granting generous
allowances to industry.

24. Stakeholders in the US will have been watching how the EU ETS has been faring and it is vital that
they do not make the same mistakes we made in Europe. At a Federal level they will hopefully follow RGGI
more closely than the EU ETS and introduce auctioning from the outset for all power and fuel providers,
though they will have concerns about protecting exposed industrial sectors. They may choose either to leave
industrial sectors out of the scheme at the start while they seek to agree global sectoral agreements or they
may introduce border tax adjustments to protect domestic industry. It would be a shame if they followed
Europe’s example and watered down the eVort in the scheme by protecting industry with overly generous
grandfathered allocations.

25. Australia has released a White Paper on their Carbon Pollution Reduction Scheme, and draft
legislation is expected 10 March 2009. Subject to ensuring appropriate safeguards around scheme design
linking appears desirable. One point of note is that, as currently proposed, the Australian CPRS will allow
unrestricted access to CDM credits, which would conflict with the EU ETS. As both Schemes will be linked
via the CDM market there will likely be a degree of price convergence.

26. The problems with the ensuring additionality in the CDM are well known and, fundamentally, the
stringency of caps that would be required to achieve meaningful reductions in the developing world and the
decarbonisation of the developed world are too high to be likely to ever be introduced.

27. We therefore support the expansion of the carbon market to cover global sectors beginning with the
power sector. This would eVectively reduce the scope of “oVsetting” by removing those sectors from the
CDM. The CDM could remain as a source of project credits in the least developed countries but rather than
be allowable against the cap they could be funded from trading levies and auction revenues.

28. There has been considerable discussion recently about the need to address and reduce deforestation
with some stakeholders advocating links to the carbon market. We have reservations about such an
approach and indeed about the linking of land use change credits in general. We support instead a separate
“Sinks Protocol” with policies and measures dedicated to the complex task of better understanding,
monitoring and managing biospheric sinks. We see the need to decarbonise energy and reduce the rate of
emissions of man-made greenhouse gases as a separate issue requiring its own parallel policy to address it.

UK carbon budgets

29. To account for the fact that x50% of emissions of CO2 are covered by the EU ETS Government has
chosen to count traded eVort towards the meeting of carbon budgets (as opposed to counting actual
emissions).

30. This is supported by the argument that emissions reductions are valid contributions to countering
global climate change irrespective of where they occur and that trading helps to minimise cost by uncovering
least cost abatement. It does, however, mean a relinquishing of control with regard to whether investment
will occur in the UK or overseas. Without specific incentivies it is likely that investment and skills
development will be conducted overseas.

31. It is the initial allocation of permits that therefore contributes towards the budget. That is to say
purchased permits/credits (CERs, ERUs, EUAs) can be used to counteract or “oVset” any emission
occurring above the initial allocation. Similarly any under emission resulting in sold or banked permits
cannot be counted towards the budget (since they result in emissions occurring somewhere else). The budget
for 50% of UK emissions in this phase of trading is therefore pre-determined.

32. The UK will only decarbonise its actual emissions in so far as the EU ETS price signal changes
behaviour and supplementary policies exist and deliver emissions reductions. This decarbonisation process
will need to be separately measured and reported on since the budgeting process will not necessarily
require this.

33. If the UK wishes to it may make use of trading as a means of compliance it can:

— Buy permits to cover emissions outside of the budget in the non-capped sectors.

— Withhold allowances from the capped sector by cancelling rather than auctioning allowances set
aside in the New Entrants Reserve/Auction.

— Incentivise the voluntary cancellation of permits by civil society with oVset policies and
incentives.3

3 We are currently working on a submission to Treasury proposing a tax break to incentivise voluntary cancellation and can
make a copy available on request.
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Additional points

34. Thus far the EU ETS is not widely understood by the civil society. For meaningful rapid carbon
reduction this needs to change. While one element is public education, of greater importance is ensuring that
civil society involvement is encouraged.

35. One perverse element of a cap and trade system is that emission targets form both a cap and a floor
from which emissions can not deviate (with the minor exception of voluntary permit retirement). While
potentially an abstract concept this has significant real world implications. For example, any “Green New
Deal” or environmentally focused policy (insulation, renewable energy etc) conceived and implemented
after caps have been set, will have no net impact on overall EU wide emissions. Instead a reduction in
emission demand in one element of society will reduce the overall demand in the market and lead to a
“freeing up” of permits for heavier polluters who would have otherwise commenced abatement activities.
This will also lead to a reduced market price, and furthermore decreased auction revenues.

36. At the individual household level this means that any action taken will not reduce UK or EU
emissions. So reducing electricity use in the UK could inadvertently prevent a large coal fired power plant
in Germany from reducing their emissions. Clearly this is disempowering for society.

37. This issue has been documented in the use in respect of the RGGI, where emissions credits equal to
voluntary purchases of renewable energy on green tariVs are taken out of the cap (ie the cap reduces), and
has been recently debated in Australia in terms of voluntary activities across the community (including
uncovered businesses and local Governments).4

38. We are working with other groups internationally on a number of policy ideas to combat this issue,
and support a “cap and slice” mechanism where caps are reduced to acknowledge measurable voluntary
action undertaken over and above that which would be a reasonable response to the carbon price signal.
This policy would enable citizens to act to reduce the level of emission credits in the market.

March 2009

Memorandum submitted by the World Wildlife Fund

Summary

— The expansion of the global carbon markets through linking domestic cap and trade schemes could
play a positive role in global mitigation eVorts. However, it is very important that certain criteria
are met before any schemes are linked.

— Baseline and credit “oVset” mechanisms such as the CDM are at best a zero sum game for the
climate. The current project-based mechanism suVers from several structural problems and
substantive reform and potentially widespread replacement with a credible sectoral based
mechanism is needed post-2012.

— Carbon markets are not a panacea for tackling climate change. Other policies and measures are
certainly required both to deliver decarbonisation within developed countries, and to deliver
financial flows to help developing countries move on to a low-carbon pathway. In Europe the
impact of the recession on the EU ETS makes it even more crucial that additional policies and
measures are rapidly put in place to buttress the carbon price and drive low-carbon investment.

— With specific regard to the power sector in the UK and Europe, WWF is advocating the adoption
of a plant-based greenhouse gas emissions performance standard to prevent lock-in to a new
generation of unabated coal-fired power plants.

— The revenues from auctioning pollution allowances should be used to fund climate protection
measures domestically, and also crucially within developing countries. The UK should also
consider additional innovative ways of financing climate change mitigation and adaptation in
developing countries.

1. Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C

Based on the latest science WWF believes that global emissions must be cut by at least 80% below
1990 levels by 2050. By 2020 the IPCC suggests that developed country targets should be in the range of
25–40% cuts below 1990 with developing countries deviating from business as usual emissions by 15–30%.
WWF notes that even with these cuts we will only have a 50% chance of keeping below the 2)C tipping point

This leads WWF to conclude that:

— Cap and trade schemes will alone not be able to deliver the radical global decarbonisation needed.
Serious targeted policies and conscious decisions on infrastructure will be needed to drive this,
particularly in the strategically important power sector.

4 Our submission to the Australian Governments National Carbon OVset Standard discussion paper is available on request.
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— Baseline and credit “oVsetting” schemes for international emissions trading will merely help
developed countries meet their 25–40% targets. Additional financial mechanisms are needed to
assist developing countries in meeting a 15–30% deviation from business as usual emissions. If
these mechanisms are not put in place then there is clear risk that emission reductions will be
double counted.

The expansion of the global carbon markets through linking domestic cap and trade schemes in
industrialised countries could play a positive role in global mitigation eVorts. However, it is very important
that certain conditions are met before any schemes are synchronized. The carbon markets are only one tool
to reduce emissions and must not be considered the universal silver bullet. Other policies and measures,
including setting standards, and implementing phase-outs are also important to achieve the aim of
sustainable, low-carbon economies. Policies and measures at the national level, enhanced where possible
through bi—or multi-lateral cooperation, are vital for many sectors, to phase out ineYcient technologies
and to incentivise eYcient ones.

Carbon markets are eYcient in finding lowest cost carbon credits. However, they may not be eVective in
driving the development and deployment of technologies that will be necessary to achieve a rapid
decarbonisation of the economy.

In addition, many developing countries are looking to enhance their existing mitigation actions under the
Copenhagen post-2012 climate change deal. It is essential that no-regrets and low-cost mitigation options
in developing countries—the “low hanging fruit”—are not cornered by CDM project developers and used
to count towards developed country targets.

In WWF’s view all credits generated under the CDM, or any comparable mechanism post-2012 must be
Gold Standard equivalent certified.5 There are currently several worrying structural problems with the
current project-based CDM, and substantive reform and potentially widespread replacement with a credible
sectoral based mechanism is needed.

2. Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

There is currently a lively debate underway, particularly in the US, about whether a carbon tax of cap and
trade mechanisms are the best options at hand to tackle climate change. We consider that neither mechanism
will be suYcient on its own. Indeed both are subject to being undermined by a lack of political will and
special interest lobbying which will weaken their implementation.

Whilst a well-designed and ambitious cap and trade scheme can oVer several advantages it is in no way
a substitute for regulation, incentives and policies to develop and deploy low-carbon technologies. For
example there is a clear need for focussed policies on energy eYciency, the deployment of renewables and
an emissions performance standard for power plants. These are essential in order to overcome barriers which
an uncertain and variable carbon price will not achieve.

3. The extent to which the carbon price will be suYcient to drive low-carbon investment, in particular
decarbonisation of energy

In 2006 the Stern review warned that during their development carbon markets would need to be
complemented by other policies, such as tax and regulation, and also by targeted action to promote the rapid
deployment of emerging low-carbon technologies. The Review noted that “Carbon pricing alone will not be
suYcient to reduce emissions on the scale and pace required.”6 “In this transitional period, while the credibility
of policy is still being established and the international framework is taking shape, it is critical that governments
consider how to avoid the risks of locking into a high-carbon infrastructure, including considering whether any
additional measures may be justified to reduce the risks.”7

With specific regards to Europe and the EU ETS WWF recognise that the scheme should be a key element
of EU climate change policy, but we consider it reckless to regard it as the only tool to drive forward
decarbonisation of the sectors covered by the scheme—particularly the power sector. Indeed, the UK
Government already accepts the need for targeted policies to support renewable electricity, as does the EU
through its support for ambitious renewable energy targets for 2020.

Former Energy Minister Malcolm Wicks also conceded that the EU ETS is only part of the answer: “I
agree with Nick Stern’s analysis……I certainly concede that, as far as we can tell at the moment and for the
foreseeable future, it is not the whole answer, just part of it8….I have always been happy to concede that, in
the foreseeable future the ETS is unlikely to be the whole answer as it will depend on the price of carbon.”9

5 The Gold Standard is an independent, transparent, internationally recognised benchmark for high-quality carbon oVset
projects. It is restricted to renewable energy and end-use eYciency projects, requires projects to follow a conservative
interpretation of the UNFCCC-additionality test and provides evidence by a UNFCCC-accredited independent third party
that they are making a real contribution to sustainable development. See http://www.cdmgoldstandard.org/

6 Stern Review, Part IV: Policy response for Mitigation, Chapter 16—Accelerating Technological Innovation, 30 October 2006.
7 Stern Review, Executive Summary, 30 October 2006
8 M Wicks MP, former Energy Minister, Hansard, Energy Bill Committee, 26 February 2008, Col: 216
9 M Wicks MP, former Energy Minister, Hansard, Energy Bill Committee, 26 February 2008, Col: 217
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The recent report from the UK’s Committee on Climate Change also noted that “Any feasible path to a
80% reduction by 2050 will require the almost total decarbonisation of electricity generation by 2030” “There
is a strong case for buttressing the carbon price lever by establishing a clear and publicly stated expectation that
coal-fired power stations will not be able to generate unabated beyond the early 2020s”.10 The Committee’s
report made clear that decarbonising the power sector is critically important for several reasons—it is the
biggest polluter, a range of low or zero carbon technological options exist, and a low-carbon power sector
is a route to decarbonise other sectors such as transport and heating through electrification. However, it also
clearly concluded that the ETS alone will not deliver this strategically important outcome.

Finally, an article by ENDS Europe regarding a new report by Deutsche Bank stated “Outlining the report
in a conference call on 24 February, lead author Mark Fulton stressed the important role currently being played
by command-and-control regulation and legal mandates rather than carbon markets ‘Day to day what’s driving
investable markets is regulations’ he said. Mr Fulton described legal mandates for renewable energy as ‘very
important’”.11

All these comments are particularly relevant given the current proposals to build between 60 and 70 new
coal fired power stations across the EU, with six or more of these proposed for the UK.12 To support the
EU ETS and the carbon price as it develops WWF is calling for the immediate introduction of an individual
plant based emissions performance standard (EPS) on all new EU power plants at a level of 350g CO2/kWh
(and all existing plants by 2020–25). We consider this will be necessary to prevent high-carbon lock-in. An
EPS is already in force in California, and other U.S states are following suit—moreover, a recent proposal
in the US by an impressive coalition of business and environment groups proposed a three-legged policy of
cap and trade, emissions performance standards and demonstration programmes to bring forward emerging
technologies, particularly carbon capture and storage.13 The introduction of an EPS for new power plants
was supported by the European Parliament in its vote on the EU climate and energy package in October,
and the policy is also backed by the UK Conservative and Liberal Democrat parties.

WWF also notes with interest the recently-announced Government target to reduce CO2 emissions from
aircraft to below 2005 levels by 2050. Correspondence with the Department for Transport has indicated that
this will be a gross target relating to the sector’s actual emissions, ie carbon credits or oVsets will not count
towards it (if this were not the case, the target would be eVectively meaningless, since under the terms of the
EU ETS aviation is capped at this level anyway). This is a further (and welcome) acknowledgement from
Government that emissions trading should be supported by other policies. We only regret that the target was
established at the same time as permission was granted for construction of a third runway at Heathrow—
a perfect example of the long-lived, high-carbon infrastructure that the EU ETS is currently failing to
prevent and for which supporting policies are necessary. To grant permission for the runway without first
assessing its impact on meeting the target is surely to conduct policy backwards.

The EU Emissions Trading Scheme

4. The record of phase II of the EU ETS, and prospects for the success of phase III

Phase II (2008 to 20120)

Whilst some reports indicate that in 2008 phase II of the EU ETS was starting to influence operational
decisions, specifically with regard to fuel switching from coal to gas in the power sector during 2008,14 there
is no indication that the scheme is as yet influencing longer-term investment decisions.

Indeed between 2008 and 2012 we are likely to see continued windfall profits accruing to the power sector
due to the free allocation of the majority of pollution allowances15—although these may be reduced in the
short term due to the indirect impact of the recession on the carbon price.

The economic recession and it’s knock on impact on the carbon price, which has plummeted recently, is
now raising concerns that as with phase I (2005 to 2007), the carbon price in phase II will be suppressed for
a significant period of time.

10 “Building a low carbon economy—the UK’s contribution to tackling climate change” report from the Committee on Climate
Change, December 2008, http://hmccc.s3.amazonaws.com/pdf/TSO-ClimateChange.pdf

11 “Governments ‘are embracing Green New Deal’” ENDS Europe, 24 February 2009. Article regarding a report by Deutsche
Bank “Global Climate Change Regulation Policy Developments: July 2008–February 2009” February 2009 http://
www.dbadvisors.com/deam/stat/globalResearch/climatechange globalpolicydevelopments.pdf

12 At Kingsnorth, Longannet, Cockenzie, Tilbury, Filder’s Ferry, Ferrybridge and Blyth, and most recently Hunterston
13 “USCAP Blueprint for Legislative Action” USCAP, 15 January 2009, http://www.us-cap.org/blueprint/overview.asp
14 “Emissions from the EU ETS down 3% in 2008” Press release from New Carbon Finance, 16 February 2009. This analysis

suggests that the largest cause of the reduction, taking into account reduced economic output due to the recession, is the EU
ETS itself encouraging greater use of gas in power generation. http://www.newcarbonfinance.com/
download.php?n%20090216 PR 2008Emissions.pdf&f%fileName&t%NCF downloads

15 In the UK alone a recent report by Point Carbon estimated that the UK power sector could reap up to ƒ15 billion during
phase II of the EU ETS (2008 to 2012). “EU ETS phase II—the potential and scale of windfall profits in the power sector”
2008, Point Carbon, http://assets.panda.org/downloads/point carbon wwf windfall profits mar08 final report 1.pdf
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Phase III (2013 to 2020)

Some significant improvements have been made to the third phase of the scheme such as the introduction
of a harmonized cap set at the EU level, harmonized allocation methods, and full auctioning of allowances
to the power sector in most countries.16 However, major weaknesses still persist:

— Whilst the excessive access to credits from CDM projects in phase II of the scheme was recognised
by the European Commission when they announced their draft proposal to amend the scheme in
January 200817—the final revised EU ETS Directive could still allow some 50% of the emission
reductions required by the scheme to take place outside of the EU between 2008 and 2020.

— Weak criteria for establishing the “carbon leakage” threshold may mean that around 90% or more
of the manufacturing industries emissions could be defined to be at risk from carbon leakage and
as a result they may continue to get all their allowances for free.

— As a sop to the German power industry the revised EU ETS also allows for the use of revenues
from the auctioning of allowances to support the construction of power plants—including new coal
build. Given the UK’s commitments to reduce greenhouse gas emissions under its Climate Change
Act and the recommendations of the Climate Change Committee’s report that the UK power
sector needs to be almost completely decarbonised by 2030—we would urge the UK Government
to give explicit assurance that it will not use any revenues generated from the auctioning of
pollution allowances to support the construction of new coal fired power plants. We would also
urge the Government to encourage other Member States not to make use of this optional
provision.

— The suggestion that Member States should spend at least 50% of revenues generated from
auctioning pollution allowances on adaptation measures is non-binding. The UK Government has
been one of the Member States who strongly opposes the idea of ring-fencing or hypothecation in
this way*.18

*Despite its opposition to the ring-fencing of auctioning revenues it is worth noting that the UK
Government is supportive of allowing the revenues raised from the auctioning of 300 million allowances
from the New Entrants Reserve to be used to fund carbon capture and storage demonstration projects within
the EU.19 Surely this could be considered a form of hypothecation.

There are also several implementation measures which still need to be addressed such as the establishment
of benchmarks for the industrial sectors (although these will be largely be dealt with through the Comitology
procedure). In addition once a global climate change deal has been signed the Commission is obliged to come
forward, within three months, with proposals which include the adjustment from a 20% to a 30% EU
emission reduction target.

5. Impacts of economic recession on the workings of the EU ETS

Since June 2008 the carbon price has fallen from around ƒ30 to around ƒ11 today.20 This has been driven
by the slow down in manufacturing within the EU resulting in lower emissions and hence less demand for
pollution allowances, and has been exacerbated by the sell oV of unwanted carbon allowances by
manufacturing industries. One recent newspaper article notes “Up to ƒ1 billion-worth of carbon emissions
permits are said to have been sold oV in recent months as industrial companies see an opportunity to bring in
funds at a time when their carbon output is expected to fall due to lower production.”21

The price of carbon is unlikely to drop to zero, as is it nearly did during the first phase of the scheme, due
to provisions which allow unlimited banking of EUAs between phase II and phase III. However, banking
of this excess “hot air” could significantly reduce the additional environmental eVect of the scheme. It will
make 2020 emission targets easier to hit and deflate the carbon price—further reducing the scheme’s
influence over operational and more crucially longer-term investment decisions. For example the scheme
may have driven some fuel switching from coal to gas in 2008 but the plummet in the carbon price is likely
to mean that fuel switching is not, today, incentivised by the scheme.

There has also been a fall in the price of credits in the CDM market (which is closely linked to the EUA
price) with CERs currently trading at around ƒ8 having fallen from over ƒ20 in the Summer of 2008—
resulting in a slowdown in investment in oVset projects in developing countries.

The falling carbon price has led some carbon market commentators such as Deutsche Bank to suggest
that the EU should intervene if low prices persist. Options proposed include the establishment of a reserve-
price mechanism for the EUAs that are to be auctioned from 2013, and changing the ETS Directive to allow
for regular reviews of the annual cap reductions beyond 2020.22 Other options could include further
restricting access to certified emissions reductions (CERs), which inflate the cap, or stopping access entirely;
and immediately tightening the cap in line with an EU economy wide 30% 2020 emission reduction target.

16 Derogations are foreseen for the power sector in some CEE countries who may receive 70% of their permits for free in 2013,
falling to 0% by 2020.

17 http://ec.europa.eu/environment/climat/emission/pdf/com 2008 16 en.pdf (page 10)—Proposal for a Directive amending
Directive 2003/87/EC so as to improve and extend the greenhouse gas emissions allowance trading system of the Community

18 “Revision of the Emissions Trading Directive—briefing for UK MEPs” UK Government briefing, October 2008
19 “Revision of the Emissions Trading Directive—briefing for UK MEPs” UK Government briefing, October 2008
20 www.pointcarbon.com accessed on 3 March 2009.
21 “Britain’s big polluters accused of abusing EU’s carbon trading scheme” Terry Macalister, Guardian, 27 January 2009
22 “ETS needs support if price weakness continues: Deutsche Bank” Point Carbon, 23 February 2009.



Processed: 29-01-2010 18:52:12 Page Layout: COENEW [O] PPSysB Job: 429901 Unit: PAG1

Environmental Audit Committee: Evidence Ev 9

WWF considers that the impact of the recession on the EU ETS makes it even more crucial that additional
policies and measures are rapidly put in place to buttress the carbon price and drive low-carbon investment,
particularly within the power sector. Without these additional measures there is a clear risk that power
companies will continue to invest in long-lived unabated coal plants—locking us in to decades of soaring
emissions. Similar measures may be necessary in other sectors which are planning significant investment in
potentially high-carbon infrastructure. Please see our response to question 3 for further details.

6. Implications of the EU ETS for business competitiveness, and how to address them

Please see relevant briefing sent with this submission (please note that this assessment pre-dated the recent
tumble in the carbon price).

8. Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

For a comprehensive response to this question please see our submission to the recent EAC inquiry into
the Pre-budget report in January 2009, enclosed. In short WWF believes that the UK should commit to use
a sum equivalent to the full revenues from auctioning of allowances under the EU Emissions Trading Scheme
(ETS) for climate protection measures. In our view, half of this sum should be used to aid the transition to
a low-carbon economy in the UK. Equally importantly, the other half should be set aside to help meet the
adaptation and mitigation needs of developing countries (including stopping deforestation)—this second
purpose will be critical to ensure a successful global climate deal in Copenhagen this year. WWF notes that
the Government is opposed to hypothecation as a budgetary principle but this does not prevent it from
committing to spending the equivalent amount accrued from the auctioning revenues.

Whilst the use of revenues from auctioning carbon allowances may provide a significant contribution post
2012 (depending on the carbon price) the UK must also consider other additional measures to finance
mitigation and adaptation in developing countries. This is particularly important in light of the current
economic situation which will have an impact on the levels of revenues raised from auctioning.

It is also perhaps worth noting that US President Obama is planning to allocate a proportion of the
revenues raised from auctioning pollution allowances, in an economy wide cap and trade scheme, on climate
protection measures. The new federal US budget blueprint stated that “Through a 100% auction to ensure
that the biggest polluters do not enjoy windfall profits, this program will fund vital investments in a clean energy
future totalling $150 billion over 10 years, starting fiscal year 2012,”23

Development of a Global Carbon Market

9. Progress of cap and trade schemes in other countries (notably, the US), and the prospects for, and
practicalities of, linking between them

The EU ETS should only be linked to other credible cap and trade systems. So as not to undermine the
structure of the EU ETS strict criteria must be set before linking to other systems takes place. For example
these criteria should include (but are not limited to):

— absolute caps;

— equivalent emission reduction trajectories in the same sectors;

— similar carbon prices;

— similar compliance failure penalties;

— no price caps; and

— equal and fair access to pollution permits across schemes, and comparable Monitoring Reporting
and Verification (MRV) structures.

10. The robustness and eVectiveness of “oVset” schemes such as the CDM, and the issues around linking them
to cap and trade schemes

The current project based CDM has demonstrated the limitations of market mechanisms for delivering
sustainable development, particularly in the absence of adequate quality criteria such as those defined by
the Gold Standard. For example India sets rather ambitious criteria on paper but to date the government has
failed to reject a single project put forward for approval. The mechanism has been blighted by poor quality,
structural ineYciencies, concerns over lack of additionality of many projects, and misguided investments in
sub-prime business-as-usual projects. This clearly undermines financial assistance to developing countries
in core sectors such as sustainable power generation, and low-carbon industrial production. To highlight just
two of the growing number of studies that have raised concerns over the lack of additionality in particular:

— A report to WWF by the Öko-Institut concluded that approximately 20% of credits generated by
CDM projects are likely not to be additional (equivalent of around 34 million tonnes of CO2 per
year).24

23 “Obama budget sees allowances at $13.7/t” Point Carbon, 26 February 2009.
24 Schneider L. 2007. “Is the CDM fulfilling its environmental objectives? An evaluation of the CDM and options for

improvement”—a report prepared by the Öko-Institut for WWF
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— An assessment by International Rivers found that the majority of hydropower projects in China
applying for CDM registration (370 projects comprising 11.7 GW of power and 9.4% of total
expected annual CDM credits worldwide) were mostly non-additional.25

The current CDM (a baseline and credit scheme) is at best then a zero sum game when used to oVset
emissions from industries covered by a cap and trade scheme. At worst, when credits from non-additional
oVset are used, the result is an increase in overall global emissions.

Furthermore, continued reliance on oVsetting, even when these oVsets come from credible projects,
creates several serious problems:

— A recent “non-paper” by the European Commission noted that high levels of access to JI/CDM
credits “will result in fewer incentives for innovation and investments within EU Member States,
creating a severe risk that we will not be able to achieve the objectives of all three pillars of our climate
change and energy strategy, especially improving energy security, driving innovation and domestic job
creation.”

— High levels of access to imported credits risks greatly undermining any real policy drive for energy
eYciency or investment in renewables.

— Conversely, oVsets can be used to legitimise investment in long-lived, high-carbon infrastructure
(with new coal-fired power stations being just one example).

— In the UN negotiations, the EU is calling for developed countries to reduce emissions by 25–40%
below 1990 levels by 2020. The latest climate science makes it clear that only the top end of this
range will give confidence that global warming can be kept below 2)C—and that the substantial
majority of this reduction needs to be made domestically.

— It is also clear, and confirmed by the EU’s presentations at the UN climate change negotiations in
Poznan in December 2008, that any oVsetting by industrialised countries to help meet the 25–40%
range needs to come in addition to, and not instead of, very significant “MRV” action to help
developing countries reduce emissions by 15–30% below business as usual. As already stated—
oVsetting is, at best, a zero sum game for the climate.

UK Carbon Budgets

11. The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

WWF notes that clauses 11 and 15 in the Climate Change Act require the Government to “have regard”
to domestic action on climate change and to set a limit on the use of carbon oVsets to meet the carbon
budgets. In WWF’s opinion clause 11 is the more important but it allows the Government to set a limit at
its choosing and to exempt any type of carbon unit from this limit. The Government, therefore, could set a
very lax limit on carbon oVsets and significantly limit the scope of this restriction. The Government has until
1 June 2009 to set this limit for the first carbon budget (2008–12)

12. Transparency of and justification for counting the purchase of emissions credits (especially from “oVset”
schemes) as decreasing emissions from the UK

The UK Government recently consulted on the type of carbon units that can count towards the net UK
carbon account (which would be used to would monitor compliance with the targets and budgets set under
the Climate Change Act).26 Although this consultation focused on carbon accounting it gave a clear
indication of the Government’s continuing intention to rely excessively on the crutch of “oVsetting” and the
EU ETS to deliver the carbon budgets. WWF is very concerned that this excessive reliance on oVsetting is
undermining the clear need, which is only reinforced by recent climate change science, for rapid and radical
decarbonisation of industrialised countries’ economies in addition to significant mitigation action in the
developing world.

WWF has consistently called for a very substantial majority of the emission reductions under the Climate
Change Act to be made domestically, within the UK. In our view, the preferred approach would be that the
UK’s actual emissions should be recorded in the carbon account (with an appropriate provision to allow
flexibility around this figure by accounting for carbon trading). This approach would require an eVective
strategy and policy framework to guide decarbonisation across all sectors of the economy. In contrast, the
Government’s accounting proposals appear in theory to allow essentially unlimited potential for use of
oVset credits across the economy as a whole.

25 Haya B. 2007. Letter to the members of the CDM Executive Board, RE: Concerns about the large number of Chinese
hydropower projects currently undergoing CDM validation, 12 October 2007 (www.internationalrivers.org/en/china/china-
other-projects/lettercdm-executive-board-non-additional-chinese-hydros)

26 http://www.defra.gov.uk/corporate/consult/carbon-accounting/consult-doc.pdf —WWF’s response to this consultation is
enclosed with this submission to the EAC inquiry.
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With particular regard for the sectors covered by the EU ETS the consultation document noted that
“…whether or not actual emissions by UK EU ETS operators exceed or fall short of the cap, the final
contribution from the EU ETS to the net carbon account will be equal to the cap..”. This completely opaque
“smoke and mirrors” accounting approach somehow makes the real pollution from industrial sectors—
accounting for half of the UK’s CO2 emissions—disappear into thin air. WWF finds it completely
unacceptable that the actual emissions from the EU ETS sectors (including the power sector) will not
actually be recorded in the UK’s carbon account and that these sectors may therefore not be required to
make any additional eVort to meet the carbon budgets. This is particularly alarming given the clear
recognition by the Committee on Climate Change and others that the power sector must play a critical role
in decarbonising the UK economy.

It is particularly remarkable that the Government’s proposed approach to accounting for emissions under
the Climate Change Act is only valid for four more years. The consultation fails to recognise that beyond
2012 there will no longer be such a thing as a “UK cap” for the ETS sectors,27 making this method of
accounting redundant.

March 2009

Witnesses: Ms Bryony Worthington, Director, and Mr Jeremy Burke, Sandbag; Dr Keith Allott, Head of
Climate Change, and Ms Kirsty Clough, World Wildlife Fund, gave evidence.

Q1 Chairman: Good morning and welcome. Sorry
we are running a few minutes late. I am also sorry
that we are quite tight for time today so we are going
to try and get through by 1 o’clock. We will try and
keep our questions concise and how far we get will
then depend on how concise you can be with the
answers. WWF are obviously very old friends of this
Committee and we have seen you before, but
Sandbag is a relatively new organisation, so could I
just ask you to kick oV by saying what Sandbag is
trying to do and what progress and impact you think
you have had so far.
Ms Worthington: Thank you. We were set up to
focus on trying to create a link between civil society
and emissions trading because we felt that emissions
trading was a really central policy but very little
understood by the general public. Our aim is to
educate people about emissions trading, to lobby for
improvements around emissions trading, and to
create links between civil society and the market so
that people can use the market to create more
impetus for change on climate change. We were set
up in September, we are grant-funded by a number
of leading environmental foundations, and we are
starting to recruit staV and buildings, so we are a
small organisation but growing.

Q2 Chairman: That is certainly a very important but
quite challenging task, I guess, and I wish you every
success with that. Looking now at the EU ETS, and
in particular at the proposed cap for Phase III, do
you think that is compatible with what we know we
have to do by 2020? The Government is quite

27 Note by witness: Beyond 2012 the cap on EU ETS sector emissions will be set at the EU level.

ambitious for that and it has been reinforced by the
Committee on Climate Change as well. Looking at
what Phase III might imply, in particular if we are
allowed to use our full quota of project credits, do
you think that it is going to be suYciently ambitious?
Ms Worthington: No, in a word. Obviously there are
many things that have changed since the proposals
that the Commission put forward. The target of a
20% reduction by 2020 is inadequate. If you look at
the recent suggestions from the IPCC that developed
countries should be reducing by between 25 and
40%, we are not even at the bottom end of that scale
with that target, and then you consider that Europe
is now going to find it easier to meet its targets
thanks to the current economic climate, and we have
this influx of cheap permits from overseas projects,
the total eVect of the scheme is going to be almost
negligible, and for a so-called central policy it should
have a lot more ambition within it and the targets
should be significantly improved post a Copenhagen
deal being reached.
Dr Allott: I think we would agree with that. I would
highlight particularly the use of oVset credits not just
in the ETS but across the economy as a whole. When
you allow for the projected influx of credits,
Europe’s own emissions from the EU27 may fall by
as little as 5–6% from current levels by 2020, which
does not exactly look like strong climate leadership
from where we are sitting.
Ms Clough: At the same time you have the power
sector which it is clearly recognised needs to be
almost decarbonised by 2030, it was acknowledged
in the Climate Change Committee Report, so just to
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re-emphasise what has been said, the EU ETS
current targets are nowhere near significant enough
to have an impact on investment decisions that need
to be made.

Chairman: If the EU commits to a 30% target at
Copenhagen, if other countries do as well, what
eVect will that have on Phase III? Will that mean that
we will have to have a much tougher cap in Phase
III? If that is the only way that the ETS can be made
compatible with this more ambitious target, how can
Britain influence that?
Ms Worthington: It is absolutely clear that a deal at
Copenhagen should then lead to a tightening of the
EU cap. We would argue that, irrespective of what
happens at Copenhagen, the EU must tighten its cap
and that the UK should be pushing for that. The way
that the Directive is now set up, there was a deal
reached at the end of December last year and it will
be opened up again post-Copenhagen. I think it is
important that all Member States send the message
that for our own EU purposes and to decarbonise
our economy and to help support our own
adaptation to industrial policy and decarbonisation
of Europe’s industries, we need tighter caps. If a deal
is not reached and we have another period of time
with a hiatus, Europe should nevertheless tighten
those caps because otherwise the scheme ceases to
have a purpose.
Ms Clough: It is also in the UK’s interest to be
seeking to tighten the caps. Given that we have an
80% cut in place in the Climate Change Act by 2050,
we should be seeking much greater cuts by 2020 to
make sure that Europe is in line with what we want
to do in the UK.

Q3 Chairman: Phase III runs for a longer period
than Phases I and II, if the science goes on getting
more and more worrying, is there also scope for a
mid-term tightening of the cap during Phase III to
reflect what will then be the latest scientific evidence?
Ms Worthington: There is an opportunity for
reviewing the annual rate of reduction within five
years, so there is a built-in mechanism for tightening
and absolutely, yes, there should be an expectation
that caps are only ever going to tighten in those
review periods.
Ms Clough: Combined with that, clearly, the access
to oVsets acts to inflate the cap anyway, so we should
be looking to dramatically reduce our access to
oVsets now really. There is a provision—this does
not apply to the EU ETS—within the Climate
Change Act which allows you to tighten the budget
within a budget period if something significant
happens, so you could also argue that the same
provision should be made within the EU ETS
Directive.
Dr Allott: Perhaps I could just say something about
the overall ambition. I think this needs to be viewed
in the context of a global carbon budget. We are now
used to the idea of a UK carbon budget, thanks to
the Climate Change Act, but we need to be looking
at a global carbon budget and how it is apportioned.
One of the diYculties that we have now got
structurally is that we are used to a concept where we

have a cap for developed countries along with an
oVset mechanism which allows emission reductions
in developing countries to count towards that
developed country cap. Even if you believe that the
oVset mechanism is 100% perfect, which we do not
think it is, it is a zero sum game. Beyond 2012 we
need to be moving to a world where we are
having very aggressive emissions reductions from
developed countries and also very substantial
decarbonisanation in developing countries. In that
context, the whole idea that an oVset mechanism is
somehow helping developing countries is not the
case. The oVset mechanism is a cheap way of us
meeting our developed country targets. We need also
to be finding ways of helping developing countries
decarbonise in addition to the oVset mechanism.
The current way that the policy has been constructed
confuses the debate.

Q4 Dr Turner: As a mechanism for reducing CO2

emissions, so far the ETS does not seem to have had
an impressive track record. There does not seem to
be any very clear evidence that it has reduced carbon
dioxide emissions to any extent whatsoever.
Nonetheless, governments, including our own, have
set great store by this process as one of the principal
instruments of achieving our carbon reduction
targets. Yet it seems to have some very perverse
elements in its mechanisms because if we actually
succeed in beginning to decarbonise our economy by
increased energy eYciency and greater deployment
of renewable energy, we leave more space under the
cap, as it exists, for polluting industries to take up
those carbon credits. Do you think that this is a fatal
flaw in the mechanism and can you see any way
round it?
Mr Burke: I think the comments you make there are
right in terms of the cap and the floor. It is one that
is not being much debated in the EU. Germany has
started to take notice and Australia is having a hot
debate on that at the moment. There are mechanisms
around that but before we get to that I would like to
briefly outline that where you talk about eVort in
sectoral changes allowing carbon emissions in other
sectors, to an extent, that is not a bad thing if you are
going to get higher and better use (and that is what
the market can lead you to) but if individuals and
local governments and national governments want
to take action over and above the caps, or if they
deem that the Copenhagen targets are not aggressive
enough, then their eVorts will also not lead to any
reduction, so individuals engaging in energy
eYciency in the UK can simply be leading to
increased carbon oVshore within the EU. In terms of
the mechanisms that we have investigated as to how
you could alleviate the issue, it is the terminology of
cap and slice, so the cap is deemed to be a worst-case
target and then you use the ability to slice oV the cap
through structural mechanisms and set aside
permits. This is something that is already being used
in the US RGGI scheme, so within the states they set
aside, depending on the diVerent legislation, a
certain number of permits capped at 1 or 2% where
consumers or businesses who purchase green power
have additional abatement opportunities there and
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they cancel those caps from the allocations. We can
see steps where you could use that cap and slice
methodology to incentivise civil society as well as
business and local government to engage in actions
that are not mandatory, and through that set aside
that would be reducing the emissions, if you
structure them properly, by reducing credits in the
market and AAUs so you tighten the overall EU and
UK cut.

Q5 Dr Turner: But at the moment as it stands the
ETS does not have any such provisions?
Mr Burke: It does not.

Q6 Dr Turner: Can you see any evidence either on
the part of the Commission or European
governments to appreciate that problem and to seek
to introduce such mechanisms at an early stage of
the ETS or not? If not, how do you suggest we start
to go about it because without it, it seems to me, at
any rate, the ETS is never going to deliver anything
except failure?
Ms Worthington: I would just say more generally
that a mechanism like this is important but it is only
important if your caps are set at the point where it is
marginal as to whether they are really enabling
tough action on climate change. The tighter the caps
the less likely it is that you are disempowering civil
society because then voluntary action helps to
reduce the price. It really is all about the targets and
where they are set. There is a lot of evidence that says
that in setting up a scheme like this you should err
on the side of precaution towards the environment,
ie you go for quite tough caps initially because you
know that the likelihood is there is a lot of cheap
abatement out there, that is yet to be found. The
fundamental failure of the ETS is that it has taken
too cautious an approach to the setting of the caps.
That is because of the sectors to which it has been
applied and the fact that we have had a very
vociferous and vocal lobby from heavy industry in
Europe that has basically watered down the eVect of
the whole cap. If it had been on power alone you
would see that the caps were very tight. There is some
evidence that there has been some marginal fuel
switching within the power sector because many of
the big players are substantially short in their
allocations. You see in Germany the switch between
brown and black coal, which is probably the
cheapest form of abatement that is possible in
Europe. Until we get through that, we are not going
to see investment in any more expensive alternatives,
so it is all about where the cap is set, and it has been
set too leniently.

Q7 Dr Turner: The caps are simply not challenging
and they seem to bear no relation certainly to our
own carbon budgets or even to the EU’s carbon
reduction targets. This link somehow has to be
made, so would you agree we need to start now to
tighten not only the Phase III caps but we need to do
something about the existing caps on an interim
basis. Can you detect any signs of such urgency
within the EU at all?

Ms Clough: Not at the moment, but I think the
framing of this type of approach is extremely
problematic because it takes the ETS as an end in
itself rather than a means to an end and it also takes
quite a narrow view of how EU climate policy will
hopefully develop in the next few years. So, placing
it within context, the carbon market is perhaps one
part of the solution but there are other mechanisms
like the Renewable Energy Obligation we now have.
There are debates coming forward on emissions
performance standards for the power sector which
are gaining weight within Europe, particularly
within the European Parliament, and also within the
UK potentially. So whilst it is a very kind of specific
argument to say if we make additional reductions
here that just leaves Germany or other countries
allowing them to increase their pollution further, we
have to take a stand at some point. Someone has to
take the lead in this. Why should the UK not take the
lead? The UK has a Climate Change Act with targets
set out to 2050. Surely we should be seen to be taking
a lead in putting in place national policies and
measures that really start driving down emissions,
and that will hopefully lead on and influence other
European states to follow suit.

Q8 Dr Turner: Given the unreliability of the carbon
price resulting from the operation of the ETS so
there is only a very, very weak investment incentive
being created by that, do you think that perhaps
rather than going through the very complicated and
diYcult process of trying to change the structure and
mechanism of the ETS to tighten caps on a short-
term basis, it might be simpler and more eVective to
introduce some floor mechanism for the carbon to
create a reliable carbon price or, put in other words,
a carbon tax, to underpin eVectively the ETS to
make sure that there is in fact eVective emissions
reduction?
Dr Allott: I think we need to look first of all at the
level of the caps, that is a fundamental issue, but then
also the fact is that there are other policies and
measures which already exist and many other
policies and measures which we need to be
introducing to support the carbon price, as Adair
Turner suggested. Renewables policy is what is really
driving investment around Europe. The Renewables
Directive and policies on energy eYciency are all
things that are happening anyhow, and we believe
that a policy such as emissions performance
standards would also drive investment in clean
power, over and above whatever the carbon price
happens to be in the ETS. A more ambitious cap
could help as well but there are also issues to do with
the auction which Kirsty could perhaps raise.
Ms Clough: I think there is already a price floor set
in the UK auctions. The UK had its second auction
last week. I do not know what that price floor is or
whether it is anywhere near suYcient. The risk of
setting a price floor across the whole market is that
you re-open the debate on price ceilings, which
happened in the negotiations on the energy package
last year. It is a judgment as to whether you want to
do that and who would win and if you did have a
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price floor whether it would be set suYciently high
enough anyway. Clearly there will be political
negotiations to try and keep it as low as possible.

Q9 Chairman: Is not the central question though to
get people to face up to the fact that the only way
that we are going to have a serious reduction in
emissions is by making sure that energy is much
more expensive? High-carbon energy has got to be
priced out of the market. Until people face up to that
fact, whatever mechanisms you use, whether it is EU
trading or worldwide trading or carbon taxes, if half
the eVort is devoted to how to reduce the impact that
has then we are barking up the wrong tree. Should
you not be saying very clearly that the future is really
expensive energy?
Ms Worthington: I do not know that is necessarily
true because the only thing we have seen so far is that
it is really quite easy to hit targets, and the problem
has been that there are so many sources of cheap
abatement that it is hard to hold a price that is
positive. I do not think necessarily NGOs have a
very strong view about what the price should be
except that the targets should be tough and that we
should let the markets tell us what the price is of
getting to those targets. In a sense, yes, that might
well send quite a strong price signal, but it might be
that we do all sorts of other things in terms of
regulation that choice edit which mean that prices do
not ever need to spike in the way that people are
anticipating and there is enough abatement and
enough will, to try and solve this problem that we
will be able to keep a moderate price. I think it is
determined by the ambition that we need to set.

Q10 Chairman: If you want to incentivise energy
eYciency, it is quite clear that historically the only
eVective way of doing that is by increasing higher
prices. There has been no period where people have
said, “Oh gosh, yes, let’s invest in energy eYciency,”
without a price signal. That is number one. Number
two: if there were lots of cheap sources of low-carbon
electricity we would be using them now but there are
not, they are all more expensive than burning coal. I
think there is something dishonest about saying we
will have this mechanism and that mechanism to
solve the problem. Yes, of course you need much
tighter caps but the consequence of much tighter
caps is much higher prices.
Dr Allott: If you think that the carbon price of the
ETS is going to drive forward energy eYciency
across the economy, then I do not think that is the
most appropriate mechanism to do that. There are
much smarter packages of measures, not just a price
signal, which you need to discover all the huge
energy eYciency options that are out there. In terms
of energy bills rising, if you talk about the price per
unit rising, that is one question, and perhaps the
price per unit will have to rise because there will be
transitional costs of moving to a lower-carbon
system for renewables, and all the emerging
technologies will be more expensive, but if you have
a smart package of policies also designed to reduce
demand and improve eYciency then the overall
impact on bills, which is what matters, will be less.

There will be transitional costs, everybody knows
that, but those costs are fully justified compared to
the costs of doing nothing.

Q11 Joan Walley: I think the common thread that
runs through both of your evidence contributions to
us is that there should be a greater political will to
bring about tighter and more challenging targets.
That is very easily said, but what actually needs to
happen for that political will to be there and for that
political will to give replies to some of the stronger
vested interests that are making the heavy lobbying
to which you have just referred?
Ms Worthington: I think a number of things need to
happen. Some of them are happening. One is that
emissions trading needs to be better understood and
better appreciated.

Q12 Joan Walley: By whom?
Ms Worthington: By the public, and in the last few
months we have seen (because of the eVect of the
Heathrow decision and Kingsnorth) that the lobby
is now much more aware of the impact that
emissions trading is having on policy, so people are
joining the dots and realising that individual
decisions that are being made that are deemed to be
highly political are being linked to emissions trading,
and that has not happened before. People are
starting to realise that emissions trading is an
important policy. The more we can get people’s
attention focused on this policy so that they can start
demanding tighter caps and improvements, the
better. There is another point which is that we need
more scrutiny. Opposition parties need to be really
getting into the detail. This Committee has done
fabulous work in making this a policy that is
scrutinised, but we are going to see a big release of
data tomorrow from the European Union. That
data will show how emissions trading is working on
the ground. We want the numbers to be better
understood and people to see what has happened
and what has gone wrong in the past to avoid future
problems and make the decisions easier. The final
thing is you have to disaggregate the very vocal and
obviously defensive lobby in Brussels, which is
centred around the industrial industries, from the
broader industrial lobby, which is representing
renewables, energy eYciency and clean technologies,
who do want tighter caps and are employers and
increasingly important employers in Europe, and
listen to their voices and try to set that oV against the
inevitable defensive positions of the incumbents
within the heavy industry sectors.

Q13 Joan Walley: Is there not a diVerence between
what governments might say and what politicians
might say here as to the diVerence between that and
that actually being understood by civil society out
there? How do you actually get this message across?
Ms Clough: I think there is increasing concern from
civil society in tackling climate change. Whether you
can directly relate that to emissions trading schemes,
I am not sure, but there will be a lot of marches this
week. There was a march on Saturday clearly linking
jobs with tackling climate change, to incentivise new
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green, clean jobs for the future. WWF held an event
on Saturday night, Earth Hour, which was a global
event, where the lights of Big Ben and the Wheel
were turned oV. We had participation from about
4,000 cities around the world in 88 countries. There
is action. You can say these are symbolic actions and
are they going to be followed up, but I think they
show a growing concern that we want governments
to take action and take responsibility.
Mr Burke: Linking some of the comments we have
had about emissions trading to policy, one of the
things over the last few months is there has been
discussion around Heathrow and we are going to
have emissions trading so we are going to do more in
one sector which means that we can build Heathrow.
The general view in society is hang on, that is very
hypocritical, and just because you have got
emissions trading does not mean that all your other
policies should fall away. In actual fact, our view is
that all the other policies should be analysed in the
context of reducing emissions and the impact that
that has under an ETS. If the Government were to
go for a great new deal and put a lot of money into
energy eYciency because of the cap on energy
consumption, you would not actually reduce
emissions within the EU. It would just be a funding
exercise from the taxpayer to other high-polluting
industries, which may be cement or other capped
sectors. The Australian example is that they are
spending billions of dollars on insulation. The Prime
Minister has said that that will reduce Australia’s
emissions, but because energy is a capped sector in
Australia it will not reduce emissions under an ETS.
As we have these policy discussions and we talk
about scrappage charges for cars, we need to bring
emissions trading and the perverse impacts that it
can have into the debate. Society will start to
demand that now, as Bryony said, as they become
more aware of the issues.
Dr Allott: One thing I would say is that I think we
are seeing an interesting debate in the US emerging
now about the role of cap-and-trade legislation
versus other mechanisms. We have seen proposals
coming from the US CAP initiative for instance,
which is a coalition of NGOs and large corporations
with recommendations to the Obama
Administration. What is interesting about that is
they talk about cap-and-trade but also having
regulatory standards for power plants plus a
technology development and deployment
mechanism. In a way they are overtaking our
conceptual framework here. We are hiding behind
the ETS too much in Europe to stop real action on
the ground. Real action on the ground matters.

Q14 Joan Walley: When you say real action on the
ground, what do you mean?
Dr Allott: Real action on the ground does matter;
decisions like Kingsnorth do matter; decarbonising
our power sector does matter. You cannot just hide
behind an emissions cap. The actual investment
strategy matters in terms of where we are taking the
country and Europe in terms of a low-carbon
pathway. The Californian delegation which was in
London the other week had a very interesting way of

putting it. They expressed it in terms of fridges where
nobody objects to the idea of having a basic standard
of performance that you require with all new fridges,
in terms of eYciency and in terms of safety, before
you are allowed to put them on the market. Once
they are on the market then there may be a role for
market instruments to try and incentivise the best,
but the danger is that we currently have a system
which does not allow you to have a basic standard.
Ms Worthington: Can I say a word in defence of
trading because it is something that is incredibly
empowering if you use it correctly because it is a
regulated cap. It is not like a tax where you have to
try to estimate the level of cost that you need to put
in to society and then hope that the price signals
deliver change. There is a regulated cap that is
enforceable and in that sense the permits that are
created are a finite number. If you find mechanisms
for removing them from that cap then you are
absolutely making an additional impact in terms of
buying the cap down. The Government has been up
until now only half engaging with trading. It has
been using it as a convenient fig leaf to allow
decisions to be taken that it would like to see go
ahead, but it is not properly setting about
understanding the impact of trading and how they
can use it to empower people to make a diVerence. I
think the set aside idea of putting permits to one side
for civil society to claim so that we can have a role in
buying that cap down is a really important principle.
It is amazing that it has already been dealt with and
implemented in the States in the RGGI system.
Australia is actively debating it. There has not a
word been spoken about it in the European Union.
We have got to change that. I think the other
practical policy that we are putting forward that
would perhaps engage people in trading is creating
tax incentives for individuals and companies who
want to take action by taking permits out of the
system, so very clear, easily audited, additional
action anyone can take, you simply take the permits
and you destroy them. There is no incentive at all for
anyone to do this. There is a tragedy of the commons
because why would you do it when nobody else is.
The Government could intervene and create
incentives for people to do that and that will engage
people in a much broader sense with trading in a
more positive sense.

Q15 Joan Walley: There has got to be that political
will and engagement by governments in order to be
able to move on this. I just wonder how much of a
diVerence you think that the creation of a new
Department of Energy and Climate Change is
making to the political will to tackle climate change?
Dr Allott: I think the jury is still out. There have been
some positive shifts. It is hard to disentangle how
much of the shift is to do with the shifting of
personnel at the top of the Department versus the
creation of a new Department. I think it is fair to say
that we have some of the same fundamental mind-
set problems that have held back progress on energy
policy in particular in the former DTI and BERR
and we have some of those problems still now within
DECC. We will have to wait and see how the dice
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land. We are now at a very interesting stage in the
debate. Over the past two months we have had a new
department created. We have had some positive
signals from Ed Miliband in terms of shifting the
balance of the debate about driving forward
government regulation. We have had the Turner
Report, the Climate Change Committee Report,
which begins to talks very clearly about the need for
decarbonising the power sector in particular.
Meanwhile, the view of market mechanisms in the
outside world has had a bit of an interesting time
generally recently, over and above carbon trading. I
think the whole debate is now very live but whether
DECC is going to come down on the right side of the
debate, we will have to wait and see.

Q16 Joan Walley: How much do you think that the
diVerent policy issues are between diVerent
departments, so for example the analysis that goes
on with the Treasury in terms of the Green Book,
how much of that is linked to the planning
considerations that come under the new agency that
is going to be established and how does that all fit in
with DECC, in terms of fitting all of that to get the
political understanding about these decisions when
it comes to reducing emissions?
Ms Worthington: In a sense that is the purpose of
having a carbon budget, that suddenly the whole
economy has a price attached to every tonne that is
emitted, and it ought to be a centrally organising
idea within government to which each department
adheres. I believe that it is true that in terms of
thinking about how they are going to meet their
carbon budgets, each department will have a
strategy that acknowledges that there is a finite
amount of emissions that can come from the sector
that it looks after, so this will be a radical shift. Until
recently, transport policy was about encouraging
and facilitating transport, not managing a carbon
budget, so this will be quite a big step forward. It is
interesting, I do not know yet where responsibility
lies within government for the pulling together of the
carbon budget and measuring out who has done
what and the accounting side of it. Is it the Treasury?
It would be good if it were. Traditionally, they have
tried to focus on pure fiscal systems but in this sense
it would be good to have their analytical brains
applied to this problem. Every tonne now has a price
attached and therefore Treasury should be
interested. It needs some co-ordination within
government. I do not know if it sits within DECC or
within the Treasury but we need to know who is
accountable and how it is being organised.
Dr Allott: There is an important point to understand
as well about the carbon budgets. One concern we
have, and I know that we flagged it up in our written
evidence, is that it is not clear how the Government
intends to apply the carbon budgets after 2012. At
the moment in the current first carbon budget we
have a UK cap under the EU ETS because we had a
National Allocation Plan. After 2012 we will no
longer have a UK cap because the cap will be set
centrally. The Government’s recent consultation on
how it is going to account in future for carbon
budgets failed to answer that question.

Q17 Joan Walley: On that point, should the UK
Government or European Commission intervene on
Phase II to tighten the cap and raise the carbon
price?
Dr Allott: Our view is that the carbon budgets need
to be expressed in terms of the UK’s actual
emissions, with an envelope around those emissions
to allow for some flexibility with trading rather than
setting a cap. The problem with having a cap is that
it means the UK carbon budgets may be much less
of a powerful tool than we thought, for obvious
reasons, because once you have a cap you could have
complete decarbonisation of our industry and you
would not be accounting the benefits under our
carbon budgets. Equally, if you build lots of
Kingsnorths that would still appear as the same
number. We have not got an accounting process for
doing it after 2012. Our view is that the Climate
Change Act needs to be focusing on the real
emissions from the UK with an envelope for trading.

Q18 Chairman: Is not the central problem the fact
that the caps are still much too loose and the danger
is that trading, which I agree with Bryony has the
advantage that it sets an absolute limit and therefore,
unlike the carbon tax where you do know what the
eVect is, we do what the limit is and the limits on it
are so hopelessly loose that we are in danger of
getting the concept, which is rather a good concept
in terms of mechanisms to address climate change, a
bad name because it is so patently ineVective?
Ms Worthington: I could not agree more. In response
to the comment is it just too complicated to tighten
the cap; not at all, we have a perfect opportunity. The
Directive itself is being re-opened post-Copenhagen.
Let us hope that we get a deal at Copenhagen but
even if we do not, let us make sure that that re-
opening tightens the cap. The eVect of that will be to
push prices up in this phase because if there is an
expectation of shortage in the next phase that will
aVect the price in this phase. They are linked by
banking, so we have got the prize and we can go for
it. It is going to be decided next year. Unlike the
round of negotiations we just had in December, let
us hope that civil society is engaged and calling for
tighter caps, not simply being excluded from the
debate. We have got to hope that this year the focus
on Copenhagen delivers us the right political
conditions going into the next discussion where we
can significantly tighten that cap, and not just in
terms of the overall number but in terms of the
number of oVsets that come in. I think we have got
everything to play for. It will require civil society and
commentators getting involved in the numbers and
calling for change.

Q19 Chairman: So if there is one single thing you
would like this Committee to say it would be that we
need a much tighter cap and much greater control
over the use of credits?
Ms Worthington: Yes, Phase III, and that Phase III
tightening will have an impact on this phase.
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Q20 Mr Chaytor: Could I ask Keith about the price
of carbon. Recently it has dropped to about ƒ10.
What should the price of carbon be if it is going to
work eVectively to generate new renewables and,
specifically, what should it be if nuclear is going to
become economically viable?
Dr Allott: I do not think we have a particular view
on what the right price of carbon needs to be. Our
concern is having a package of measures which will
drive forward the outcome that we need to see if we
are going to avoid dangerous climate change. The
whole point about the carbon market, if it is working
properly, if you believe the theory of the carbon
market, is that the price will go to the level that is
necessary. Our view is that you need to have a whole
package of supporting policies and measures to
deliver the transformation in our energy systems.
Let us face it, we are talking about the need for an
urgent transformation in the way that we run our
economies. That cannot be done purely by a price
signal alone. You could take an economic view that
there is an implicit price in regulation and other
measures, and those all need to be brought together.
We do not have a particular view as to what the right
price needs to be. I can tell you that the price it is at
the moment is not going to deliver that
transformation.

Q21 Mr Chaytor: What is your understanding of the
assumption by wind companies or nuclear
companies as to the price they need for wind and
nuclear specifically to be economically viable,
because that surely is the key issue, is it not?
Dr Allott: I have no understanding of what nuclear
power companies are up to and we do not support
nuclear power. In terms of wind and other
renewables, wind and renewables are being driven
forward not by the emissions trading scheme, or by
other policies but by the Renewables Obligation. It
is not just us saying this. There was a recent
presentation from a guy from Deutsche Bank saying
that the only thing that is driving real clean
investment in Europe is the renewables target. It is
not being driven by the carbon price. I think it is
really important to distinguish that. The real driver
for investment is the renewables legislation, not the
carbon price. There is an implicit carbon price within
that legislation but it is not set by the ETS.

Q22 Mr Chaytor: Secondly, could I ask Bryony
about emissions standards for power stations. How
important do you think this is in the package of
measures that we need and what is the attitude of the
major power companies towards this, from your
experience?
Ms Worthington: This is one of the suites of
packages of policies that you need underneath the
cap. I think Keith’s analogy of fridges makes it easy
to understand. Essentially, there are some things that
are just too risky to allow to happen. I think
unabated coal falls squarely into that category. It can
perfectly well co-exist underneath the cap. You just
adjust the targets downwards to compensate for the
fact that you are going to be bringing up the
standard of power station emissions across the piece

with legislation. I would say that you need to be
careful how it is implemented. A perverse eVect
might be that you prevent new build and allow old
build to carry on running. Coal stations have an
amazing capacity to keep living well beyond their
sell-by date so you just have to be careful how it is
implemented. Fundamentally, it is a good policy to
bring the floor up for everybody. In terms of my
experiences in the power sector, they are at the
moment waiting to find a clear signal from
government as to what to build. Their natural
tendency at the moment would be to choose gas.
There is an interesting build in CCS but it would
need a supplementary policy and something much
more substantial than the current competition,
which I think most people think is ineVective. The
Government has got an opportunity to get them to
build the right things, either through introducing
dedicated policies to bring on CCS or through
performance standards, but it is just that the devil
will be in the detail. There is no fundamental reason
why they cannot do that as well as having the EU
ETS functioning. It is wrong to say we just put the
cap in and then sit back. You always still do need a
dedicated energy policy and that is what that
would do.

Q23 Dr Turner: Bryony, just on that point, given that
DECC is the licensing authority for power plants,
would it not actually be quite simple and give an
absolute direction towards investment if DECC
were to set a maximum emission level per megawatt
over the whole life cycle, including construction et
cetera, of a generator, at such a level that nothing
emitting more than a carbon capture-equipped
station would qualify? That would cover the
question of new build very clearly and as to existing
time-expired power stations, it could put a time limit
on their licence. That way, by simple regulation, we
could achieve far more than years of negotiation
over trading price mechanisms. What is your
reaction to that?
Ms Worthington: I agree, as I said, in principle, I
think the performance standard is a good idea. I am
not legally aware of what you can do to alter the
licences of existing stations. I just counsel that you
have two issues: one is the cleaning up of existing
stations; and one is the cleaning of the new build,
and you need a policy that works to do both. It is not
either/or. You should tighten caps because the caps
act as your insurance policy against fuel switching
because of price diVerentials that you cannot
control. If coal becomes incredibly cheap and gas
spikes, which it is likely as it becomes more scarce,
you will see people switching back to coal. They will
find ways so you need an insurance policy basically.

Q24 Dr Turner: They would not be able to find ways
if they had an absolute limit under the licences.
Ms Worthington: As long as it applies retrospectively
to existing plant, yes.
Mr Burke: It depends if you want the policy to be
diVerentiating at the margin or whether you want it
to be long-sighted and to make this transition quite
rapidly.
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Q25 Dr Turner: Obviously we do. Keith, could I take
you up on your point that investment in renewables
is being driven by renewables targets rather than
fiscal incentives. The fiscal incentives of either feed-
in tariV mechanisms in other countries or the ROC
in this country can hardly be discounted, can they,
because they have been a vital factor in their
economics?
Dr Allott: Sorry, I meant targets as a shorthand for
fiscal mechanisms and policy mechanisms are what
drive investment incentives. The clear outcome and
clear framework is what is driving forward
investment. Still it is not fast enough and there is real
concern about the lack of investment in renewables
that is taking place at the moment and the slowdown
in that because of the wider economic climate. The
sectors which are not covered by renewables, and I
draw the analogy with coal in particular, there are 70
gigawatts of new coal stations being planned around
Europe, as we speak, many of them in the UK. There
is a need for a clear mechanism to prevent that
happening. Once that capacity is built we have a
lock-in problem.

Q26 Dr Turner: I am totally in agreement about the
need to deal with that problem, but just to change
the subject a bit, the Chairman and Chief Executive
of the Committee on Climate Change have been
before us giving evidence on this inquiry and the
Chief Executive suggested that as a result of the way
that Phase III would operate under the ETS, what
the UK would eVectively be doing is paying the
power sector in countries like Germany to switch
from coal to gas, which would clearly not provide as
great a carbon saving as if we were actually using our
money to drive investment into proper low-carbon
technologies. Would you agree with that? Do you
think there is any way of stopping that?
Ms Clough: I think that just goes to show that
currently how the market is structured would
possibly incentivise a bit of fuel switching in Phase
III, which comes back to the point of why you need
supplementary policies like an emissions
performance standard. There is growing political

Memorandum submitted by The Corner House

Summary

— Carbon markets are characterised by a type of speculative derivatives trading and need to be
evaluated as such in light of the current financial crisis.

— Like financial derivatives markets, carbon markets are legitimated by (spurious or overblown)
claims of “eYciency” but undermined by their tendency to exacerbate a crisis.

— Carbon markets are plagued by diYculties of asset valuation parallel to those that have
contributed to the financial crisis and are themselves prone to a similar crash.

— Carbon markets are also characterized by inherent problems of conflicts of interest, regulatory
capture and unregulatability familiar from recent analyses of the financial crisis.

— Due to the ineVectiveness and economic dangers that result from these and other causes, carbon
markets should not be a mainstay of Government climate policy and British participation in them
should be wound down as quickly as possible, beginning with their oVset component.

support within the UK and within Europe. The
Conservatives and the Lib Dems, as you probably
know, back an emissions performance standard.
Charles Kennedy has brought forward a private
Member’s bill on the issue and we also have an early
day motion, so there is support to bring these other
measures forward.
Ms Worthington: I would just say it all comes down
to MAC curves, unfortunately. They are horrible,
complex technical things, but essentially the
European MAC curve has got a long tail of very
cheap abatement, and that is largely because we have
an established infrastructure for energy where there
is quite a high degree of capacity for fuel switching,
not just in the UK but in other key countries like
Germany. Until we get a price signal that is
consistently strong enough to get that out of the
system, trading will not be used to be the driver of
investment. That will need supplementary policies.
We have talked about the Renewables Obligation
and how important that is, and the performance
standard, similarly, could avoid the lock-in while we
work through this long tail of emissions. You only
slow the process down the more you allow foreign
credits in. We have a double problem, there is lots of
cheap abatement in Europe, lots of cheap abatement
in the world, and we have an almost meaningless
target so how do we expect that mechanism then to
drive investment. You do need supplementary
policies and we do have them, that is the thing, they
are compatible. We would like to see much more
ambition in the caps to drive additional eVort from
that.

Q27 Dr Turner: So, we are in agreement then, I
guess, that we need strong, clear price signals and the
ETS has not delivered?
Ms Worthington: Without tighter caps it will not.
Chairman: Unfortunately, we are out of time as we
have some more witnesses waiting to come on.
Thank you very much for coming in. This is a very
helpful start to this particular inquiry. I am sure that
we are going to be able to reflect quite of lot of what
you have said in our conclusions. Thank you.
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Introduction

1. The Corner House, a UK-based research and advocacy nonprofit organization founded in 1997, which
works to promote sustainable forms of investment, ownership and trade through sustained collaborations
with democratically-committed groups and movements in many countries, welcomes the Environmental
Audit Committee’s present inquiry into the role of carbon markets in preventing or exacerbating dangerous
climate change.

2. For many years The Corner House has played a role in building global networks seeking eVective
alternatives to the failing mainstream international climate regime. A founding member of the international
Durban Group for Climate Justice, it has worked face-to-face during the last year alone with organizations,
journalists and academics in India, Thailand, South Africa, the Philippines, China, the US, Canada and a
number of other countries. The Corner House book Carbon Trading has been distributed or downloaded in
more than 600,000 copies worldwide, and The Corner House has authored numerous scholarly and popular
articles on the topic of this inquiry.

3. In previous submissions to this Committee, The Corner House has highlighted the inability of
international carbon markets to deliver a global greenhouse gas stabilisation target consistent with UK
climate goals, and stressed the urgent need to end the Government’s commitment to these markets as a
mainstay of its climate policy, beginning with their oVset components.

Financial and Carbon Markets

4. This Memorandum will focus on a cause of carbon market ineVectiveness that has been little noted,
but is increasingly relevant given the current global breakdown of financial systems: the striking structural
similarities between carbon markets and the financial derivatives markets that lie at the heart of the current
credit crisis.

5. The carbon markets set up under the Kyoto Protocol, the European Union Emissions Trading Scheme
(EU ETS), the Chicago Climate Exchange and many other initiatives form part of a 35-year-old era of
growing and extreme financialization that is now ending for obvious reasons. In 1997, the Clinton
Administration, under which Wall Street derivatives trading exploded, successfully pressed for the Kyoto
Protocol to become a set of derivatives trading instruments (Al Gore, who carried the US ultimatum to
Kyoto, later became a carbon market actor himself), and in the 2000s Europe picked up the initiative to
become the host of what is today the world’s largest carbon market, the EU Emissions Trading Scheme (EU
ETS). After roughly doubling in size each year from 2005 through 2008, to a current volume of over
US$100 billion, the carbon markets cannot yet compare to the half-quadrillion dollar-plus nominal value
that the overall financial derivatives markets reached in 2007, but are nonetheless still heralded as the
“world’s biggest commodity market” and prospectively “the world’s biggest market overall,” with “volumes
comparable to credit derivatives inside of a decade.”1 As a new “asset class”, carbon has proved a magnet
for hedge funds, energy traders, private equity funds and large global investment banks such as Barclays,
Citigroup, Goldman Sachs, Credit Suisse, BNP Paribas and Merrill Lynch, as well as index providers and
European exchange-traded commodity sponsors.

6. Some of the same trading architects were present at the creation of both the new derivatives markets
and the carbon markets. Richard Sandor, for example, is an economist and trader who was one of the
originators of interest rate derivatives in the 1970s, later making a fortune during the boom years of the 1980s
at Drexel Burnham Lambert, the firm of the junk-bond innovator Michael Milken.2 Sandor has also
collaborated with Howard Sosin,3 who subsequently helped set up and head the financial products division
that ultimately devastated the American International Group (AIG) to the point of having to be bailed out
by US taxpayers to the amount of $152 billion.4 (AIG has used some of the payouts to lobby for a US carbon
trading system, hoping to gain from new insurance opportunities thrown up by the market.)5 Sandor is one
of the principal architects of carbon and other pollution markets in the US and internationally and, in the
2000s, set up the Chicago Climate Exchange. Other derivatives traders have also migrated to the
“ecosystems services” financial sector.6 Ken Newcombe, a former executive at the World Bank, a champion
of weather derivatives, helped set up the global carbon oVset market at the Bank’s Prototype Carbon Fund
beginning in the late 1990s, influencing UN regulatory decisions and helping put the Bank into a position
to make money from attempts to compensate for the climatic damage caused by, among other things, fossil
fuel-intensive developments it itself was underwriting in the global South.7 As the market began to take oV,
Newcombe moved on to Climate Change Capital, the City of London boutique merchant bank, then headed
up the North American carbon trading desk of Goldman Sachs before becoming CEO at the new carbon
trading firm C-Quest Capital.

7. In addition, many institutions active in derivatives are also staking out positions in carbon. Among
the financial institutions that have set up desks to speculate in carbon permits are, in addition to Goldman
Sachs; Deutsche Bank, Morgan Stanley, Barclays Capital, Fortis, Rabobank, BNP Paribas, Sumitomo,
Kommunalkredit, Lehman Brothers, Merrill Lynch and Cantor Fitzgerald. JP Morgan Chase has snapped
up the carbon oVset firm Climate Care, while Credit Suisse has acquired a stake in the troubled carbon
consultancy and accumulator EcoSecurities and Goldman Sachs has announced plans to buy Constellation
Energy’s carbon trading business. As with derivatives, a host of specialized new institutions have also been
set up that deal in the commodity, including Sindicatum Carbon Capital, NatSource Asset Management,
New Carbon Finance, Carbon Capital Markets, Trading Emissions plc, South Pole Carbon Asset



Processed: 29-01-2010 18:52:12 Page Layout: COENEW [E] PPSysB Job: 429901 Unit: PAG1

Ev 20 Environmental Audit Committee: Evidence

Management, Natixis Environnement & Infrastructures, Noble Carbon, ICECAP, and so forth. By
2008 there were about 80 carbon investment funds set up to finance oVset projects or buy carbon credits,
managing nearly US$13 billion. Most are oriented more toward speculation than toward helping companies
comply with regulated carbon caps.8 Trading companies are also active, including Vitol, a major energy-
market speculator; ENRON, too, was keen on the Kyoto carbon market before the firm’s spectacular
collapse, and some ex-ENRON staV have moved over to the carbon business. Furthermore, industrial
companies such as ArcelorMittal have opened departments specifically to seek profits in the carbon trade,
just as companies such as General Electric opened finance divisions in the 1990s.9

8. Like derivatives markets generally, carbon markets isolate, objectify and construct a new product,
which can be conceptualised in various ways (“carbon” is a misnomer in this context). One way of
characterizing the product is to say that it is a commodification of climate benefits/disbenefits, which must
necessarily be constructed as discrete, divisible, quantifiable and commensurable. Governments then decide
supply levels, rendering the commodity more or less economically scarce, and either sell it or, more usually,
give it away to large industrial polluters. Trade in the commodity, according to economic assumptions now
under challenge, will make climate change mitigation maximally eYcient. Another way of conceiving the
commodity is to say that it consists of universally fungible greenhouse gas pollution rights backed by an
implicit government guarantee that an optimal “climatically safe” amount of total rights in circulation can
be, in principle, both specified and mandated.

Construction of a Climate Commodity

Further “equivalents”are manufactured for additional cost savings and delays in 
addressing lock-in and added to the commodity pool in circulation (OFFSETS)

“Equivalent emissions”are pooled by abstracting from 
place, technology and history and then marketed (TRADE)

Goal is reconfigured as modest progressive 
state-mandated numerical greenhouse gas cuts (CAP)

Contending with climate change: initiating new historical 
pathway to overcome fossil fuel lock-in or “addiction”

Fig. 1

9. The overall process by which a commodity for the carbon markets is being assembled, which is strictly
analogous to the process that results in the invention of some of the most dangerous financial derivatives,
is summarized in Fig. 1. In the crucial first stage, climate crisis mitigation is translated into measurable,
divisible greenhouse-gas “emissions reductions”. An individuated, tradeable commodity (a “thingified”
climate benefit/disbenefit) is created whose “eYcient” allocation in the form of pollution rights can become
a programme for action (“cap and trade”), and whose status as asset, grant, or financial instrument is
engineered to fit various accounting standards.10 A second class of divisible, measurable, thing-like climate-
benefit units called “oVsets” is then developed to be pooled together with “reductions”, partly in order to
enable wealthy industries and states further to delay reducing their own emissions, again in the name of
“eYciency”. These oVsets are manufactured by special projects that are claimed to result in less greenhouse
gases accumulating in the atmosphere than would be the case in the absence of carbon finance, such as tree
plantations (which are supposed to absorb carbon dioxide emissions) or fuel switches, wind farms and
hydroelectric dams (which are argued to reduce or displace fossil energy). In theory, “project-based” credits,
no matter what their origin, are to be fungible with the emissions allowances distributed in the North.
Indeed, in a sort of commensuration-by-fiat, Articles 3 and 12 of the Kyoto Protocol stipulate, without
argument, that these oVset credits are identical with emissions reductions, thus legislating into existence a
new, abstract, nonsituated, omnibus category of reductions/oVsets. The new abstract entity is analogous to
the disembedded, aggregated category of “risk” conjured up by the new financial markets.

Cap and Trade (Emissions Trading Proper)

10. The programme of commodity formation associated specifically with cap and trade disembeds the
climate problem from the challenge of initiating a new historical pathway to overcome current dependence
on fossil fuels, which are by far the major contributor to human-caused climate change, in a way analogous
to the disembedding and abstraction that is such a notable feature of many of the ill-fated derivatives
markets of the 1973–2008 period. This is a fatal flaw. For industrialized countries in particular, the global
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warming crisis entails that an immediate11 start be made to long-range structural change at all levels of
energy production and use, infrastructure, transport, agriculture, trade, community organization and so
forth, as well as a shifting of state support from fossil-fuelled development towards the popular movements
now at work constructing or defending low-carbon means of livelihood and social life. Path dependence12

suggests the necessity both for broad political mobilization and historically-informed analysis of how the
needed structural social and technological innovation actually takes place. The drive to set up a trade
indivisible, market-friendly climate benefit/disbenefit commodities goes in a diVerent direction, recasting the
climate problem in an unconstructive way: to investigate possible long-range social and technological
trajectories or evaluate and “backcast” from distant goals becomes a threat to the “eYciency” imperative.
Cap and trade gives capital-intensive industries locked into fossil fuel dependence incentives for delaying
structural change. There is “a tradeoV between short-term cost eVectiveness and investment in … long-term
economic and environmental progress”, as trading expert David Driesen notes.13 According to staV of the
US Environmental Protection Agency, speaking in their personal capacity, “the few and relatively minor
experiments in emissions trading in our country [including the vaunted sulphur dioxide programme] have
produced virtually no technological innovation, much less the kind of innovation necessary to power our
economy on renewable resources rather than fossil fuels.”14 In the UK, the Government openly admits that
because large-scale energy producers “are covered by the EU Emissions Trading Scheme,” oYcial
renewables strategy has no provisions for setting large-scale energy production on a diVerent technological
path.15 The project of finding a “cost-eVective way of addressing global warming” through carbon markets
becomes incoherent insofar as creating the market framework necessary to make sense of the notion of
“cost-eVectiveness” entails losing touch with what is supposedly being costed.

11. Another “blowback” from cap and trade (or emissions trading proper) stems from the carbon
markets’ assumption of a specifiable price for carbon based ultimately on government determinations of
optimal “climatically safe” amounts of total rights in circulation and the commensuration of climate
damages with economic gains and losses. In words that could have equally have come from critics of the
Black-Scholes option-pricing equation, the Harvard economist Martin Weitzman has recently warned
Nicholas Stern about such assumptions:

“the climate-change economist can help most by not presenting a cost-benefit estimate for what is
inherently a fat-tailed situation with potentially unlimited downside exposure as if it is accurate
and objective—and perhaps not even presenting the analysis as if it is an approximation to
something that is accurate and objective …”16

Offsets

12. The disembedding problem seen in financial derivatives and carbon permits under cap and trade is
also evident in the “oVset” component of carbon markets (including the Certified Emissions Reduction
sector created by the Clean Development Mechanism [CDM]). Carbon credit investors themselves have
repeatedly been explicit that oVset economics does not select for a transition away from fossil fuels,17

something that renewable energy developers also complain about.18

13. Equally fatally, carbon oVset markets necessarily involve unworkable eVorts to domesticate, simplify
and quantify unknowns analogous to those that have resulted in the current financial crisis. In particular,
all carbon credit accounting (and thus carbon accounting tout court in any market that attempts to make
cap and trade allowances and carbon oVset credits fungible), relies on expert assessment of counterfactual
scenarios. Just as “quants” working in the derivatives markets disaggregate diVerent kinds of uncertainty
from their contexts, carbon accountants disentangle each carbon project from an imaginary “baseline”
presented not as indeterminate and dependent on political choice but as measurable, singular, determinate
and a matter for economic and technical prediction. This procedure can have no scientific basis19 and has
attracted even more professional ridicule than the risk management models that quants have attempted to
apply in the derivatives markets.20

14. In another parallel with the financial markets, the unverifiability of oVset quantification makes it
relatively easy for skillful and well-paid carbon accountants whose work is largely shielded from public
scrutiny21 to help fabricate huge numbers of pollution rights for sale to Northern fossil fuel polluters, who
have little incentive to inquire closely into their origin. At the same time, it makes impossible any distinction
between fraud and non-fraud, rendering any attempt at oVset regulation ultimately pointless.22

15. The resulting asset valuation problem that is being stored up is perhaps even more obvious than the
subprime mortgage problem was before the 2007–08 crash.23 The fact that oVset projects are having a net
negative eVect on climate change mitigation is provoking growing unease among carbon traders mindful of
the history of previous market bubbles. As in the financial sector, the impending breakdown is not helped
by the presence of powerful incentives to keep the problem concealed.24 “I guess in many ways it’s akin to
subprime,” Marc Stuart of EcoSecurities recently confessed to The Wall Street Journal in the wake of his
firm’s first stock crash. “You keep layering on crap until you say, ‘We can’t do this anymore.’”25

16. It would be technically impossible for market calculations of carbon gained and lost to take account
of the extent to which oVset projects undermine the raw materials for climate solutions; or, for that matter,
the other “opportunity costs” generated by the carbon markets, including the incalculable climatic impacts
of the markets’ disincentivizing of structural change in the industrial North. Yet, to borrow hedge fund
trader Richard Bookstaber’s words on the financial markets, these costs constitute “externalities for the
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entire … system that are hard to measure but dominate their apparent value.”26 This is one of the ways in
which what George Soros classifies as a problem of “reflexivity”27—militating against any tendency toward
equilibrium in financial markets—also applies to carbon oVset markets.

17. Another is the way in which baseline accounting procedures set up perverse incentives for credit
seekers (including host governments, credit buyers and consultant validators seeking future contracts) not
only to postulate but also to bring about “business as usual” scenarios which are the highest-emitting
possible, in order to make the proposed projects appear to be saving as much carbon as possible.28 The
blurring of the distinction between price incentives and prohibitions enshrined in legal codes, for instance,
entails incessant recalculation of project baselines and continual alteration in the number of credits
calculated. Carbon market accounting, like certain aspects of financial engineering, undermines its own
stability.

18. As in the risk markets, the transformation of global warming into a problem of capital management
has been accompanied and reinforced by erosion of the concept of conflict of interest, as criteria used to
gauge the eVectiveness of climate mitigation policy are increasingly influenced by private carbon
consultants, big permit buyers, bankers and fund managers. Barclays Capital, a major investor in the carbon
markets, boasts openly that “two of our team are members of the Methodology Panel to the Clean
Development Mechanism (CDM) Executive Board”, part of the UN carbon market’s regulatory body,29 of
which Lex de Jonge, head of the carbon oVset purchase programme of the Dutch government, is the vice
chair.30 Like credit ratings firms in the financial markets, private sector carbon auditors approved by the UN
have a strong interest in gaining future contracts from the companies that hire them; unsurprisingly, they
wave through an overwhelming majority of projects under review.31

19. Problematic also are the revolving doors between private carbon trading consultancies, government,
the UN, the World Bank, environmental organizations, oYcial panels, trade associations and energy
corporations. James Cameron, an environmental lawyer who helped negotiate the Kyoto Protocol, now
benefits from the market he helped create in his position as Vice Chairman of Climate Change Capital, the
boutique merchant bank. Henry Derwent, a former director of international climate change at the UK’s
Department for Environment, Food and Rural AVairs, who was responsible for domestic and European
climate change policies, is now president and chief executive of the International Emissions Trading
Association, a private industry alliance. Sir Nicholas Stern, author of the British government’s Stern Report
on Climate Change, has championed the initiative of his private firm, IDEACarbon, to set up a carbon credit
ratings agency—which will be subject to the same type of conflict of interest that earlier aZicted Moody’s
and other credit ratings agencies that depended for their income on the companies whose products they
are rating.32

20. In addition, regulatory capture of the type familiar from recent analyses of the financial crisis is a
structural problem with carbon markets. As one principal of a carbon asset management firm who is also
a member of the UN’s CDM methodology panel noted at an industry meeting in London in October 2008,
“I helped set the rules; now my firm plays by those rules.”33 European Commission coordinator for carbon
markets and energy policy Peter Zapfel, a disciple of US economist-advocates of pollution trading and an
instrumental figure in convincing European bureaucrats and governments to commit themselves to carbon
trading,34 has urged, like many financial derivatives traders and regulators, “cross-fertilization between
regulators and regulated”.35 “I don’t see us as police,” the chair of the CDM Executive Board confirmed in
2007.36 In the unregulated “voluntary” markets for carbon credits, where buyers seek credits for reasons
other than legal compliance, Alan Greenspan’s and Robert Rubin’s now-discredited concept of “private
regulation” is even more deeply entrenched. Laurent Segalen, formerly a carbon trading manager at the
failed Lehman Brothers investment bank, expressed a wide consensus when he aYrmed that “traders should
be the ones designing and determining the standards.”37 As in the finance sector, however, such phenomena,
together with the erosion of the concept of conflict of interest itself, is less a cause of the carbon market’s
problems than a symptom of broader trends; regulation against conflict of interest would, by itself, only
begin to touch the underlying issues.

21. As “climate benefits” have become abstract and objectified, finance has moved in to dominate
particularly that segment of the carbon oVset market whose products are easiest to calculate, but which are
arguably of least value to climate change mitigation—HFC and N2O projects, coal mine methane, landfill
gas, and so forth. (See Table for the prominence of specualtors in CDM oVset trading generally.) All are
projects with no clear benefits for the type of systemic social and infrastructure transformation associated
with the project of phasing out fossil fuels. The parallel with financial engineering is clear. The more the drive
to make everything calculable is indulged, the more systemic instability tends to rear its head.
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Table

TOP 20 KYOTO MARKET CARBON CREDIT BUYERS (NUMBER OF PROJECTS)

Buyers (sector) No. of projects

EcoSecurities (carbon finance, brokerage and consulting) 296
Carbon Asset Management Sweden (carbon finance) 132
AgCert (carbon finance) 97
EDF Trading (carbon finance) 87
IBRD (banking) 84
RWE (utilities) 80
Cargill International (agribusiness) 78
Mitsubishi (technology) 72
Trading Emissions (carbon finance) 68
ENEL (utilities) 63
Vitol (oil trading) 60
MGM Carbon Portfolio (carbon finance) 59
Agrinergy (carbon finance) 58
Carbon Resource Management (carbon finance) 57
CAMCO (carbon finance) 56
Marubeni (carbon finance) 53
Kommunalkredit (banking) 53
Essent Energy Trading (carbon finance) 51
Climate Change Capital (carbon finance) 44
Energy Systems International (carbon finance) 43

Source: UNEP Risoe Centre, www.cdmpipeline.org

22. The stupendous complexity of new financial instruments such as collateralised debt obligations
(CDOs) is in some ways matched by that of carbon trading, with its reams of additionality calculations,
diversity of carbon credits, daunting monitoring and legal requirements and crowd of acronyms. In addition,
there is a good deal of direct overlap. Carbon options have been used since 2005 and there are now swaps
between Clean Development Mechanism credits and EU allowances, allowing more liquidity and larger
positions. Proposals to securitize carbon credits (as a new “asset class”) have been made at least since 2007,38

and EcoSecurities invented a CDO-type instrument for carbon in 2008. The Chicago Climate Futures
Exchange, a subsidiary of the Chicago Climate Exchange, already oVers a futures contract based on
emissions allowances under an anticipated US federal cap and trade scheme.39 The resulting obscurity of
carbon trading, like that of trading in the new financial instruments, functions politically to hide hazards
from the public, from regulators, from government, and even from many market players.40

23. The endemic failure of financial-sector “quants” to come to terms with the potential large impacts of
various unknowns on price movements, take account of the on-the-ground realities of mortgage holders in
low-income neighbourhoods of US cities, or give weight to well-tried conceptions of “safety first” is mirrored
by the inability of carbon-sector “quants” to achieve or maintain contact either with climatic uncertainties
or the social or biophysical realities of specific carbon oVset projects. In both cases, second-order ignorance
exacerbates the dangers: isolated by background and by their location in financial districts, quants tend not
to be aware that they are not aware. In 2008, for example, Richard Sandor of the Chicago Climate Exchange
was quoted approvingly in The New Yorker magazine endorsing schemes to commodify native forests in the
global South for use as marketable sinks for industrial carbon dioxide. “They are slashing and burning and
cutting the forests of the world. It may be a quarter of global warming and we can get the rate to two per
cent simply by inventing a preservation credit and making that forest have value in other ways. Who loses
when we do that?”41 The misconceptions about forest destruction and forest politics that this confident
statement exemplifies have been thoroughly discredited in thousands of scholarly publications over the last
two to three decades,42 and the implications often drawn for carbon accounting. Yet the statement is
characteristic of “quantism” in both financial and carbon markets. Ignorance and destruction of various
classes of knowledge has become functional and structural, not accidental, in ways that not even 1920s critics
of finance such as Keynes and Tawney might have foreseen.

1 March 2009
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Memorandum submitted by the Carbon Trade Watch, Transnational Institute

Summary

— The EU Emissions Trading Scheme (EU ETS) has so far failed to reduce emissions, while the use
of oVset credits serves to conceal this lack of progress.

— Emissions trading presumes that a price signal will be established by the market and that this will
shift investments towards low-carbon technologies. This has failed to happen in phase I and II of
the EU ETS, which have been best by volatility and price collapses.

— These failings are not caused by teething problems, but are symptomatic of the extreme diYculties
of assessing the value of “carbon,” which is a commodity that bears little relation to any single real
world object. More generally, the scheme over-estimates the capacity of price to achieving
structural change in energy production and industrial practice.

— The need to render a broad range of diVerent industrial processes and sinks commensurate in order
to create a functioning carbon market raises serious concerns about its environmental integrity.

— The introduction of “oVset” credits into cap-and-trade markets further weakens their
environmental integrity, and raises significant social justice concerns.

— Proposals to expand emissions trading globally assume that greater liquidity will stabilise carbon
prices. However, the current problems with carbon markets neither stem from nor will be solved
by a lack of liqudity.

— Existing measures to “link” the EU ETS cap-and-trade and CDM oVset markets result in a “hole”
in the EU’s cap on emissions. New sectoral and “no lose” schemes could potentially widen this
hole.

— EVorts to globalise carbon markets should therefore be abandoned, and emissions trading should
be replaced at the earliest opportunity.

About Carbon Trade Watch

1. Carbon Trade Watch has monitored the development of emissions trading and carbon oVset markets
since 2002. We welcome the current Environmental Audit Committee inquiry into the role of carbon markets
in preventing dangerous climate change.

2. Carbon Trade Watch is a project of the Transnational Institute (TNI), an international research and
advocacy organisation registered as a non-profit foundation in The Netherlands. Carbon Trade Watch
researchers are based in the UK, The Netherlands and Spain.

3. Carbon Trade Watch also plays an active role in a number of addressing international climate policy
and carbon financing. It is a co-founder of the international Durban Group for Climate Justice.

The EU Emissions Trading Scheme (EU ETS) and actual emissions

4. OYcial data on actual emissions in the EU shows that the ETS is being used to conceal significant
shortfalls in domestic emission reduction eVorts. In particular, data from the European Environment
Agency shows that the EU-15 is on track to meet only 3% of its 8% reduction target (equivalent to 38% of
the cuts needed) domestically—with the remainder “bought” through oVset credits.

5. This figure should be set against the lack of ambition in the Kyoto target (a 5.2% decrease in Annex I
emissions from 1990 levels); its failure to account for international aviation and shipping at all (compounded
by the inaction of the IMO and ICAO, the relevant UN bodies); and the continuing “outsourcing” of
emissions to non-Annex I countries (also referred to as “emissions embodied in trade”).

6. The reliance on oVsets to fill the gap in domestic actions is taking place irrespective of clear evidence
that non-Annex 1 countries do not have extra “reduction” capacity that can be counted as equivalent to
domestic action in the EU. In fact, the EU itself estimates that developing country emissions will continue
to rise by 166% from 1990 levels by 2020. It is unlikely (and unjust, given current per capita emissions and the
burden of historical responsibility for carbon emissions) that reductions will be achieved in these countries at
a level adequate to meet the challenge of dangerous climate change without far greater domestic
commitments by the UK and other Annex I countries. OVsetting obscures and delays such action.

7. The counting of aVorestation and deforestation towards domestic emissions reductions targets further
obscures the lack of ambition. Although these are currently a relatively insignificant factor in emissions
trading, the potential use of forest-based carbon credits (generated by REDD schemes) would introduce a
significant new loophole that would undermine attempts to decarbonise the economy.
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8. It should also be noted that the UK and EU 2 degree target, based on a projected stabilisation at 450
ppm/CO2 equivalent, is inconsistent with much of the scientific evidence on carbon emissions that has
emerged since the IPCC 4th Assessment Report.

The record of the EU ETS and prospects for the future

9. The first phase of the EU ETS was widely acknowledged to be “over-allocated”—in other words, more
credits were handed out than were needed to meet emissions reduction commitments. In environmental
terms, therefore, it failed to achieve what it intended. The EU sought to justify this initial failure by branding
the first phase as a period of “learning by doing,” the suggestion being that a similar collapse would not
aVect subsequent phases of the scheme. Prices for EUAs in the second phase began more strongly, peaking
at close to ƒ31 in 2008. They have subsequently crashed again, however, and now stand at around ƒ10.

10. Emissions trading is premised on there being a “price signal” to encourage a change towards more
environmentally sustainable industrial practices. The collapse of EUA prices in both the first and second
phases of the scheme indicates that this is not working. Moreover, the explanation of these collapses—as well
as for the high degree of volatility within the carbon market—suggests that the problems are fundamental to
the design of carbon markets themselves.

11. The main failings in the first phase related to over-allocation, a problem compounded by the inability
to “bank” credits. Over-allocation is a persistent problem with cap-and-trade schemes. In the initial phases,
against a backdrop of poor data on actual emissions, companies were able to talk up their existing level of
emissions in order to minimise their “reduction” commitments under the scheme. The influence of heavy
lobbying helped ensure that the first phase ended with more EUAs than existing emissions levels.

12. The availability of better emissions data may resolve aspects of this problem, but the broader issue
has not gone away (and it is worth noting that monitoring and verifying emissions does not require that there
be a carbon market). In particular, the potential use of CERs (credits from CDM oVset schemes) in phase
II, via the Linking Directive, is far greater—these were not a factor in phase I due to low EUA prices and
delays in establishing registries to exchange EURs and CERs.

13. The banking of credits from the 2008–12 period for future use could also aVect the environmental
integrity of emissions trading. Through a combination of “hot air” credits (emissions reductions from
Ukraine and Russia due to industrial decline and restructuring since the 1990 baseline established by the
Kyoto Protocol) and the US non-ratification of Kyoto, there is likely to be a significant surplus of Assigned
Amount Units (AAUs, Kyoto reduction units) by 2012. The banking of such credits would represent a
serious loophole in any post-2012 scheme—allowing historical reductions as a result of economic
restructuring in the former Soviet bloc to be counted as equivalent to future domestic actions by the UK
and other Annex I countries.

Impacts of economic recession on the workings of the EU ETS

14. The recent price collapse (in the ETS phase II) was triggered by the current recession. A number of
companies and sectors have found that their emissions are reducing as a result of lower output, so are
downgrading their assumptions about how many EUAs they need. In addition, the sale of EUAs (which
were predominantly allocated for free) has been used to achieve a short-term capital injection.

15. Short-term emissions reductions as a result of the recession are not the same as pro-active changes in
how power is generated or how goods are produced. For the ETS to work, it is presumed that a price will
be set that is suYcient to encourage changes in industrial practice. The current price is too low to aVect such
a change.

16. Potential responses to this problem might include setting a price floor beyond which governments
would intervene to purchase credits in the hope of driving up the price—or similar measures to revive the
market. However, these would be a disproportionately expensive use of finance to tackle climate change,
and would prove far less eVective than equivalent investments to directly fund the development of clean
technologies and renewable energy. Moreover, such measures would do nothing to tackle the existing
problems of environmental integrity that beset the carbon market.

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

17. Interventions premised upon maintaining a carbon price fail to address a more fundamental problem:
the inadequacy of price as a means to achieve the structural changes needed to tackle climate change.

18. Aside from the current price collapse and continued volatility—which have undermined the “price
signal”—the ambition for what carbon markets can achieve as a policy instrument is not commensurate with
the scale of the climate change problem. Based on assumptions of carbon prices far higher than their present
levels, some advocates for the EU ETS argue that it should lead to a switch in energy production from coal
to gas. However, this should be set in context: a significant shift of this nature took place in the UK prior
to the introduction of carbon markets; other factors (including energy security concerns and coal/gas price
diVerentials) mitigate against such a switch; and the rebranding of coal as “clean”—including the potential
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use of ETS auction revenues to develop “CCS ready” plants—could contribute to an increased reliance on
coal. Above all, it should be noted that a fuel switch from coal to gas is not a “decarbonisation of the
economy,” but merely the continuation by other means of a system based on fossil fuels.

19. Even if the EU ETS resulted in greater use of gas to power the energy sector, which is not at all clear,
the kind of emissions reductions achieved through this in the short term have to be weighed against the
longer-term implications for energy policy. The carbon market facilitates the cheapest cuts, but these can
also “lock in” technologies that are unsustainable in the longer term. The main lesson here is that such
changes are not an adequate substitute for a domestic policy agenda that incentivises and regulates for a
swift transition to renewable energy.

20. The presumption that the market will become more stable as it matures should also be treated as just
that—a presumption. The extension of emissions trading to new gases, sectors and installations in phase III
of the ETS, as well as the likely shift from brokered exchanges to more complex financial instruments to
repackage and sell on carbon credits, can also be seen as oVering greater potential for gaming and arbitrage.

21. This is not simply a problem of price, but of the environmental integrity of the scheme. In order to
create “carbon” as a tradeable commodity, a series of diVerent greenhouse gases with variable equivalences,
and subject to complex and imprecise measurements (often with large error bands) are treated as though
they were the same. Furthermore, to make the market function, a broad range of very diVerent activities are
treated as equivalent—although it makes little sense, whether judged scientifically or in terms of their social
impacts, to treat the burning of coal or oil as equivalent to the building of more hydro-electric dams, the
capture of the methane in coal mines, or the planting of trees.

22. The result of these abstractions is that vital knowledge about how to tackle the climate crisis in a just
manner gets lost. Emissions trading encourages a framing of climate change policy in predominantly
financial terms, and encourages a selection of emissions reduction responses on grounds of monetary value
rather than environmental eVectiveness and social justice.

EVects of the expansion of the EU ETS to encompass aviation

24. The treatment of aviation within the EU ETS clearly demonstrates the problem of how the need for
a single tradeable commodity (carbon) obscures diVerential environmental impacts. Emissions from
aviation arise from CO2, nitrous oxide, water vapour, sulphate and soot particles, and their impact is
compounded by the formation of contrails. Some studies show these combined impacts to be far greater
than the impact of CO2 alone, yet the proposed introduction of aviation into the ETS tackles only CO2

emissions. In eVect, the carbon market provides a means to “oVset” aviation with a series of cheaper
reductions in CO2 emissions in other sectors—but the environmental impacts are vastly diVerent. (For
reasons explained above, this could not simply be resolved by factoring in other gases as part of the ETS
calculation, since this would create further problems in calculating equivalences with a series of other
perverse eVects).

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

25. The ability to use CDM and oVset credits within the ETS undermines the environmental integrity of
the scheme. While cap and trade in theory limits the availability of pollution permits, oVsets projects are a
licence to print new ones—creating a “hole” in the cap.

26. The CDM is zero sum at best, moving “emissions reductions” from countries with binding
commitments under the Kyoto Protocol to those without, rather than reducing emissions as such. However,
various studies have shown a significant proportion of CDM projects to be “non-additional”—in other
words, they do not involve measures to reduce emissions that would not have already happened, despite their
being treated as directly equivalent to actual reductions. A recent survey by the NGO International Rivers
found that 76% of projects were already completed by the time they were approved as eligible to sell credits.
The CDM also has significant failings with respect to social justice (as documented at
www.carbontradewatch.org).

27. At present, the upper limit for the use of JI/CDM credits is oYcially stated at 50%. However, the
EVort Sharing Decision (which relates to allocations within the EU), as well as plans for sectoral carbon
markets and OECD-linked carbon markets, significantly complicate this picture. Our initial estimates
suggest that the real figure for potential use of CDM credits in the EU ETS phase 3 could be above 70% of
the total reduction target.

Development of a global carbon market

28. The EU Commission, in its January 2009 Copenhagen Communication, advocates the creation of an
OECD-wide carbon market by the year 2015. The stated objective is the eventual creation of a global carbon
market, on the assumption that greater liquidity would stabilise prices and reduce the potential for “carbon
leakage”. The current problems with emissions trading do not stem from a lack of liquidity, however, so there
is little reason (beyond blind faith) to assume that they can be solved by simply expanding the market.
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29. On the contrary, the further extension of carbon markets carries with it further risks. One of the
underlying problems with emissions trading is that it invents a single commodity (“carbon”) out of a widely
diVering set of power generation techniques, industrial processes, as well as rendering these equivalent with
“sink” projects (such as tree planting). This obscures the very diVerent social impacts of such projects, and
the diVerent trajectories that they set out in terms of the transition to a low-carbon economy. The net result
is that emissions trading de-localises and ultimately obscures the process of measuring overall progress
towards emissions reductions. This problem, and associated problems of gaming the system, are likely to be
exacerbated by the expansion towards a global carbon market, since it would require a still greater diversity
of distinct activities to be falsely rendered equivalent.

30. The proposal from the EU Commission to develop sectoral carbon markets, including those
containing “no lose” targets, further complicates the picture. Such markets are presented by the EU as an
intermediate step towards the development of cap and trade schemes. In fact, they oVer an opportunity to
rapidly expand the scope of carbon trading, brushing aside the “additionality” requirement of the CDM in
favour of a potentially even weaker “benchmarking” approach. The EU states that, under such a scheme,
“credits could be awarded for beating reinforced ambition levels, while no penalties would be imposed for
missing these ambition levels.” Aside from the question of whether these are envisaged as oVset credits, such
schemes introduce a significant perverse incentive for governments and industrial sectors covered by such
schemes to talk down their “ambition” in order to then heighten the level of credits awarded for meeting
these unambitious ambitions at a later date.

Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

31. Carbon Trade Watch research on carbon markets since 2002 indicates that they are not reducing
emissions, and that there are fundamental structural problems that render them highly unlikely to work in
future. In light of this, we conclude that emissions trading should be replaced at the earliest opportunity.

32. Depending on how it is designed, carbon taxation may be preferable to carbon trading, but there
should be a similar caution attached to any over-ambition for the eVectiveness of such measures. There is
no simple, single “solution” to achieving the structural changes required to tackling the climate change
problem. However, a broad range of eVective approaches do exist—including various forms of regulation,
financial and non-financial incentives, and education initiatives, as well as broader paradigmatic changes in
how “development” and economic success are conceived.

2 March 2009

Memorandum submitted by the World Development Movement

1. Introduction

1. The World Development Movement (WDM) campaigns to tackle the root causes of poverty. With our
partners around the world, we win positive change for the world’s poorest people. We believe that charity
is not enough. We lobby governments and companies to change policies that keep people poor. WDM is a
democratic membership organisation of 15,000 individuals and 70 local groups.

2. We welcome the Environmental Audit Committee’s decision to hold an inquiry into the role of carbon
markets in preventing dangerous climate change. Given limited time and space, we focus on the following
issues set by the inquiry: “prospects for the success of Phase III of the EU Emissions Trading Scheme (ETS)”,
“the robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean
Development Mechanism (CDM), and the issues around linking them to cap and trade schemes”, “eVects
of the expansion of the EU ETS to encompass aviation”, “the relationship between emissions credits and
the UK carbon budgets set up under the Climate Change Act” and “transparency of and justification for
counting the purchase of emissions credits (especially from “oVset” schemes) as decreasing emissions from
the UK”.

3. In summary:

“Prospects for the success of Phase III of the EU Emissions Trading Scheme (ETS)” and “the
robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean
Development Mechanism (CDM), and the issues around linking them to cap and trade schemes”

— Phase III of the EU ETS will do little to cut emissions in Europe, partly because of the use of
CDM credits to oVset emissions.

— Support to developing countries needs to be in addition to large cuts in emissions in the UK
and EU, not instead.

— CDM credits have little, if any, impact on reducing emissions in developing countries.
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— CDM credits can exacerbate environmental and social harm.

“The relationship between emissions credits and the UK carbon budgets set up under the Climate
Change Act” and “transparency of and justification for counting the purchase of emissions credits
(especially from ‘oVset’ schemes) as decreasing emissions from the UK”.

— There is no justification for counting CDM credits as contributing to reducing UK emissions.

— The EU ETS will not reduce UK emissions as needed under the Climate Change Act.

— Additional policies in sectors covered by the ETS, particularly electricity, are needed to ensure
the UK is making large cuts in its own emissions.

“EVects of the expansion of the EU ETS to encompass aviation”

— Including aviation in the EU ETS will do little to reduce emissions either in the aviation sector
or other sectors.

— Including aviation in the EU ETS will not ensure the UK meets its targets to reduce emissions.

— Additional policies are needed to prevent the growth in aviation, such as refusing applications
for new runways and introducing higher taxes on aviation.

2. “The prospects for the success of Phase III of the EU ETS” and “The robustness and eVectiveness of “oVset”
schemes (ie those without a cap), such as the Clean Development Mechanism (CDM), and the issues around
linking them to cap and trade schemes”

4. The EU energy and climate package agreed in December 2008 states that in Phase III of the EU ETS,
from 2013–20, around 50% of required reductions can be made through buying CDM credits, rather than
reducing the EU-wide cap in emissions. One of the key issues which will therefore prevent the EU ETS from
cutting emissions in Phase III is the use of CDM credits.

5. Under the agreement on Phase III of the ETS, the ETS cap will be reduced by 21% on 2005 levels by
2020.1 In contrast, sectors not covered by the cap will reduce emissions by 10% on 2005 levels. Across all
sectors, EU emissions will be reduced by 14% on 2005 levels and 20% on 1990 levels.2

6. However, the agreement states that 50% of the required reduction in emissions in the ETS from 2008
to 2020 can be met through buying CDM credits rather than reducing emissions in Europe.3 Furthermore,
CDM credits can be banked from Phase II over to Phase III. Because of the recession, CDM credits are less
likely to be used in Phase II, meaning that in Phase III CDM credits are likely to account for more than half
of the required reduction in emissions under the ETS. There is a similar allowance for 50% of reductions
required by non-ETS sectors to be met through buying CDM credits rather than cutting emissions in
Europe.

7. This means European emissions in sectors covered by the ETS will fall by just 10% on 2005 levels by
2020. Overall EU emissions will fall by just 7% on 2005 levels, or 10% on 1990 levels. In contrast, the
Intergovernmental Panel on Climate Change has said rich countries need to reduce emissions by 25–40%
on 1990 levels, to keep the increase in global temperatures to between 2–2.4)C.4 To keep global temperatures
to 2)C or below, the stated aim of the EU and the UK government, requires larger cuts in emissions.

8. The fact that Phase III of the EU ETS will do little to cut emissions is highlighted by infrastructure
decisions currently being taken by energy companies. In the UK, there has been one application to build a
new unabated coal power station at Kingsnorth in Kent, and plans are being discussed for further unabated
coal power plants at Tilbury, Ferrybridge, Blyth, Longannet and Hunterston. As the EAC said in a
previous inquiry:

“the government is wrong to rely on the EU ETS cap to excuse the increase in emissions that would
derive from the new unabated coal-fired power stations. Emissions in the EU ETS do not disappear—
they must be accounted for somewhere. The EU ETS is a mechanism designed to reduce emissions;
using it as a cover for choosing high-emissions technology goes against the purpose of the scheme.”5

9. The price for CDM oVset credits is predicted to be low until 2020. It is therefore likely that EU
industries in the ETS will use as many CDM credits as they can, rather than buy EU permits (see Table 1
below).
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Table 1

COMMITTEE ON CLIMATE CHANGE PREDICTIONS OF CDM AND ETS PRICES UP-TO
20206

Year CDM oVset credit price EU ETS allowance price projections
projections (central case) (ƒ) (low reference case) (ƒ)

2010 14 24
2015 12 30
2020 16 38

10. Buying credits from outside Europe assumes that climate change can be tackled by reducing emissions
in developing countries instead of reducing emissions in the UK and Europe. In reality, cuts in developing
countries have to be in addition to the cuts required of industrialised countries. Industrialised countries
currently account for 54% of global CO2 emissions, whilst containing 20% of the world’s population.
Developing countries account for 46% of CO2 emissions, and have 80% of the world’s population.7

11. To meet global emission reduction targets to prevent dangerous climate change, industrialised
countries like the UK have to reduce emissions by around 40% by 2020 and more than 80% by 2050. And
some developing countries have to be assisted in halting their growth in emissions, and in the future reducing
them. Such help has to be in addition to large cuts in emissions in rich countries, not instead of cuts in rich
countries.

12. The UK Committee on Climate Change has said: “rich developed economies need to start
demonstrating that a low-carbon economy is possible and compatible with economic prosperity, in order to gain
developing country commitment to long-term emissions reductions, and need to start driving the technologies
and energy eYciency improvements which will make a low-carbon economy possible. They can only do this by
employing measures which drive down emissions in rich developed economies rather than relying solely on
purchased credits.”8

13. The flooding of the EU ETS with CDM credits will prevent any significant cuts in emissions within
Europe, unless additional policies outside the ETS are followed. However, there are also further problems
with how the Clean Development Mechanism works, which we address below:

2.1 The Clean Development Mechanism does not necessarily reduce emissions in developing countries

14. Under the CDM the largest number of carbon credits has been generated by projects claiming to
reduce the potent greenhouse gas HFC-23,9 rather than CO2. One study has found that the value of credits
given to HFC-23 projects at current carbon prices is ƒ4.7 billion. However, an estimate of the cost of
technology needed to capture and destroy the same amount of HFC-23 is ƒ100 million.10 Around ƒ4.6
billion has been generated in profit by HFC-23 generating plants, which could then further expand their
operations with the reinvestment of this profit.11

15. For example, one Indian chemical company, SRF, made ƒ87 million from the sale of carbon credits
in 2006–07. Ashish Bharat Ram, managing director of SRF, claimed: “Strong income from carbon trading
strengthened us financially, and now we are expanding into areas related to our core strength of chemical and
technical textiles business.”12

16. A Joint Committee of the UK Parliament has said that: “the economic incentives oVered by the CDM
[Clean Development Mechanism] appear actually to be encouraging the building of refrigerant plants in the
developing world, simply in order that the HFC by-products from the plant can be incinerated, and the credits
generated from this sold at a large profit.”13

17. The Committee on Climate Change has said: “there remain concerns as to whether oVset credits can
ever be as certain a form of emission reduction as domestic reductions. While the procedures for the approval
and monitoring of CDM projects are being continually improved, any system of credits for reduction against
a hypothetical business-as-usual scenario, is inherently less robust than a cap and trade system where reductions
are required in the certifiable total of all emissions.”14

18. A report by International Rivers Network found that three out of four CDM projects were already
up-and-running by the time they were approved to generate CDM credits, strongly suggesting that the
projects would all have happened anyway.15 David Victor from the Californian University concludes from
his research that: “It looks like between one and two thirds of all the total CDM oVsets do not represent actual
emission cuts.”16 On a public platform at the UNFCCC meeting in Poznan in December 2008, one European
Commission oYcial admitted that at least 40% of CDM projects are not additional to what would otherwise
have happened.17

19. A report by the US Government Accountability OYce to Congress says the CDM’s “eVects on
emissions are uncertain … available evidence suggests that some oVset credits were awarded for projects that
would have occurred even in the absence of the CDM”.18
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20. There are further questions over whether CDM projects produce actions that would not have
happened anyway. For example, because of a perceived over-reliance on coal as an energy source, China has
implemented a new policy of promoting hydro, wind and gas power stations. But even though it is Chinese
government policy to promote hydro, wind and gas power, virtually all new hydro, wind and hydro power
stations in China are applying for CDM credits.19 Around 60% of Chinese CDM accredited projects in 2007
were wind, hydro or gas.20

2.2 The negative impacts of CDM funding

21. Carbon credits are produced on the basis of having a positive climate change impact. Yet carbon
credits are sold by private companies which are normally unaccountable to the communities in which they
seek to implement their projects. Unfortunately, there are already examples of carbon credit projects
exacerbating social harm.

22. The Indian state of Gujarat is one of the most industrialised states in India. Between 2006 and
February 2008, 19 projects in Gujarat qualified to receive carbon credits under the Clean Development
Mechanism. Of these, 13 (68%) are to reduce HFC-23 emissions from factories (see above on HFC-23
projects). In total, the 19 projects are claimed to have reduced emissions by 12.5 million tonnes of CO2eq.21

23. The Gujarati NGO Paryavaran Mitra says that some of the industries funded by CDM produce toxic
or hazardous local pollution. The reinvested profit from CDM allows these industries to expand their
operations, producing more local pollution, without any regulation of the impacts. Mahesh Pandya from
Paryavaran Mitra says: “It is unjust that the rich are allowed to emit whilst paying for more pollution for
the poor.”22

24. In summary:

— Phase III of the EU ETS will do little to cut emissions in Europe, partly because of the use of CDM
credits to oVset emissions.

— Support to developing countries needs to be in addition to large cuts in emissions in the UK and
EU, not instead.

— CDM credits have little if any impact on reducing emissions in developing countries.

— CDM credits can exacerbate environmental and social harm.

3. “The relationship between emissions credits and the UK carbon budgets set up under the Climate Change
Act” and “transparency of and justification for counting the purchase of emissions credits (especially from
“oVset” schemes) as decreasing emissions from the UK”

25. Section 2 above set out the case against counting CDM credits towards reductions in UK emissions.

26. The Committee on Climate Change has to advise the UK government on a limit on the number of
international oVset credits which can count towards achieving the UK’s targets under the Climate Change
Act. However, explicitly excluded from this limit are credits purchased from within the EU ETS. Therefore,
all CDM credits bought by UK companies to meet targets under the ETS will count towards meeting UK
reduction targets, but will not count towards any limit set by the UK government.

27. In December 2008, the Committee on Climate Change said that:

— “there should be no limit to the extent to which allowances purchased by the private sector from
within the EU ETS should count towards the UK budget”; and

— “there should be a quantitative limit placed on oVset credits which can count towards the UK
budget, with this limit covering both oVset credits purchased by the UK private sector within the
EU ETS, and any purchases of oVset credits by the UK government”.23

28. However, as explained above, the large number of CDM credits now set to be included in the EU ETS
means that there is no distinction between allowances purchased by the private sector within EU ETS and
CDM credits. Half of the credits purchased to reduce emissions will be CDM credits. If UK companies are
restricted in purchasing CDM credits, then the eVect will be that other European companies will be able to
purchase more CDM credits, and the net impact will be the same.

29. The UK government has to recognise that the EU ETS will not reduce emissions in the UK as required
to prevent dangerous climate change. For instance, the Committee on Climate Change has said that the UK
electricity sector needs to be decarbonised by 2030, starting now,24 but this will not happen if the EU ETS
is relied on to make this happen. Therefore, additional policies are needed beyond the EU ETS.

30. In summary:

— There is no justification for counting CDM credits as contributing to reducing UK emissions.

— The EU ETS will not reduce UK emissions as needed under the Climate Change Act.

— Additional policies in sectors covered by the ETS, particularly electricity, are needed to ensure the
UK is making large cuts in emissions.
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4. EVects of the expansion of the EU ETS to encompass aviation

31. The UK government argues that expansion of aviation, such as new runways at Heathrow and
Stansted airports, is partly justified because aviation’s inclusion in the EU’s Emissions Trading Scheme
means that the sector will need to pay to reduce emissions in other sectors in Europe. The reasoning is that
total UK emission reduction targets can still be met if aviation pays for extra emissions reductions in other
sectors whilst continuing to grow. Including aviation in the European Union’s Emissions Trading Scheme
(ETS) is the mechanism for this to happen. In Table 2 we set out theoretically how this could work to meet
the UK’s probable target of reducing greenhouse gas emissions by 42% by 2020 on 1990 levels.25

Table 2

THEORETICAL EFFECT ON UK EMISSIONS IN 2020 OF AVIATION BEING INCLUDED IN
THE EU EMISSIONS TRADING SCHEME

Year Non-aviation Aviation emissions Extra reductions Total emissions Percentage
emissions (CO2eq) (CO2eq, multiplier aviation needs to (CO2eq) reduction on

of 1.9) buy from other 1990 levels
sectors (CO2eq) (CO2eq)

1990 776.3 32.1 0 808.4
2004–06 659.1 69.7 0 728.8 9.8%
2020 450.3 (42% reduction 95.626 77 468.927 42%

on 1990 levels)

32. In this example, non-aviation sectors reduce their emissions by 42% on 1990 levels by 2020. Aviation
emissions grow in line with UK Department for Transport predictions. For the UK to still reduce total
emissions by 42% by 2020, aviation emissions would need to actually be reduced by 42% on 1990 levels by
2020; taking aviation emissions down to 18.6 million tonnes of CO2eq. Therefore, aviation needs to pay to
reduce emissions by a further 77 million tonnes of CO2eq (95.6—18.6 % 77) on top of the cuts other sectors
will already be making. Total UK emissions would be 468.9 million tonnes of CO2eq in 2020, a 42%
reduction on 1990 levels.

33. However, there are three reasons why the inclusion of aviation in the EU ETS will not lead to this
reduction in emissions, and so government policy will not be met. We set these out in turn below.

4.1 Permits allocated based on emissions in 2004–06

34. From 2013, the aviation sector will be allocated permits to emit equivalent to 95% of the sector’s
average emissions from 2004 to 2006.28 For UK aviation this is 66.2 million tonnes of CO2eq. The growth
in aviation emissions from 1990 to 2004–06 is not accounted for. Whilst aviation will have to pay for
reductions in other sectors for emissions above 2004–06 levels, it will not have to do so for emissions growth
before 2004–06. However, UK, EU and global targets for emission reductions work on a baseline of 1990.
In the UK, aviation emissions were 32.1 million tonnes of CO2eq in 1990, compared to the annual average
of 69.7 million tonnes of CO2eq for 2004 to 2006, a growth of 117%.

35. Furthermore, aviation will be allocated the same level of permits every year; it will not have to reduce
emissions. In contrast, every other sector in the EU ETS has been allocated permits based on emissions in
1990 minus a reduction target, and permits allocated or auctioned will continue to fall every year.

36. By 2020, aviation will only have to pay to reduce any emissions over 95% of 2004–06 levels (66.2
million tonnes of CO2eq). Based on Department for Transport estimates of aviation emissions growth,
aviation will emit 95.6 million tonnes of CO2eq by 2020, and so will need to purchase permits to emit 29.4
million tonnes of CO2eq, rather than 77 million tonnes as highlighted in the hypothetical example above.
(see Table 3 below). Aviation does not have to pay for the growth in aviation emissions between 1990 and
2004–06 to be reduced elsewhere. Neither does aviation have to contribute to emission cuts below 1990
levels, unlike every other sector. The overall impact of this is that total UK emissions will be cut by 36%
rather than 42%, even with every sector other than aviation cutting by 42%.

Table 3

EFFECT ON UK EMISSIONS IN 2020 OF PERMITS BEING ALLOCATED FOR AVIATION ON
2004–06 EMISSIONS

Year Non-aviation Aviation emissions Extra reductions Total emissions Percentage
emissions (CO2eq) (CO2eq, multiplier aviation needs to reduction on

of 1.9) buy from other 1990 levels
sectors (CO2eq)

1990 776.3 32.1 0 808.4
2004–06 659.1 69.7 0 728.8 9.8%
2020 450.3 (42% reduction 95.629 29.4 516.5 36.1%

on 1990 levels)
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4.2 Only CO2 emissions from aviation will be included in the EU ETS

37. Only CO2 from aviation will be included in the emissions trading scheme; non-CO2 impacts will not.
This means that rather than having to buy permits to cover the growth in all its emissions, the aviation sector
will only need to buy permits to cover the growth in CO2 emissions. This is 13.6 million tonnes of CO2

between 2004–06 and 2020 rather than 25.9 million tonnes of CO2eq (see Table 4 below). The increase in
non-CO2 impacts of aviation will not be reduced elsewhere. Because the non-CO2 impacts of aviation are
not included, adding the eVect of this to the loophole in section 4.1 shows that total UK emissions will be
cut by 34% rather than 42%, even with every sector other than aviation cutting emissions by 42%.

Table 4

EFFECT ON UK EMISSIONS IN 2020 OF PERMITS BEING ALLOCATED FOR AVIATION ON
2004–06 EMISSIONS, AND ONLY ADDRESSING CO2 EMISSIONS

Year Non-aviation Aviation emissions Extra reductions Total emissions Percentage
emissions (CO2eq) (CO2eq, multiplier aviation needs to reduction on

of 1.9) buy from other 1990 levels
sectors (CO2eq)

1990 776.3 32.1 0 808.4
2004–06 659.1 69.7 0 728.8 9.8%
2020 450.3 (42% reduction 95.630 13.6 532.3 34%

on 1990 levels)

4.3 Use of credits from outside the EU

38. Airlines do not have to pay for equivalent emissions reductions “in other sectors” in Europe. Aviation
will be free to trade within the main EU ETS, which means aviation can meet its emissions through buying
permits from outside the EU generated by Clean Development Mechanism (CDM) projects.

39. Assuming that the aviation sector buys half of its extra permits from outside Europe,31 this means
that rather than needing to buy permits to emit 13.6 million tonnes of CO2 from other sectors in Europe,
aviation only has to buy 6.8 million tonnes (see Table 5 below).

Table 5

THE ACTUAL EFFECT OF INCLUDING AVIATION IN THE EMISSIONS TRADING SCHEME

Year Non-aviation Aviation emissions Extra reductions Total emissions Percentage
emissions (CO2eq, multiplier aviation needs to reduction on

of 1.9) buy from other 1990 levels
sectors (CO2eq)

1990 776.3 32.1 0 808.4
2004/06 659.1 69.7 0 728.89.8%
2020 450.3 (42% reduction 95.632 6.8 539.1 33.3%

on 1990 levels)

40. Even with:

— every other sector reducing emissions by 42% on 1990 levels by 2020, and

— aviation being included in the ETS.

The impact of including UK aviation in the EU ETS will be to reduce emissions somewhere in Europe by
6.8 million tonnes of CO2 a year by 2020. This is in contrast with projected growth in UK aviation emissions
by the Department for Transport of 25.9 million tonnes of CO2eq between 2004–06 and 2020.

41. By 2020 the UK’s actual contribution to climate change will have only fallen by 33%, from 808.4
million tonnes of CO2eq in 1990 to 539.1 million tonnes of CO2eq (see Table 5 above), rather than a policy
target of 42%. Including aviation in the EU ETS will not ensure the UK meets its legally binding targets to
reduce emissions by 2020 under the Climate Change Act 2008. Therefore, additional policies are needed. If
the UK government adopts a 2020 target lower than that recommended by the Committee on Climate
Change, or does not ensure other sectors reduce emissions by 42%, then the actual reduction in emissions
will be even less.

42. In summary:

— Including aviation in the EU Emissions Trading Scheme (ETS) will do little to reduce emissions
either in the aviation sector or other sectors.

— Including aviation in the EU ETS will not ensure the UK meets its targets to reduce emissions.
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— Additional policies are needed to prevent the growth in aviation, such as turning down applications
for new runways and introducing higher taxes on aviation.

3 March 2009
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Witnesses: Mr Larry Lohmann, The Corner House; Mr Oscar Reyes, Carbon Trade Watch; and Mr Tim
Jones, World Development Movement, gave evidence.

Q28 Chairman: Good morning. I think you have
heard the preceding exchanges. We are quite tight for
time, we have got about 30 minutes or so, so we will
try and do as much as we can in that period. I know
that two of you are calling for the Government to
withdraw from the international carbon markets.
How practical is that? If we wanted to come out of
the EU ETS for example, what would be the
obstacles for doing so?
Mr Reyes: To take the EU ETS as a starting point,
obviously what we have at the moment is the
Directive that went through in December. There are
still various negotiations on-going with that in
relation to comitology and review processes that we
can feed into. To actually withdraw, there would
need to be a reassertion of that debate. There are
other ways in which the UK could take leadership,
particularly in terms of not encouraging the further
expansion of the carbon markets in relation to
international processes. That would have the de
facto eVect of requiring a revision of existing policy
at EU level. At the moment I would say that the
focus should be on the Copenhagen negotiations on
the international framework within which the EU
ETS sits, and that will be the means by which you
will stimulate a re-opening of that debate.
Mr Lohmann: I guess I would add I do not see any
obstacles to the UK showing leadership by
unilaterally saying it will not use the linking
Directive to accept oVset credits to fulfil its
obligations. I do not think there is any obstacle to
doing that immediately. I think that would be a good
start and it would set a pattern of leadership which
would have reverberations worldwide.

Q29 Chairman: What would then replace the
trading scheme?
Mr Lohmann: A few weeks ago Adair Turner made
a statement which amused me. He said something
like few would shed a tear if suddenly the
collateralised debt obligation squared disappeared
from the face of the earth. I think we need to look at
the carbon markets in the same light. Do we need a

replacement for collateralised debt obligation
squared? No, we need to get rid of them, and the
same could be said of the carbon market. We need to
get rid of the carbon market. In the last session we
have heard people talk about how regulation is
indispensable and how standard-setting for specific
projects is indispensable. What was not stressed so
much in the last session perhaps was the fact that
carbon trading interferes with many of these
measures. That was stressed to a certain degree but
I think not enough. I think we need to step back from
the question of what would replace the carbon
market and say why is the carbon market failing and
what sort of measures is it interfering with and what
sort of measures would have a chance of success?

Q30 Chairman: Tell us what sort of measures would
have a chance of success?
Mr Lohmann: We have heard already that regulation
has a proven record of success in these matters in
fostering innovation. Britain is full of all sorts of
positive initiatives, proposals and detailed plans for
transition to a zero carbon economy. We have people
like Roger Levitt and we have Zero Carbon Britain.
What we lack is support for these resources and
plans that are already there for restructuring the way
energy is produced, for even restructuring the way
communities operate and think about their power,
for restructuring transport. There is no lack. We
could stack up the documentation to the ceiling here
for the initiatives that are there that would work.

Q31 Chairman: I am asking you what the policies are
to introduce those. There are plenty of plans but they
not being implemented. You say that the carbon
markets will not help them so what will help them?
Mr Lohmann: We need policies to support resources
and plans that are already there.

Q32 Chairman: Regulation?
Mr Lohmann: Regulation, support for already
existing community initiatives. We are all aware of
things like the Transition Towns and instead of
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interfering with these initiatives, governments
should be supporting them. One of the prerequisites
for talking about what has to be done is to find out
the things that are already being done that are
working, instead of concentrating on the
ideologically motivated idea that the markets are
going to solve all of these problems automatically
without us paying attention to what knowledge
already exists in society.

Q33 Chairman: Is there a role for carbon taxes in
this process?
Mr Lohmann: Yes, there is a role for carbon taxes,
but what I would add to the discussion in the
previous session is, like carbon trading, carbon tax is
a price mechanism and there are certain limitations
to price mechanisms when you are talking about the
kind of fundamental transitions that climate change
demands. There is a problem here which I like to call
the “Goldilocks” problem. I would say it is an
ideology that somewhere out there, there are prices
which are not too low and not too high, but they are
just right. In other words, they are not so low that
they would not allow any change to take place, but
they are not so high that they would bankrupt so
many companies and bankrupt society and which
would be so disruptive that they would disrupt
society. The idea of the carbon market is that there
exists this ideal Goldilocks set of prices but, in fact,
if we reflect just a moment, we realise that that is not
true. It depends on the context of existing research
and development. For example, is there existing
development of other forms of energy production
that do not rely on carbon? If those have not been
developed previously then introducing a carbon tax
by itself is not going to solve the problem, because
you have an incentive to switch to something else but
when you look around there is nothing else to switch
to. Carbon tax is useful once it is placed in that
context but what we are lacking now is the context
of concerted investment in restructuring the way
energy is produced and the way transport is
organised and so on.

Q34 Colin Challen: Is it your view that the ETS cap-
and-trade scheme should not be part of the suite of
policy approaches to climate change or do you think
that the ETS poisons the other policy approaches?
Mr Lohmann: So far I think the record is, yes, it has
poisoned other policy approaches. It is quite clear
from both UK and EU policy that carbon trading is
actually interfering with restructuring the way that
energy is produced. The UK Government has been
quite explicit that one of their reasons for reluctance
in more support for renewables is that they are
worried that it will interfere with the carbon market,
with the carbon price. Article 26 of the EU
legislation (and I forget the name) requires that shifts
in energy production be the most eYcient. What do
they mean by eYcient? Well, given carbon trading,
what eYcient means is that you can be eYcient by
going abroad and finding rather bogus or fraudulent
oVset credits in order to claim that your operations
are more eYcient. If that is the way trading is
working, obviously it is poison for an attempt at a

fundamental technological shift. It is poison in other
ways as well, including the dangers of a bubble, the
dangers of a crash, the dangers of the
financialisation of the carbon market, but maybe we
can get to that later.

Q35 Colin Challen: This eYciency philosophy
underpins this whole approach. Is it the philosophy
that you find wrong-headed or merely the
application of it?
Mr Lohmann: There is nothing wrong with the idea
of eYciency, but what the word eYciency does in the
context of a carbon market is it sets up an incentive
for all the players to use their maximum ingenuity in
order to find gimmicks to say that they are eYcient.
They find eYciencies by making one thing
equivalent to another, by telling us that it is the same
thing whether we stop the third runway at Heathrow
or we stop Kingsnorth, and that is the same thing as
planting trees in some country abroad or setting up
a wind farm somewhere else. This is supposedly
eYciency because those things are made into the
same thing and so you can say since they are the
same, let us choose the cheapest one. The problem is
you have to step back and ask are these things
actually the same or not. No, they are not, but the
use of the word eYciency encourages us to believe
that they are. I would say there is nothing wrong with
the word eYciency by itself, but as it is used in the
creation of this new market and all of these new
equivalencies which are not equivalent, then it
becomes a problem and the word eYciency starts to
justify all sorts of regressive and counter-productive
measures.

Q36 Dr Turner: Talking of uncertain oVshore
credits, I would like to hear your views on the Clean
Development Mechanism and what contribution
you feel it makes to either tackling climate change or
promoting sustainable development around the
world?
Mr Jones: In terms of tackling climate change, it
makes a negative impact because it gives us an
excuse to carry on with projects like Kingsnorth in
the UK whilst funding things which do nothing to
cut emissions. We know about the issue of
additionality with CDM credits. I have heard a
European Commission spokesperson publicly
saying that 40% of CDM credits are not additional
and there are other estimates which push it much
higher to 75%, so 75% of these projects would
probably not happen anyway.1 It is a negative impact
in tackling climate change because of the excuse it
then gives us in the rich world to keep on emitting. In
terms of sustainable development, the whole thing is
structured around providing cheap ways of getting
carbon credits for northern companies, so it is not
rooted in trying to look at how do we allow
sustainable development and a low-carbon economy
to happen in developing countries. It needs a
complete mind-set shift. The key way we need to do
this is to de-link what we are doing to help develop
low-carbon development from targets in the north.

1 Note by Witness: The witness meant to say that 75% of these
projects would probably be happening, not would not.
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We have to accept that in the UK and in the EU we
have to radically decarbonise our economies as
quickly as possible. That is one challenge. The
separate challenge is how we support low-carbon
development in the south. As long as you link the
two then you will have this incentive to just look for
the cheap ways of generating credits to meet our own
targets. Any eVort to reform the CDM needs to look
and say we need to completely de-link it from
northern targets and then look at how can we
promote low-carbon development in the Global
South.
Mr Lohmann: I agree with Tim. My only addition
would be that it is not only that the CDM is
interfering with climate progress here in the North
and also with sustainable development problems in
the South, it is also that the CDM, in practice, as I
have seen from visiting some of these projects
myself, is actually interfering with climate progress
in the south as well. Two easy examples just from
India which I have visited. There is a huge complex
of sponge iron factories in Chhattisgarh state. These
are hugely polluting, coal-fired, water-abstracting
plants and yet they are deriving extra funding from
the CDM. You ask the question how is this helping
India turn toward a green development pathway? It
is not, it is actually propping up the same companies
that have to be the targets for change in the global
South. Another project I visited with some
colleagues was a hydroelectric dam project where
again the hydroelectric dam project is receiving
funding from the CDM which is helping these
projects continue, yet the projects themselves are
actually, in fact, destroying a lot of the low-carbon
practices, a lot of the knowledge of low-carbon
agriculture which is being used in the local area,
because it is incompatible with the irrigation system
which the villagers have developed there, and are
continuing to develop, which does not use fossil
fuels, yet the dams are actually destroying the system
and probably will be displacing the villagers. Again,
you have to ask, is this helping India preserve what
it already knows about a low-carbon way of living,
way of livelihood, way of providing jobs, or is it
interfering with that and the answer has to be it is
interfering with that.

Q37 Dr Turner: I think what you are telling us is that
as a mechanism the CDM is pretty much discredited.
One of the things which have certainly contributed
towards that is the HFC replacement projects under
the CDM. We have heard that UNFCCC might
decide to take those out of the Clean Development
Mechanism. Do you know what the latest position
on that is?
Mr Jones: I am not sure any of us know the latest
position. The one thing I would add is HFC projects
are clearly the most outstandingly bad of the CDM
projects in terms of helping cut emissions. It does not
mean that other kinds of projects are okay, all kinds
of projects, whether around N2O, renewables,
hydro, coal powered stations, have additionality
problems and all the problems which are not

exclusive to HFC. Getting rid of HFC projects, even
if it did happen, would not tackle the problems of
the CDM.

Q38 Dr Turner: The CDM forms part of the policy
portfolio of both DfID and DECC. Do you see any
evidence that they are working together on this? To
what extent do you think UK policy on emissions
trading and reduction is dependent on the CDM
process, after all a certain percentage of our climate
reduction targets under the Climate Change Act is
anticipated being achieved oVshore, ie mainly in
CDM projects? As far as DfID is concerned, how
does this mesh with proper sustainable
development? You have given us one outstanding
example of how it is anti-sustainable development.
How do you see these problems?
Mr Reyes: The other player is BERR here and to
date, as far as I am aware, it is DfID and BERR who
have had the major stake in setting out the
relationship with CDM.
Mr Jones: On the UK position, we know that
because of the huge number of CDM credits in the
ETS, 50% plus, and the fact that the Climate Change
Act allows for meeting our targets through the ETS,
we are set to be meeting our targets primarily
through oVsetting. The Committee on Climate
Change did not help clarify the situation totally
because they argued strongly that CDM credits
should be very limited, but also did not diVerentiate
between how the ETS is full of CDM credits in the
advice they gave us at the start of December before
the directive midway through December. We are
mad. We are absolutely mad because we have set up
what we think is this grand target of 80% by 2050
and maybe something like 40% by 2020 and huge
amounts of it are going to happen through paying
for dodgy oVsets. The Government is using this to
justify allowing a third runway at Heathrow in
particular, but also the worry is they are going to use
it to justify new unabated coal power.
Mr Reyes: There are various other problems of
counting this in this regard to which are not just
about the CDM, but are also about what happens
domestically within Europe in relation to eVort
sharing, for example, which is further allowing
industry to buy credits, in this case from Eastern
Europe, and treat those as equivalent to emissions
reductions in the UK. The point we would make is
reductions need to be domestic reductions to see that
we are actually reducing something and not simply
buying in credits from elsewhere as a replacement
for that.

Q39 Dr Turner: We want to encourage climate
change mitigation in developing countries anyway.
Clearly, as it stands, the CDM is not fit for purpose
as far as that is concerned. Can you see any policy
mechanisms which will achieve that?
Mr Jones: The point was made earlier. First of all we
need to de-link this from having ways to meet UK
targets. You have got to look at it purely as a
problem of how you help low-carbon development
in the global south. One key thing which does not
happen with the CDM is getting the buy-in from
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local communities, for local communities to want
projects, to give their consent to projects and to
benefit from those projects. What you will find if that
happens is that would increase some of the economic
cost of it. One of the reasons credits are so cheap in
the global south is because CDM projects do not
have to get the buy-in from local communities. To
get local communities agreeing to projects and
benefiting from them would be a key requirement
which will involve more resources and more
technology being made available. At the moment we
are so far away from getting into the detail of this
because the position of the UK and the EU within
the global negotiations is still very much focused on
oVsetting, and when they are talking about
additional funds they are talking about channelling
them through the World Bank. A key thing that
developing countries are saying is these funds cannot
go through the World Bank because that is an
institution which is governed by the rich world, it
needs to go through an institution under the
UNFCCC. There needs to be that accountability to
developing countries’ governments, but then in
terms of programmes on the ground it needs to be
accountable to local people. What we need to see in
the negotiations is far more understanding on the
part of the EU and other rich countries of justice,
that they are still entering these negotiations in a
world view of, “Well, we’re just going to try and get
as much out of it as we can”, rather than humbly
saying, “We’re the ones who have caused this
problem, we’re going to work with you to help tackle
it”. At the moment there is far too much of the EU
going in and grandstanding developing countries
and insisting on things and ignoring the proposals
that are coming from developing countries.
Mr Lohmann: I think traditionally one of the
problems with bilateral development agencies or
organisations such as DfID is they tend, in a way—
to overstate it a little bit—to become appendages to
export industries. I mean that very broadly, not only
exported technologies but export of our expertise
that we are still very proud of having developed and
so forth. One of the problems with linking
development to the CDM is it makes this problem
much worse than it was to begin with because of the
huge sums of money involved, the connections with
local rich polluting companies in the South that
come into the equation, and so forth. In answer to
the question of what can we do to support green
development paths, which already exist in many
southern countries—again, as in Britain, a lot of the
resources for a turnaround of the way energy is
organised, the way transport is organised and so
forth, they already exist in the South—in order to
tackle this, in DfID and other organisations, for one
thing this has to be disentangled from the thing
called “the carbon market”. Tim was saying, that is
a first step, a basic step. Also, it has to be recognised
that there is a lot of research to be done on our part
in the Northern countries, the industrialised
countries, to try to find out what resources exist in
the South, not only will that benefit Southern
countries in their turn towards a green development
path but would benefit us in learning to benefit our

own technologies and so forth. This research is not
taking place, especially with the carbon market,
because of the incentive to find oVset credits so that
we can continue business as usual. But there is also
a more traditional problem here. There is also a
traditional bias in organisations like DfID. They are
tied too much into the mentality and the practices of,
“Let’s make some money out of this for Britain.”

Q40 Joan Walley: You are painting a very depressing
picture. I think what you have said and in the
evidence you have given you have pointed to some
of the weaknesses in the whole CDM structure and
how you define additionality and all these kinds of
things. Do you think there is anything that could be
done to improve oversight and regulation of the
Clean Development Mechanism and, if so, what
should that be?
Mr Reyes: I have a Uruguayan colleague who was
asked, “How do you improve the Clean
Development Mechanism?”, and she said it is like
being asked, “What is the best way to kill my
mother?” and her answer was, “I don’t want to kill
my mother, I don’t want you to kill her”. I think it is
a bit of a similar question from our point of view in
relation to the Clean Development Mechanism.
There are various proposals for how it could be
diVerently regulated and improved which have
diVerential implications, some of which are quite
technical in relation, for example, to banking or
price floors and so on. What these do not do is
address what some of the fundamental problems are
with the mechanism, in particular, like any carbon
trading, it is abstracting from how and where
particular changes are made. It is reducing those
kinds of changes to price incentives, then adding on
a series of other problems in relation to additionality
criteria. The forms that are being proposed in terms
of regulation are not getting to the root of what the
problems are with the oVset mechanisms and
particularly how those would interrelate with
emissions trading.
Mr Jones: You can set up debates about reform or
abolish in terms of saying there is a need for some
kind of resources or maybe technology transfer to
the global south to help in low-carbon development,
but that is so far removed from how the CDM is set
up at the moment that I do not think it makes much
sense talking about tweaking with the CDM. It
would be a lot more sensible to get rid of the thing.
We could talk about a more positive vision, and
unfortunately it comes across as negative because we
are stuck in a world with these really bad things, but
there are visions out there of a more positive way of
doing this, but you need to get rid of the bad stuV
first before you can move on to the good stuV.

Q41 Joan Walley: Moving on to what could be the
good stuV. We had evidence in our last inquiry about
where you could get money directed to smaller local
community initiatives of one kind or another instead
of the traditional way of using the CDM. Could you
see that as something which could be developed?
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Mr Lohmann: It could be developed independently
of the CDM. Obviously from a climate point of view
you do not want any kind of project, no matter how
good, if it is being used to produce carbon credits for
us to slow down our progress, that is a very negative
thing. As Tim was saying, the problem is not so
much money but, yes, money is needed for support
of a lot of locally responsible initiatives. These will
not be projects that will necessarily make money for
the export industry here and they will not at all be
projects which are going to provide us with carbon
credits to continue business as usual. That is quite a
diYcult challenge, but I do not see anything negative
about it, I see that as a refreshing way of re-orienting
our mindset to what really matters. There is a lot of
will out there. One of the problems with “foreign
aid” as it is conceived now is a lot of people in the
public at large think it already is helping people to
achieve their own low-carbon, environmentally-
responsible, provision-of-livelihood sort of projects,
whereas the rule is that it is not. That does not mean
it cannot be and by acknowledging what has to be
done I think is a positive step.

Q42 Joan Walley: How would you set out to achieve
doing that so that money could go to these smaller
community projects in that kind of way and
changing the whole system really? How would you
move towards doing that?
Mr Lohmann: An indispensable first step which has
never been taken is serious research in hundreds and
thousands of localities to find out what is going on
there, what progress has already been made, what
the problems are and so forth, to find out from the
local perspective, as Tim was mentioning.

Q43 Joan Walley: Who would co-ordinate that
research?
Mr Lohmann: I think the Government would be a
very good candidate to help provide support for
researchers to undertake that kind of project.
Mr Reyes: I would say two additional things. One is
in terms of the current money framework. We have
made the point that it is problematic to link this
money coming to projects to prevention or emissions
reductions here eVectively as a sort of structural link.
The other thing is one of the things carbon trading
does is that it tends to encourage the financialisation
of a lot of problems which are not simply financial.
One example of this is I just got back from Costa
Rica where they are pushing to become a carbon
neutral country eVectively. What that means in
practice is a lot of money is going to pineapple
plantations for an export industry, it is based on an
export-led development model, and the carbon
neutral label there is being used as an additional
selling point. That, in turn, is undermining the food
sovereignty of communities there and it is also
having a damaging eVect on forests, as many
monocultural plantations do. At the same time, we
also visited a reforestation project that had been
ongoing for 25 years which was not able to access
such funds, yet this was someone who was doing

reforestation in a proper way, which involved seed
gathering and whatever. What they said was these
large-scale structures of economic incentives at
international level were preventing the kind of
project work they wanted to do because, in eVect,
they were feeding the wrong kind of development
model for the kind of work they were trying to do at
community level. I would be wary of putting the
problem in terms of simply large financial transfers.

Q44 Chairman: Is not your view that the CDM is so
irredeemably flawed that the European Commission
idea of having credits which are based on whole
sectors rather than individual projects is not worth
exploring?
Mr Reyes: It is radically unclear what is being
proposed by the EU. Even IETA, the International
Emissions Trading Association, said is this action
that is being proposed another form of oVset, in
which case it runs into all of the same problems and
further ones in terms of the fact that instead of
having an additionality criteria you now give to the
industry a role to set its own standards and then talk
about those eYciency standards as equivalent to
emissions reduction, when clearly it is not. It could
mean in expanding the carbon markets in that way
from a project-based or sectoral-based approach,
you could compound the problem. I think what is
being proposed at the moment is really unclear.
There can also be various kinds of perverse
incentives which come into that to not regulate. We
have seen in the carbon markets they can often have
perverse incentives to not regulate and they are not
stimulating public investment. I think we would put
the emphasis on not running these things through a
market-based approach. Insofar as you are talking
about sectors—and there is also talk in the
international negotiations about sectoral
approaches that are not related to markets—they
should not be running it through markets, they
should be talking about what is the kind of
investment, what are the kinds of international
standards that are needed and can we ensure those
are strict. I would say that would be a better framing
for approaching sectoral problems rather than
running it through the carbon market and then
having all those additional problems of how that
links into existing market structures, how that makes
things fungible equivalent, which we are already
seeing as a problem with the carbon market space.

Q45 Colin Challen: First of all, I would like to ask
about REDD. In Copenhagen this year it may well
be that forestry comes into the flexible mechanism
structure somehow. What impact do you think that
might have on markets if it were to be the case that
we have forestry credits coming in from that?
Mr Lohmann: In my view it would be a disaster. It
would compound all of the problems we already see
with standard oVset projects through the CDM with
a whole new set of conflicts, a whole new set of
fraudulent procedures for accounting, a whole new
power politics, in eVect. What we are talking about
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is basically using enormous land areas which people
are already living on, using, deriving their
livelihoods from, and saying, okay, the carbon in this
area is going to belong to the industrialised
countries. What that entails in terms of legal
measures and enforcement measures is very
frightening, especially when you look at the
precedent of previous global schemes for supposedly
solving the forest problem through market means,
such as the Tropical Forestry Action Plan of the
1980s and early 1990s. You can see the precedent for
disaster is enormous, especially given the huge sums
of money that are involved. A lot of this stems
basically from a very fundamental misconception,
the idea that biotic carbon is somehow going to give
us a free licence to continue the use of fossil fuels.
There is not going to be enough biotic carbon in the
world to make up for even a fraction of the fossil
fuels which remain to be mined underground. The
solution is to keep the fossil fuels underground, not
to try to find millions and millions of hectares of land
which people are already using for a multitude of
other purposes and then turn it into a carbon
preservation machine using often draconian
methods of enforcement and economically
insensitive ways of ensuring carbon rights.
Mr Reyes: I have two additions. In relation to how
the market works, one of the problems we have with
the carbon market is that in a sense the cap is a bit
of a misnomer because what we have seen in relation
to oVset is that all of these mechanisms are coming
in to loosen what is a cap. Instead of having tight
regulations on emissions, carbon markets are
eVectively oVering a series of loopholes and gaps
whereby things can appear to be reductions which
are not, in fact, reductions. REDD just exacerbates
that problem on a massive scale, basically, if you
were to link the forest carbon credits which would be
generated by REDD to the mainstream of the
carbon market. One of the other dangers with
REDD schemes in financialising forests and the
carbon store within them is that it can exacerbate
land concentration and land conflicts, which is
similar to the example I gave before. A much better
approach would be to grant proper tenure rights and
land rights to people, forest dependant communities,
indigenous communities there, rather than seeking
to run REDD schemes which, from what we see at
the moment, look likely to benefit the main drivers
of deforestation, the companies and industries that
have been involved in that, whether it is the pulp and
paper industry or other extractive industries in forest
areas which are what actually have really been
driving deforestation.

Q46 Colin Challen: From the evidence from all three
of you I feel what we are talking about here in the cap
and trade system is something akin to the Emperor’s
clothes, that we can only think we are dressed if we
simply have confidence in the idea, then somebody
just points it out there is no reason why we should
have that confidence, which is similar, perhaps, to
the way the financial markets work. We are now told
that is all based on confidence and if people believe
it is going to work, then it generally works. With the

collapse of the markets and the economic crisis we
face, do you think there are any lessons that people
who are wedded to cap and trade should learn from
the way we have gone into this economic crisis,
notwithstanding your objections in principle to cap
and trade?
Mr Lohmann: I think in economic terms—never
mind the climate—there are a lot of lessons to be
learned from the financial crash. What we have seen
with the financial crash, supposedly to provide
liquidity, is there has been the development of a lot of
speculative new financial instruments so that people
can take the opposite side of all possible
transactions. These instruments were quickly
developed in a way in which, again, were creating
equivalences which were not real, making
predictions that could not be made about the future
of price volatility, and so forth. Everything was
riding on these new products whose value was
bogus, could not be determined, and nobody even
knows where they are now. The carbon market is a
very similar thing, in particular with things like
CDM credits and oVset credits where the supposed
valuation is created by the private consultants who
come up with these additionality equations and
write hundreds of documents with complicated
Greek letters and equations in them to show how
much carbon is being saved. We have already seen
the controversies this is raising even at this stage of
the carbon market. If these instruments are allowed
to develop further and if, as some people think, the
carbon market becomes the next biggest market in
the world after the derivatives market, then I think
the economic dangers are really severe. Just last
week there was a hearing in the US Congress on
what they are calling “sub-prime carbon”. I have got
the report here, which is very enlightening and I
would recommend it to you. It is not talking so much
about the climate issues, it is talking about the
problems of sub-prime carbon developing in a way
which could undermine the whole financial system
once again just when we have got through with
learning a lesson about these improperly valued
derivatives.

Q47 Colin Challen: You mentioned the equations,
and I have seen one or two in CDM applications, it is
the technical bit I do not understand. Are you saying
they are absolutely refutable, you could find
somebody else who would question the actual
carbon which allegedly is being saved simply by
unpicking those equations, is that your assertion?
Mr Lohmann: That happens all the time. If you hire
one consultant to give you an assessment of how
much carbon is being saved by one project, you will
get a diVerent assessment from what you get if you
hire another consultant. It is very much smoke and
mirrors, just in the way the financial derivatives
market was smoke and mirrors, a lot of fancy
equations but when it came down to it they were not
based on intellectually respectable premises. We
have seen this before and we should not make the
same mistake again.
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Mr Reyes: In the case of oVsets, what it is trying to
do is take an unknowable future scenario and reduce
that to a certainty, which you need to do in order to
create some kind of tradable commodity eVectively.
Also, in relation to your earlier question, this would
be one of the fundamental problems that, in eVect,
even now we are hearing, “The carbon market is very
volatile, what should we do?”, well, we should
increase liquidity and make a global carbon market,
which seems to run in the contradictory direction
from what we have seen as being the problems in the
financial crisis. What is underlying the problems
with the carbon market and the reason why it is
volatile is not to do with a lack of liquidity in the
market, but to do with the fact that it is underlain by
a fundamentally unstable commodity. Carbon is not
carbon, it is a series of contentious equivalents
between diVerent kinds of gases and very diVerent
kinds of projects. That is both true in terms of what
eVect that has in terms of the market but also has
very serious environmental implications because the
market will see as the same a tonne of carbon—a
tonne of carbon is a tonne of carbon is a tonne of
carbon—what we are saying is the environmental
impact of these very diVerent processes of whether
you are having a “sink” project in one place or a
hydroelectric dam in another or a coal powered
station are very diVerent environmentally. What we
need to do is remove this architecture from the
picture and say we need to concentrate on the tried
and tested methods of regulations, standards and
price incentives.

Q48 Chairman: The impact of some of the fiscal
measures can be called into question. Perhaps you
can have a cap without the trade, maybe that is what
we should be talking about. If you take, for example,
tax, like airport passenger duty, which may or may
not be a green tax—I cannot quite decide that
point—if the Treasury says that it saves so much
carbon, surely that kind of analysis is just as ropy,
you could argue, as any analysis that underpins the
ETS and you start unpicking the whole question of
the impact of CO2 in the climate change context.
Surely if you start unpicking all of this you could
always find another group of people who will
question your particular equation.
Mr Jones: Which is why you need to get out of the
mindset of thinking of one silver bullet solution to
tackle climate change, so this is the one policy,
whether it is trading or a tax. You have to have a
vision of where we are going to go, which is to stop
taking fossil fuels out of the ground, and how to get
there is going to be a range of policies. On aviation,
you are going to probably need some kind of price to
reduce demand, but you are also going to need to
halt the infrastructure, so to stop new runways from
being built. You need various policies in diVerent
sectors, so get out of the mindset of, “We want one
way of tackling climate change and this is it”, which
is the problem, and seeing that we need a whole load
of diVerent solutions depending on the situation.
Chairman: I think we had better call it a day there.
Thank you very much indeed for coming in.
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Memorandum submitted by the CBI

1. The CBI is the UK’s leading business organisation, speaking for some 240,000 businesses that together
employ around a third of the private sector workforce.

Summary

2. The CBI believes that businesses which will succeed in the twenty-first century will be those that seize
the opportunity to adapt to a low-carbon future. A low-carbon economy will oVer significant opportunities,
stimulating competition to produce low-carbon products and services, and rewarding those businesses that
take the lead. The EU-Emissions Trading System (EU-ETS) is a core driver of this transition.

3. Business recognises that unabated climate change could pose an unacceptable risk to the stability of
ecosystems and the economy, and that action to stabilise atmospheric greenhouse gas concentrations at
acceptable levels can be achieved at a manageable economic cost.

4. To move towards a low-carbon economy the CBI argues:

— Emissions trading has unique benefits as a carbon abatement policy.

— A floor price for carbon is unlikely to be the best way to reinforce the long-term low-carbon
investment signals.

— The Phase 3 EU-ETS agreement is a workable approach to addressing business competitiveness
concerns.

— Whilst emissions trading must be broadly defined, it is not applicable to the whole economy.

— The EU-ETS needs to be carefully integrated into the global framework and improvements should
be made to the international carbon market.

Emissions Trading has Unique Benefits as a Carbon Abatement Policy

5. The EU-ETS ensures that emission reduction targets are achieved. Tackling climate change requires
specific levels of emissions cuts to be achieved. The ability of governments in the EU to set a legally binding
cap means that emission reductions can be “locked in”. Recent research1 shows that ETS prices had more
of an impact than the reduced economic output in causing emissions to be reduced by 3% in 2008.

1 New Carbon Finance. 13 February 2009. EU ETS Research Note. http://www.newcarbonfinance.com
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6. While emissions are being reduced, issues that arose in the learning stage (2005–07) have been learnt
from—an over-allocation of Phase 1 allowances and a steep reduction in EU-ETS prices in May 2006, which
were caused by several factors. The allowance cap was only designed to be modestly constraining and it is
understandable that the EU-ETS became over-allocated due to pre-2005 emissions data uncertainty; delays
and uncertainty in approval of National Allocation Plans; variation in emissions, weather, and economic
growth; and obvious pressures to increase allocations. These issues have been resolved by using verified
emissions data, stricter Phase 2 caps regulated by the Commission, the Commission setting the EU-wide
Phase 3 allocation, and an indication that the cap will continue post-2020.

7. The ETS has advantages over a carbon tax. It would take time for policy-makers to establish the level
of tax necessary to deliver a specific emissions reduction pathway. A tax may give certainty of the price that
companies must pay and the incentive to reduce emissions but there is no certainty that the emission
reduction target will be met. The objective of emissions trading is not to deliver a particular carbon price
but to ensure that the emission reduction goals are achieved.

8. The ETS allows business flexibility in response to the cost of carbon. The carbon price reacts to changes
in supply and demand for European Union Allowances (EUAs), which is more flexible than a tax which
does not vary based on economic activity. Businesses are able to balance reducing emissions, or buying
allowances from other companies in the EU-ETS or buying credits from projects in the developing world
that have been rigorously assessed through the United Nations Executive Board. Companies are rightly able
to sell allowances due to lower economic output (and pollution) but will have to buy allowances when the
economic recovery occurs, potentially at a higher price.

9. The ETS ensures that the environmental goal will be achieved at the lowest cost to the economy. This
is ensured as companies who are able to reduce emissions at a lower cost are able to sell their emissions to
companies for whom it is more expensive to reduce emissions. The success of lowest cost has been proved
by the research of the Stern Report and the experience of the US in reducing sulphur emissions from
power stations.

10. Emissions trading provides the best basis for building international cooperation on climate change.
Many countries are opposed to eVorts to harmonise taxation as infringing on national sovereignty and this
is a barrier to using carbon taxes as the basis for international climate policy. The Clean Development
Mechanism (CDM) already creates links between many national carbon markets and these links should
continue.

11. ETS does help stimulate low-carbon investment. The cap on emissions is a powerful signal to business
to reduce emissions as the number of allowances available decline over time. The carbon price created by
the EU-ETS is also a signal to invest in low-carbon technologies that are currently commercial.

12. Price volatility and uncertainty is no greater than that regularly dealt with in natural gas and
electricity markets. Price volatility can be hedged with available financial instruments.

13. In a survey, more than 70% of businesses2 said that the price of carbon has influenced their
investment decisions. However, EU-ETS needs to be part of an integrated policy framework of
complementary policies to encourage the development and demonstration of new technologies and
technologies that are not yet commercial.

2 Point Carbon. 2008. Carbon 2008. p 14 http://www.pointcarbon.com/research/carbonmarketresearch/analyst/1.912721
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A Floor Price for Carbon is Unlikely to be the Best Way to Reinforce the Long-term Low-carbon
Investment Signals

14. The CBI is not convinced that the benefits of a floor price for carbon outweigh the risks. Setting a
floor price could increase uncertainty, create an expectation of further political intervention, and could make
it more likely that a price ceiling is developed at a later date. Additionally a floor price and/or ceiling could
make it more diYcult to link to any future US emissions trading market.

15. Instead of a floor price, policy makers must address the remaining uncertainties about the Phase 3
rules. Commencing the auctioning of Phase 3 allowances by 2011 will improve the liquidity of the post-2012
market and provide greater certainty for low-carbon technology investors.

16. The recent reduction in carbon prices is a rational market response to the recession. Declining
industrial production means fewer emissions and the EU-ETS gives companies the flexibility to sell
allowances. If Europe had a carbon tax there would doubtless be calls to reduce the tax which would
undermine climate targets, while the EU-ETS ensures the overall cap on emissions is achieved. When the
economic recovery occurs companies may have to buy allowances, potentially at a higher price. Economic
activity is always uncertain but it was only six months ago that some analysts were predicting a price spike.3

This is the market risk that companies take if they sell allowances today.

17. It is not clear that current low carbon prices are undermining low-carbon investment. Untangling the
impacts on investment decisions of the recession—the freezing of credit in the financial sector, the steep
reduction in energy prices and the fall in carbon prices—is diYcult. Despite the decline in carbon prices, the
reduction in oil prices has more of an impact on investment: US$140/barrel of oil is equivalent to US$350/
tCO2 while US$40/ barrel is equivalent to US$100/tCO2 (Stern Review). The fact that future carbon prices
are higher provides a stronger incentive to reduce emissions than if the spot price is low for a period of time.

18. Analysis and debate should focus on how suYcient post-2020 climate policy certainty can be
developed instead of focusing on the short-term eVects of the recession on carbon prices. Investors in long
capital life technologies (nuclear, Carbon Capture and Storage) need greater certainty of the post-2020 value
of their low-carbon investments. One way to create this certainty would be to extend the declining trajectory
of the EU-ETS cap to 2050.

The Phase 3 EU-ETS Agreement is a Workable Approach to Address Business Competitiveness
Concerns

19. Phase 3 of the EU-ETS is ambitious and workable. For Phase 3 it has been agreed that sectors will
be deemed exposed to significant risk of carbon leakage if:

— their direct and indirect costs from the ETS would increase production cost by at least 5% of Gross
Value Add (GVA);

— their non-EU trade intensity is above 10%;

— their production costs increase by at least 30% of GVA; and

— their non-EU trade intensity is above 30%.

20. Sectors at risk will receive 100% free allowances in 2013 but allowances will be distributed based on
benchmarks of the 10% most eYcient installations in a sector so that not all installations will receive 100%
free allowances. In addition, the declining cap means that a sector could only receive a maximum of 75%
free allowances in 2020. This will create a significant incentive to reduce emissions and is not a “free-lunch”.

21. Some electricity-intensive sectors like aluminium and chlor-alkali production could be particularly
impacted by the cost pass-through of auctioning in the power sector. As free allocation only addresses direct
emissions, the Phase 3 agreement allows member states to provide State Aid to partially compensate these
sectors while maintaining an incentive for energy eYciency. The CBI calls for the State Aid rules to be
applied uniformly across Europe to avoid a distortion of competition between member states.

22. Implementation of the Phase 3 agreement must be swift but with proper assessment and interaction
with business technical experts. There are many important and complex decisions that must be made
through the European Comitology procedure as illustrated in the following diagram. Important Comitology
procedures include ensuring that forward auctioning of Phase 3 allowances begins by 2011, setting out which
sectors are at risk of carbon leakage, defining benchmarks and CDM limits, and how provisions for new
entrants and incentives for Carbon Capture and Storage will operate.

3 Deutsche Bank. 30 May 2008. Carbon Emissions—It Takes CO2 to Contango.
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Dec 2008: phase 3
Proposals agreed

June 2010:
Assessment of results

of int’l negotiations,
may make proposals
including adjusting
free allowences,

inclusion of importers
in ETS, Regulation on

auctioning, ECto
publish final ETS cap.

Mar 2011:
assessment of

level of free
allowences and

benchmarks,
proposals made

regarding
distributiona;

effects on
member state

auctioning
levels.

2011: Ph 3,
auctioning starts,

2012: End of ETS
Phase 2,

Start of Phase 3

Jan 2013: measures may be
adopted to restrict the use of

specific credits from CDM/JI project
types, Comes into force 6 months

to 3 years after measures adopted.

2020: End of
Phase 3, 30% free

allowences for
non-C.L. sectors

Post-2020:
Non-C.L.

Sectors 0%
free

allowences
by 2027

CBI
THE VOICE OF BUSINESS

Post-2020: EC shall review the
linearfactor and submit a

proposal, where appropriate,
to the council and EP as from
2020, with a view to having a

decision by 2025

Dec 2015:
Re-determination
of sectors at risk of
carbon leakage
(every 5 years).

2013: deadline for
entry into force of
a proposal for
including shipping
in ETS if no int’l
agreement exists
that covers
shipping

Dec 2011:
Regulation for

emission
monitoring and

reporting,
Regulation for
verification of

emission reports.

Dec 2009:
determination of
sectors at risk of
carbon leakage.

Dec 2010:
Harminsed rules for
defination of new
entrant.
Determination of
benchmarks.
Publish estimate of
amount of EUAs to be
auctioned.

April 2010:
Deadline for submitting
verified emissions data for
activities that are included in
ETS from 2013

Timeline of EU ETS future decisions & actions

Dec 2010: EC to examine whether ETS is sufficiently protected
from insider dealing and market manipulation and if appropriate
bring forward proposals.

3 months after EU signature of int’l climate agreement: EC
to submit report assessing the int’l agreement and as
appropriate, making a legislative proposals to EP and Council.

No deadline given: Decision on criteria and modalities for using the
New Entrant Reserve to incentivise CCS and innovative, non-
commercial renewable technologies

No deadline given: Specification of exact percentage limits
for use of CDM/JI credits

23. Carbon leakage concerns are real. Carbon leakage is the movement of industrial production and/or
investment outside of the EU resulting in increased imports and/or reduced exports. The risk comes from
the enforced internalisation of carbon costs, irrespective of the ability to pass those costs through to
customers, and is a threat regardless of whether the costs relate to emissions on site, or from carbon cost
pass through from electricity prices. The risk applies to industries which are exposed to international trade
and are carbon intensive.

24. Sectors are aVected diVerently. Research from the Carbon Trust and others has shown that the
competitiveness impacts of the EU-ETS have diVering impacts on diVerent sectors. While industry
continues to have some concerns about some of the detail of this research, it does show that diVerent sectors
have varying carbon cost intensity, international trade intensity, and diVerent abilities to pass on the cost of
buying emission allowances. It is for this reason that the CBI firmly supports an evidence based approach
to assessing which sectors are at risk from carbon leakage, which the Phase 3 agreement creates.

The EU-ETS must be Broadly Defined but is not Applicable to the Whole Economy

25. A broadly defined ETS will improve the economic eYciency of climate policy. The wider the EU-ETS
is defined, the more potential emission reductions can be made. This allows carbon costs to be made explicit
throughout supply chains and will make the trade-oVs clearer as it becomes more likely that business will
invest in carbon cutting options, which give the best environmental and financial returns.

26. However small or mobile emitters are problematic to include in the EU-ETS.

27. The CBI supports the decision to include aviation in the EU-ETS by 2012. However, the inclusion of
flights from outside the EU could raise concerns as European airlines would have all of their flights covered
by the EU-ETS while competing international airlines flying into Europe would only have some of their
flights subject to a carbon cost. As well, on long-haul flights from EU hubs, passengers could decide to switch
to a non-EU hub airport and airline as soon as possible to avoid paying the carbon cost on part of their
flight. Inclusion of aviation as part of the international climate agreement is a priority.

28. The CBI supports the development of an emissions trading system for shipping that ideally covers
the entire shipping industry. We support the Committee on Climate Change conclusion that “Shipping is a
clear example of a sector where unilateral, national or even regional action is problematic, and where
achieving a global sectoral deal is therefore a priority”.4 As part of the Phase 3 agreement on the EU-ETS,
if an international agreement including shipping has not been approved by Member States in the EU, the
Commission must make a proposal to include shipping emissions in the EU-ETS with the aim of its entry
into force by 2013.

4 CCC (2008). Building a low-carbon economy—the UK’s contribution to tackling climate change. pg 306.
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29. The CBI is not convinced by calls to include the transport sector in the EU-ETS. There would be high
monitoring and transaction costs if the EU-ETS were to apply to road transport. Road transport is already
subject to a number of measures designed to encourage lower use or the use of lower-CO2-emitting vehicles.
The CBI will be setting out views on further policy measures required in the transport sector later this year.

30. Emissions trading is best suited for large emitters. The largest 7% of installations represent 60% of
total emissions, while the smallest 14% of installations only account for 0.14% of emissions.5 While the
Phase 3 agreement will exclude installations with emissions less than 25,000 tonnes/year, the CBI believes
that a higher threshold (50,000 tonnes/year) was warranted. This would exclude about 5% of the emissions
covered by the ETS, while reducing the number of installations by 70–75%. However small emitters must
still be subject to equivalent carbon regulations such as Climate Change Agreements.

31. The lower threshold will cause some sectors to be split with some installations subject to the ETS and
others to Climate Change Agreements. This creates distortions and extra costs.

32. It is likely that the transaction costs of the EU-ETS have been underestimated and this unbalances
the oYcial cost-benefit ratio for including small emitters. The UK Emissions Trading Group undertook a
survey6 which estimated that the administrative costs to UK industry of Phase 1 of the EU-ETS was £68
million while the Government estimate was £175,000. Any opportunity to reduce administration costs
should be taken. The CBI calls on policy-makers to keep the issue of small emitters under review.

33. Emissions trading must be part of a broad policy framework. Emissions trading is a “pull” policy that
is mostly focused on existing technologies, with policies like the Renewables Obligation and extra incentives
for Carbon Capture and Storage creating a “push” to new technologies. The Stern Report states that climate
policy must include carbon pricing and greater investment in low-carbon innovation. The UK should strive
to increase expenditure on low-carbon technologies to around 30% of the Government’s total Research
Development and Demonstration (RD&D) budget, roughly equivalent to £2.6 billion of purchasing power.
That would bring energy RD&D in line with the proportion currently being spent on defence.7 European
production of the components of energy-saving and energy-generating products also needs encouragement.

34. However, policy overlap must be guarded against. The following diagram8 shows the significant
overlap of climate policy instruments on business. In December 2007, the Government undertook a
consultation on simplifying areas of overlap (the Climate Change Simplification Project). The CBI stated
in our response that this consultation ignored the role of the Climate Change Levy. Although the findings
from this consultation may inform the forthcoming consultation on the future of Climate Change
Agreements (CCAs), policy overlap must continue to be kept under review.

Zone B:
EU ETS exc. Refineries &
Offshore
Approx. 300 orgs, 13MtC

CRC
Rest of business & public sector:
Approx. 980,000 orgs. 15 MtC

UP to 5,000 orgs.
14 MtC

No emissions
overlap with CCAs or
direct emissions
targeted by EU ETS

EU ETS

Refineries & Offshore
Approx. 70 orgs. 10 MtC

CCAs

Small businesses
that do not pay CCL:
approx. 3m orgs. 1MtC

Zone a:
CCAs only
Approx. 9 MtC

CCL package: approx. 900,000 orgs. 51 MtC

Climate Policy Overlap

5 European Commission. (2008). “Commission StaV Working Document—Accompanying document to the Proposal for a
Directive of the European Parliament and of the Council amendment Directive 2003/87/EC so as to improve and extend the
EU greenhouse gas emission allowance trading system”. http://ec.europa.eu/environment/climat/emission/pdf/
com 2008 16 ia en.pdf p 24.

6 UK ETG (2008). “Administrative Cost of the Emissions Trading Scheme to Participants” http://www.uketg.com/documents/
ETG%20Cost%20of%20ETS%20Briefing%20Note%20 22-09-08 1.pdf

7 CBI (2009). http://climatechange.cbi.org.uk/uploaded/CBI-LowCarbonInnovation.pdf
8 DEFRA (2008). “Presentation on the Carbon Reduction Commitment”.
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The EU-ETS Needs to be Carefully Integrated into the Global Framework and Improvements
should be Made to the International Carbon Market

35. The conclusion of a comprehensive global climate change agreement is essential. The CBI’s brief
Opportunity Knocks9 sets four priorities for the international agreement:

— Creating business opportunity by providing long-term confidence.

— Improving and expanding market mechanisms to deliver eYcient low-carbon growth.

— Building a level playing field to enhance UK competitiveness.

— Unlocking investment to deliver low-carbon innovation.

36. Carbon markets must be a core part of a global framework. The CBI is undertaking international
outreach with our counter-part business organisations in order to make the case that other countries should
develop emissions trading policies, learn from the experience of the EU-ETS and design their policies in
order to facilitate the creation of global carbon markets. We are undertaking this work in order to unlock
the benefits of emissions trading as a policy.

37. The transition to a higher EU target must be carefully managed. Competitiveness concerns will not
vanish automatically when an international climate agreement is signed.

38. It is unclear how robust the international agreement will be in terms of genuine, comparable carbon
restraint across major non-EU emitters. There is a risk that an agreement is reached which the EU deems
suYcient to trigger the 30% Greenhouse Gas target, while individual sectors find their competitors outside
the EU are not in practice subject to comparable carbon restraint. Three months following the EU’s
ratification of an international agreement, the Commission must present an impact assessment of the
agreement and a new co-decision proposal for increasing the EU-ETS target. The CBI calls for criteria to
be used to assess how eVective an international agreement will be in addressing carbon leakage concerns.

39. Linking with other emission trading markets must be the medium/long term goal but a range of
criteria should be used to analyse whether and how to link diVerent trading markets. Notification of linking
emissions trading markets must be done with suYcient notice to the market. The CBI calls for the following
criteria10 to be used to transparently compare examples of diVerent types of installations in order to assess
the suitability of linking:

— Compatibility of measurement, reporting and verification: does a tonne % a tonne? This is
especially relevant as an emissions trading system in the north-east US (RGGI) uses “short tons”
and not metric tonnes.

— Level of transparency, reporting and dissemination of annual emissions data.

— Ability to predict the balance of supply and demand in the scheme, to forecast future scarcity.

— Transparent reporting including installation allocation, national emissions reporting for
disclosure.

— Information on scope of scheme including source types, scheme entry thresholds, closure, transfer
and new entrant rules.

— Emissions baseline and projections, emissions reduction targets, limits on use of project credits.

— Understand the diVerent allocation methodology types and how the proportion of free vs.
auctioned allocation in diVering schemes will evolve. If the proportions diVered radically, and if
they were to remain unchanged, this will solidify the impact on competitiveness via increased costs
for installations with a higher proportion of non free allocation.

— Using common infrastructure like the International Transaction Log.

40. CDM/JI is the first part of a global carbon market but needs to be improved. The Clean Development
Mechanism (CDM) is successful in stimulating many diVerent projects around the world (4,586 CDM
projects are currently in diVerent development stages), in reducing emissions (Estimate: 286 million CERs/
year until 2012),11 it has created new businesses both in the UK and internationally, has transferred
significant resources, and is creating “climate entrepreneurs” and supportive policy frameworks in
developing countries. Joint Implementation (JI) has been slower to take-oV than the CDM, so EU and
international barriers must be overcome to accelerate eVort.

41. The capacity and speed of the mechanisms and processes for creating, approving and regulating
CDM/JI projects must be improved. Estimates of the time from project idea to entering the rigourous CDM
process range from six to 18 months and the average time to complete the CDM registration process is 660
days. These delays mean that there are far fewer CDM projects entering the EU-ETS than allowed.

42. The scope of the project-based CDM should consider new sources of credits, such as carbon-capture
and storage.

9 CBI. (2008) Opportunity knocks: business expectations for a climate change agreement in 2009. http://
climatechange.cbi.org.uk/reports/00099/

10 Based on UK Emissions Trading Group. 2007. “Linking with emissions trading schemes of third countries” www.uketg.com
11 Norton Rose. February 2009. Global climate change—A report on the carbon market http://www.nortonrose.com/

knowledge/publications/2009/pub19791.aspx



Processed: 29-01-2010 19:21:58 Page Layout: COENEW [O] PPSysB Job: 431902 Unit: PAG1

Environmental Audit Committee: Evidence Ev 49

43. The expansion of the CDM should consider a sectoral and/or a policy basis. This would reward
installations or countries for achieving sectoral benchmarks, or reward countries for implementation of
policies such as fuel eYciency standards, or deforestation measures.

44. All countries should recognise the international UN approval process and avoid the regional
determination of permissible credits. Expanded capacity building and support for project development is
needed in the Least Developed Countries.

3 March 2009

Memorandum submitted by the Engineering Employers’ Federation (EEF)

About EEF

With over 6,000 business members from the manufacturing community (employing approximately one
million employees) and more than 20,000 associate companies, EEF is dedicated to fostering enterprise and
evolution across manufacturing to keep industry competitive, dynamic and future focused.

As the only membership organisation dedicated entirely to manufacturing, we are an established UK
leader in the delivery of business services, government representation and industry intelligence.

Commercially driven and re-investing profits for the benefit of industry and members, EEF’s trusted
influence means that manufacturing companies are particularly receptive to the advice and service oVerings
of carefully-selected partners with whom we choose to work.

Our network of oYces in England and Wales keeps us close to our members, allowing us to focus on local
issues and thereby to function as a unique community. Our London oYce provides a focal point for
development of our broad portfolio of business services designed to deliver maximum value. From London,
EEF provides first-class representation with government and regulatory bodies and supports our local
oYces in their programmes to influence regional policy. Our structure places us at the heart of the UK
business community.

EEF’s broad service portfolio is delivered by an unparalleled team of experts including 30 economists and
policy specialists, 90 HR and legal advisers, 150 health, safety and environment advisors, 20 occupational
health specialists and around 200 trainers, based in our regional oYces and in centres of excellence
nationwide.

UK Steel, a division of EEF, is the sectoral trade association for the steel industry. All the country’s
steelmakers are in membership, as well as many downstream steel processors.

Overview

Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C

1. Emissions trading schemes, in various forms, have emerged as one of the main tools for governments,
around the World, in delivering Greenhouse Gas (GHG) emissions reductions. Trading schemes in general,
deliver certainty, by way of the cap, and can address reductions where most readily available at least cost.

2. As carbon dioxide (CO2) is a global gas and global climate change is a global problem, it is certain that
any possible solution must also require global action. EEF believes that the most eVective, transparent and
long-term solution is a global cap on emissions, delivered through a cap and trade scheme, which would
place all participants on an equal footing. This does not mean setting the same target across all countries,
but the scheme should seek to deliver a “level playing field” that fully addresses the critical issue of “carbon
leakage”. A level price for carbon should exist across all linked schemes (the current price for allowances
within the RGGI scheme is $3.38, with EUA trading at „9.50).

3. EEF does believe that there are potentially equally eVective methods of reducing global emissions than
just a cap and trade scheme, such as a carbon tax.

4. A truly global agreement will enable GHG emissions reductions to be made at least cost, but only if
all participating countries are able to invest in other parts of the World.

Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

5. Emissions trading is only one of several possible instruments for reducing global GHG emissions. It
works well for sectors that are not subject to international competition, such as power generation. For other
sectors it works best when all major emitters in the world are included. However, emissions trading does
provide a credible means for delivering, through the imposition of a cap, a predictable outcome, and within
Europe remains a more politically achievable solution than alternative measures.
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6. That said, this should not rule out other instruments, such as tax, standards or regulation, particularly
for downstream sectors. Indeed, Copenhagen does give international negotiators the opportunity to reassess
if trading through cap and trade schemes is the most eVective method of achieving the goal of limiting a
global temperature increase to 2)C. Copenhagen does provide the last chance for governments to consider
the merits of a carbon tax.

7. EEF has previously opposed such a tax, favouring a cap and trade scheme in the UK, as the simplest
way of reducing emissions from industry. However, with hindsight, we have seen cap and trade schemes
become over complex, over crowded and over lapping, as is the rest of the climate change policy area.
Regional cap and trade schemes also fail adequately to address carbon leakage, and to account for
embedded emissions at borders for both imports and exports.

8. A carbon tax regime across the whole economy would truly account for all embedded carbon
throughout supply chains and could be administered eVectively at the border. This would enable consumers
to take informed decisions when purchasing goods and services, giving businesses that provide low-carbon
solutions to gain a competitive advantage in the market. Such initiative will also allow consumers to make
choices relating to materials.

9. A carbon tax would provide long-term certainty for participants in making low-carbon investments
and encourage the funding of emerging technologies.

10. Unless all other options and solutions of reducing global GHG are considered in the run up to
Copenhagen, then we may well be limiting ourselves to a system (cap and trade) that may not provide the
best road to tackling climate change.

11. It is however vital that alternative methods such as taxation be seen precisely as that: alternatives, not
supplements.

The EU Emissions Trading Scheme

The record of Phase II of the EU ETS, and prospects for the success of Phase III

12. It is too early to access whether Phase II of the EU ETS has been successful, as we are only now
starting the second year of a five year phase of the scheme. Of course, the ability to bank Phase II allowances
into Phase III provides a strong link between the Phases, that was absent in the transition from Phase I to II.

13. We need to be clear as to what is meant by “success” of the Phase. If the aim of the EU ETS is to
reduce carbon emissions within the EU27, then we are virtually guarantied success, as this is dictated by the
cap, which will be met, as the price of allowances will be set at the cost of abatement. This issue is further
explored below.

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

14. It should be clearly understood that an emissions trading cap and a carbon price, are essentially two
separate drivers in reducing emissions. The cap delivers certainty and in terms of the EU ETS will be met,
irrespective of the price of EU Allowances (EUA). It is often asserted that a low carbon price will weaken
the EU ETS, but it should be remembered that the aim of the Directive is to reduce absolute emissions to
a pre-determined level, by an agreed date. A high or low carbon price does not aVect this outcome.

15. If the price of carbon is low, this can only mean one of two things: either that output is lower than
predicted, for example as a result of a cyclical downturn or the loss of market share to imports, or that there
are more opportunities for cost-eVective mitigation than previously envisaged.

16. Commentators who assert that the current low carbon price indicates that EU ETS is failing need to
take a longer-term perspective. We all share the hope that the current economic downturn is temporary and
that industrial production will return to pre-crisis levels in the medium to long term. Carbon emissions will
then of course rise, largely in line with production, and many industrial participants will again need to enter
into the market to purchase allowances, if EUAs were not banked during this downturn.

17. It would be extremely short sighted to consider adjusting the current cap to take into account this
temporary reduction in carbon emissions. It should be recognised that this is a long-term exercise and short-
term fluctuations between supply for carbon and demand for carbon will take place. However, having set
the pathway towards a particular long-term target and in the absence of incontrovertible evidence of a need
for further action, then the need to long-term certainty should prevail.

18. EEF appreciates the danger that a low “spot price” for carbon, may inhibit future investment in a
low-carbon economy. However, we would reiterate that the EU ETS is a market based scheme, aiming to
deliver a tangible cap on industrial emissions at least cost. There are other policy instruments currently in
place, that also aim to drive low-carbon investment, in particular decarbonisation of energy, such as the
Renewables Obligation (capital grants scheme), the Climate Change Act and other parts of the Climate
action and renewable energy package, agreed in December 2008.

19. Governments can not, and should not, rely on the EU ETS alone to deliver the catalyst to long-term
low-carbon investment. EEF has concerns that the keenly anticipated expansion in low-carbon energy
generating capacity, most notably from nuclear, that is vital over the next decade, may be derailed by a low
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carbon price. The Government must ensure that the financial viability of these major schemes is robust and
the vagaries of a short-term EUA price fluctuation does not dictate the UK ability to meet its commitments
as set out in the Climate Change Act.

20. EEF does not believe that creating an artificial floor (or indeed ceiling) price for EUA should be
introduced. Artificially influencing the prices of EUA would jeopardise the market based functions of the
scheme and could send a signal to participants that further government intervention may be possible.
Ironically, this could have the eVect of creating uncertainty in the market.

21. It is possible that an artificial floor price could actually limit options to link the EU ETS with other
trading schemes.

Impacts of economic recession on the workings of the EU ETS

22. As the EU ETS is based on absolute targets allocated on an ex-ante basis, it is entirely predictable
that if the manufacturing sector is hit by an economic downturn, which results in a drop in output, then
carbon emissions from the sector will be reduced significantly, albeit temporarily.

23. EEF has previously advocated that the scheme should be based on eYciency of plant, rather than
absolute targets, and that allocation of allowances should be ex-post, based on actual production levels, and
not an estimate based on historical production.

24. Both of these proposals would have addressed the perceived carbon price and cap issues that have
resulted in the perception that the scheme is not working. For example, if allowances had been subject to
ex-post adjustment, it is likely that carbon prices would not have collapsed to the extent seen during the
current recession.

Impacts on and responses by UK firms covered by the EU ETS

25. The impacts on UK installations covered by the EU ETS are entirely predictable. If the output from
a sector falls to 50% in the same month, as a year ago, like we have seen in the UK steel sector, then emissions
will fall and many of those installations will be long in allowances and will need to decide whether to trade
or bank surplus allowances. In some instances, the decision to sell EUA will be out of necessity to ensure
basic survival of that installation,.

26. Selling surplus allowances in the event of reduced production is perfectly valid & legal within the rules
of the scheme, so to is reducing production a valid way to reduce emissions.

Implications of the EU ETS for business competitiveness, and how to address them

27. The implications of the EU ETS for business competitiveness are considerable for those sectors that
are fully exposed to international competition and are highly carbon intensive. EEF is reasonably satisfied
that the agreed EU ETS revised directive text does take account of this.

28. Of course, issuing 100% free allocation to sectors that are subject to carbon leakage limits the
additional unilateral cost to those sectors in complying with the scheme. However, cost increases will still
be borne by those sectors, as the free allocation is based on the cap, rather than need.

29. EEF does not favour border measures as the preferred route for addressing carbon leakage. Border
measures would not address the loss of export competitiveness, and they could only be made compliant with
the WTO principle of national treatment by the introduction of an unworkable level of complexity and
furthermore could lead to retaliatory measures and could undermine international cooperation to achieve
a global emissions reduction target.

30. It is therefore imperative that a robust international agreement to reduce global GHG emissions is
agreed in Copenhagen in December 2009. Only then can we ensure that all competitors in the market are
equally “incentivised” to become more eYcient and to pass through the cost of GHG into pricing of
products, enabling purchasers to make comparative choices between materials, in the knowledge that they
include the global warming impact in the price. This will eliminate the element of competitive distortion from
international trade.

31. However, the importance of international “sectoral agreements” should not be underestimated. It is
acknowledged that a truly international agreement must include a critical mass of high-GHG-emitting
countries, if it is to have any hope of succeeding. This is also true of addressing carbon leakage. Only if a
critical mass of, for example, steel companies across the globe are included in an agreement, can that sector
fully internalise the cost of carbon. This would apply to all globally traded sectors and highlights that
geographical agreements alone, may not solve the competitiveness concerns.
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EVects of the expansion of the EU ETS to encompass aviation

32. Whilst EEF advocates that all parts of the economy should play a part in limiting GHG emissions
in order to meet targets set out within both the EU ETS and the Climate Change Act, we have concerns that
including aviation into the EU ETS in 2012 could distort the market significantly.

33. As a matter of record, EEF was opposed to the inclusion of aviation. The sector currently has little
abatement potential, other than through reducing the number of flights. If the EU wishes to encourage
people to fly less, there are more eVective economic measures at its disposal.

34. Unless the cap is increased to fully take account of emissions from the aviation sector, then the eVect
of including the sector in the scheme will be to tighten targets for the remaining installations.

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

35. EEF does not believe that the hypothecation of auction revenues for government business support
for carbon mitigation purposes is the most eVective way of providing significant, long-term support and
certainty of outcome in the aim of reducing UK GHG emissions.

36. To hypothecate auction receipts is short sighted and would not provide the timely support for industry
at times when the support is needed most, namely when auction revenues are low, during an economic
downturn. When the economy is buoyant, business is better placed to invest in future mitigation measures
and therefore it is expected that the need for direct support to reduce emissions is less crucial. Business
support should be assessed on a case by case basis.

37. If the UK is to have the ability to develop the technological solutions needed to address climate
change, far greater investment in R&D will be required—well beyond the resources of individual companies.

38. EEF strongly believes that government should firmly commit to long term, significant support for
accelerating the transition of the UK towards a low-carbon economy. UK R&D government funding
support is extremely low compared to other Member States and other regions.

39. Whilst we accept the setting up of the Environmental Transformation Fund could go some way to
addressing this, we have concerns that much of the funding is not focused on UK business, but
international projects.

40. Committed business support from government, therefore could provide a unique opportunity to
assign funding to UK industry that will enable it to become a world leader in climate change mitigation. As
we have said, this support does not have to come directly from the money raised through EU ETS auctions,
but should come out of the Treasury Consolidated Fund.

41. The important question here is whether the government is fully committed to working with UK
industry to deliver the low-carbon economy that EEF members are working hard to achieve.

Development of a Global Carbon Market

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

42. Linking of trading schemes will increase liquidity of the EU ETS carbon market in Phase III However,
it will only address leakage if those schemes subject sectors to comparable levels of carbon cost
internalisation. Moves to link national, sub-federal or regional entities can only be acceptable if there is
equivalent scope/coverage and equivalence of eVort (eg RGGI where only power stations are caught will
could result in artificial market distortions) within all the schemes that propose to be linked.

43. The development of cap and trade schemes in other countries and states is progressing at a significant
pace. Most encouraging of all is the commitment by the new US administration to, “Implement an
economy-wide cap-and-trade program to reduce greenhouse gas emissions 80% by 2050” and to “Make the
US a Leader on Climate Change”.

44. A step-by-step, bottom-up approach, with an ultimate aim of a global agreement may yield a more
robust system, than a scheme delivered by a top down approach. It is now for governments to bring firm
proposals and commitment to the negotiating table in Copenhagen in December 2009.

45. EEF believes that it is not regional coverage that is fundamental to whether a scheme should be
considered for linkage to the EU ETS, but rather the robustness of the scheme and whether it puts competing
sectors on an equal footing.

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

46. EEF believes that the option of meeting domestic targets through carbon credits derived from
abatement overseas is essential. Emissions should be reduced where it is most cost-eVective to do so.
Therefore, there should be as few restrictions as possible over the quantity and sources of credits which can
be used to meet EU targets.
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47. However, this can only be achieved if credits represent actual emissions reductions. Credits should
not be counted unless assurances exist that emission reductions associated with such credits are genuine,
sustainable and fully verifiable to a standard comparable to that agreed by the Clean Development
Mechanism (CDM) Executive Board.

48. If this mechanism is adhered to then linking these schemes to domestic, or international trading
schemes can only improve their ability to deliver reduction targets and achieve the aim of limiting the change
in our climate. The ability to use CDM credits can increase international cooperation and expand
abatement options.

UK Carbon Budgets

The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

49. Given the Kyoto Protocol’s wide political acceptance, and established rigour, EEF welcomes the
government’s proposal that all the units which are recognised under the Kyoto Protocol and EU ETS be
eligible to count towards the UK carbon account. Otherwise the currency (ie CO2e) will be valued diVerently
in its accounts than from the UK’s. Taking this into consideration, we agree that carbon units recognised
under the international agreements such as Kyoto Protocol and EU ETS qualify.

50. Furthermore, the adoption of a plausible method for carbon accounting has the potential to make
carbon oV-setting easier and more credible. Its adoption could remove some of the uncertainties related to
the use of oV-setting methods and accelerate their acceptance in the Kyoto process and the international
carbon market.

51. By using consistently recognised carbon units, both government and non-governmental
organisations will be able to demonstrate that they have used the appropriate process to assess risks, define
boundaries, measure emissions and report on them in a way that is meaningful and comparable. A rigorous
and consistent method of reporting will add credibility to the cuts in emissions being made and will make
it easier for government to set credible targets for the future.

Transparency of and justification for counting the purchase of emissions credits (especially from “oVset”
schemes) as decreasing emissions from the UK

52. As we have said before, while EEF supports the unlimited use of CDM credits without restrictions,
we believe that any approved CDM carbon credits must be assessed to be additional ie that the planned
emission reductions would not occur without the additional incentive provided by carbon credits. Therefore,
EEF would urge the government to note that “additionality” is key to the integrity of carbon markets and
should be a prerequisite for carbon reduction incentives and regulations in future public policy including the
formulation of the UK carbon account. EEF believes that if the UK government is aiming to structure a
carbon account that reflects meaningful incremental emissions reductions, additionality is required and
needs to be assured.

53. Furthermore, for the carbon markets to remain credible enough to be used for compliance against
future carbon mandates, the UK needs to protect the credibility of existing carbon markets. Government
should encourage carbon oVset markets that can help reduce greenhouse gas (GHG) emissions. This
requires that both government and non-governmental organisations find ways to select and target emissions
reductions that are additional and measurable.

54. EEF advocates that government need to work closely with EU and international partners to improve
the rules of the CDM, but strongly urge that businesses be given adequate information and consulted on
the process at an early stage. Standards for additionality need to be clear, stringent and measurable in order
to avoid injecting uncertainty into the carbon market.

3 March 2009

Witnesses: Mr Matthew Farrow, Head of Environment, Mr Murray Birt, Senior Policy Adviser, CBI,
Mr Gareth Stace, Head of Climate & Environment Policy, and Mr Ian Rodgers, Director, UK Steel, gave
evidence.

Q49 Chairman: Good morning. Welcome. As you
know, this is the second evidence session we are
having in this inquiry. We looked at emissions
trading a couple of years ago and we thought it was
timely to revisit the subject. Both because of the
potential discussions at Copenhagen but, also,
because the United States are now looking at it quite
seriously as well, it seemed to us to be very topical.
When we reported two years ago, we concluded that
Phase One of the EU ETS showed that you could
have a workable system across a group of countries

which had not done much to reduce emissions.
Hopes obviously rose, that Phase Two was going to
be tougher and would produce some cuts, but would
you say now that perhaps that was an overly
optimistic conclusion for us to draw?
Mr Farrow: Thank you, Chairman. Good morning.
I think it is worth perhaps saying, to kick oV, why the
CBI has been such a strong supporter of emissions
trading carbon markets, as Members will be aware.
I think it has particular advantages as a policy tool.
The science shows us that we need to make a set
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21 April 2009 Mr Matthew Farrow, Mr Murray Birt, Gareth Stace and Mr Ian Rodgers

amount of reductions in a set time scale and with a
cap allowance you can do that, of course. Also, ETS
creates a carbon price, which means you can get very
wide incentives across the economy to make least-
cost reduction. I think the least-cost point is
important because, if you look at what the Climate
Change Committee says about the carbon
budgets—could increase fuel poverty by 1.7 million
households, obviously concern from business about
the costs—I think holding to this point that
emissions trading pushes least-cost abatement is
particularly important. In terms of Phase Two, our
view would be that we are making progress, the
market is functioning. That is important. I think
there is a lot of concern at the moment about the low
carbon price, and our starting point would be that a
particular set of factors have come together at once
to depress the carbon price: you have obviously the
recession (and colleagues may want to talk about
that); you have the companies selling allowances to
raise cash. Those factors are depressing the carbon
price at the moment. Our view is that those factors
are unlikely to persist together and there are various
indications which would suggest the carbon price
will pick up. Our view at the moment is that we
should persist with Phase Two; we should look at
ways to increase confidence in Phase Three and
Phase Four going forward; but a knee-jerk reaction
at this point is something we are not convinced
about.
Mr Rodgers: I certainly would agree with that. It is
far too early to draw any conclusions. We have had
only one year in Phase Two and the data are only
now becoming available for the first years’
emissions. The fact that the market price has started
picking up recently suggests that in fact the market
believes that we have not been over-allocated in the
first year. An analyst’s report I was reading only this
morning was suggesting that emissions in the first
year of Phase Two were 4–5% below the 2007 level.
Bearing in mind that the scope has changed as well,
that we now have more enterprises, more units
within the scope of the scheme than we did in Phase
One, again it is very diYcult to make any rapid,
hasty decisions.

Q50 Chairman: The price may have to go up a bit but
it is still less than half of what it was last summer. Is
that fall in the price and, indeed, is the reduction in
emissions more to do with the recession and the
consequences of that for the manufacturing industry
than it is to do with Phase Two?
Mr Rodgers: I am not sure how you can quite
analyse cause and eVect in that way, but certainly the
recession has been a major impact. For the steel
sector it has had a major impact on our output. By
the end of last year, output was down by about 50%
compared with normal levels, so clearly the recession
has had an eVect. Now the data is being released, the
fact that carbon prices are rising, in the midst of the
deepest recession we have seen for a long time,
suggests that the scheme is having some eVect.
Mr Farrow: The recession clearly has had a huge
impact, and it has hit the steel sector, as Ian says. In
cement, as well, production is down significantly,

and there is data about that. There is some evidence
from New Carbon Finance which suggests that as
well as falls of production due to the recession, there
has been an energy eYciency impact in firms through
ETS in improved energy eYciency and that has
pushed emissions down. Because more general credit
markets have been so glued up, as it were, firms who
have held allowances have in some cases chosen to
sell them, and maybe buy options for future
allowances, just to raise some working cash, and the
sense we get from talking to traders in the market is
that that phase is probably coming to an end and
that selling of allowances just to monetise them has
slowed down. Obviously it was a sort of short-term
stopgap measure some companies took, and, again,
as that slows down, you would expect the market to
start to increase. I do not know, Murray, if you have
anything else you would like to add.
Mr Birt: No, I think that is right. Barclays,
especially, recently had a note analysing it and
showing that some companies were selling current
allowances and then buying an option for
allowances in 2012, almost like a loan, and the price
between them was the eVective interest rate for the
loan, and because they could not have issues with the
overall financial market.1 But of course that rests on
somebody willing to sell them the option and the
individual from Barclays, the analyst, was saying
that that is perhaps closing down now.

Q51 Chairman: Disentangling the eVects of the
recession and the policy, the Phase Two, is going to
be quite challenging. I accept that it is very hard to
do that issue for the Committee on Climate Change
when they are looking at carbon budgets and so on.
On this question of companies selling allowances to
raise cash, they would be companies clearly under
cash flow pressures at the moment. Looking ahead is
there a risk that that may then produce a subsequent
spike? If demand in the economy picks up and these
companies then need more allowances, they will be
forced back into the market. Could you see a sort of
artificial increase in the price coming along in a
couple of years’ time?
Mr Farrow: I think it is possible. Whether it would
be a spike, I am not certain about, but I think you
would naturally assume, if the recession ends, as we
hope it will, and production starts to pick up,
companies need to supply those allowances to
surrender them. That suggests you would get this
fluctuation. I think this is a market that has some
flexibility within it and, therefore, would naturally
get that fluctuation. It seems to me it suggests that,
rather than an instant reaction to say that the price
has suddenly dropped and we need to intervene to
prop up that price, we should see how the market
unfolds in the next couple of years. I do not know if
others have a view, but, I think, rather than a price
spike, you would simply see a firming up of prices as
the recession ended.

1 Note by Witness: The witness meant to say during the
evidence session that “the price between them was the
eVective interest rate of the loan, and because they had issues
with the overall financial market. Not could have not had
issues with the overall financial market.
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Mr Stace: As diVerent sectors recover from the
recession at diVerent times, I would have thought we
would not be seeing a spike there. We are also seeing
further investment in carbon abatement with
companies. We are even seeing that now, with the
carbon price as it is, where the carbon price is one
factor that that will enable a company to bring
forward an investment decision. One of our member
companies at the moment is investing £60 million in
a project that will reduce emissions by 300,000
tonnes. Carbon would have been a factor there,
whereas really the major factor was the price of
energy. However, also the price of energy is related to
the price of carbon in terms of the pass-through costs
from the electricity generators.

Q52 Colin Challen: It seems to be quite diYcult to me
to understand quite how the ETS is influencing
decisions as opposed to all the other things. Pursuing
this question, there is some research that shows that
the power sector, for example, has moved to
decarbonising. There has been a switch from coal to
gas, which the research suggests is directly related to
the ETS. Could we just work a little bit more on
these concrete examples of the other sectors and
their relationship to the ETS? It seems to me, with a
very volatile price in carbon, plus probably we can
all foresee a trend in rising energy prices, that surely
it is the energy price that is the determining factor for
most companies. How easy is it to separate out very
clearly the impact of the ETS in boardroom
decisions?
Mr Farrow: I think it is diYcult to disentangle it.
Does that matter? What matters ultimately is that
the economy as a whole is transitioning to a low-
carbon world in a way that protects competitiveness.
In a sense, the point of ETS is to provide a carbon
price within the DNA of business and then you have
additional policies where you need them. The CBI
has lobbied for regulation around domestic housing
or CCS support, for example, where we think the
carbon price is not suYcient. But the evidence, such
as it is, suggests that it has a direct impact on
companies. Point Carbon did a survey recently in
which they said that about two-thirds of the
respondents, companies in the scheme, said ETS
specifically had an impact on investment decisions.
Murray, do you have any examples of specific
companies?
Mr Birt: One example is Real* Tinto* Alcan, where
they have increased their eYciency of the production
process quite significantly over the past number of
years, and carbon plays a role in that because it adds
to the cost of energy and so it is sometimes the
marginal decision—not necessarily in all cases, but it
is influencing them, as that survey was showing.
Cement companies are putting in place biomass use
and alternative fuels for use in cement plants, doing
energy eYciency programmes in refineries.
Companies are taking action on this. Energy prices
are volatile, carbon prices are volatile—actually
somewhat less volatile than overall energy prices—
but the clear indication is that energy prices and

carbon prices are rising over time and that is what
creates the business case for companies to invest in
low-carbon technologies.
Mr Farrow: Although there is a lot of focus on spot
price—and that is what the media tends to focus on
and people with concerns focus on, which is
understandable—if you make an investment over a
long time scale, if it is a nuclear power station, for
example, obviously you are concerned not about the
spot price now but the likely price from 2015
onwards when you are trying to earn a return on that
asset. Again, if you look at the projections the
Climate Change Committee has done, they are
projecting ƒ40 to ƒ105 per tonne as the price in
2020. Again, there is not a firm forward market to
that point, but companies try those estimates. Again
talking to people in the market, people expect quite
a significant carbon price around 2015 onwards, so
it is not the spot price, now that necessarily it is low,
that stops people investing, it is more expectations
about the long-term.

Q53 Colin Challen: You might be able to help me
overcome my cynicism to a certain extent, but might
some people say that, yes, they are doing these things
because of the ETS, knowing that the ETS is a very
gentle way to try to tackle climate change, and they
might want to do that and say that to avoid tougher
actions, which might range from carbon taxation to
more regulation and all of those things which
companies do not like?
Mr Rodgers: I think we would have to come back to
the point that we have quite a complex mix of policy
measures already. Certainly, talking for the steel
sector, we have had a climate change agreement for
getting on for ten years now, so we have been living,
breathing a low-carbon agenda for some time. The
European steel industry is investing many tens of
millions of euros in trying to identify what the new
technology might be for low-carbon steel making—
that technology just does not exist at the moment
without research and development—and is on the
verge, now going through to the next phase, where
you are talking about hundreds of millions of euros
investing in pilot plants. This has been on the
boardroom agenda for a long time, but you cannot
isolate ETS from the rest of the signals that are being
sent to industry.
Mr Farrow: You were saying in the question that the
ETS is a very gentle mechanism and that is why
companies are saying they can see it having an
impact. I think it is fair to say that in Phase One, and,
at the moment, because of the recession, in Phase
Two, low carbon prices are caps which the economy
can keep within. That is true, but I think any
companies which think that Phase Three will be a
similar gentle decline in emissions are being quite
naı̈ve. If you look at the way the cap declines, it is an
absolute top-down cap. If you look at the intention
in the Directive, that if there is an agreement at
Copenhagen, as we all hope there will be, that cap is
probably going to be immediately cut significantly
further; the impact of aviation joining the scheme,
probably being a net buyer of EUAs, forcing up the
price. While no-one can be certain, because it is a
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market mechanism, I think Phase One was a
learning phase. One of the things we learned from
Phase One was that having Member States setting
national allocation plans does not work in the long
term. You do not get enough tightness in the cap.
When I talk to companies they do recognise that
Phase One and to some extent Phase Two are not
indicative of the tightness of the scheme going
forward.
Mr Birt: We should also remember that the UK
second phase cap was set based on an 11% reduction
from business as usual. Unfortunately, the recession
means that we are in business not as usual, and that
is part of the reason for the decline in emissions and
the carbon price. The price depends on analysis of
many things: on the policy, on project credits, and
also on fundamentals, things like temperature,
weather, seasons, the ability to switch fuels. The
Phase Two cap was set where we gave most of the
under-allocation to the power sector and that is why
we are seeing more emission reductions from fuel
switching and other technologies from the power
sector.
Colin Challen: Thank you.

Q54 Dr Turner: All the putative eVects of ETS and
company decisions are so far fairly marginal, even if
you can identify them—or at least the ones that you
have quoted, unless I have been hearing you wrong.
Of course the National Audit OYce has agreed with
us that the price of EU ETS allowances, which is
eVectively the carbon price, is not high enough to
simulate long-term investment in low-carbon energy
generation. Would you agree with that?
Alternatively, can you cite any examples where
companies have made such long-term strategic
decisions to genuinely low-carbon energy generation
for the future?
Mr Farrow: I think there are two points to make.
The first is a distinction between the current spot
price and what companies expect future prices to be.
What we find is that even at current spot price, which
is obviously relatively low, as we have been saying,
although it is picking up a little bit, quite a bit of low-
carbon technology, and nuclear is the obvious
example, is economically viable, and so the interest
we have seen in buying the sites at auction, for
example, the amount of money those companies are
putting in to buying sites, shows very clearly the
energy industry thinks nuclear is now viable as a
technology in terms of economics, and it is the
existence of a carbon price in ETS that is helping to
incentivise that. On the examples Murray was giving
about biomass and CHP, I take the point that they
sound quite marginal when you discuss them as
individual examples, but the analysis which we have
done and the Climate Change Committee has done
shows that to meet the 2020 targets you need both
the big ticket investments, such as nuclear, but also
a huge number of small processes and small scale
investments across the industrial sector and the
housing sector. Even at the current carbon price, a
lot of technology is viable, but I think what is more
significant is the fact that expectation was about the
prices in Phase Three. If it was absolutely clear the

carbon price would never get above ƒ5 or ƒ10, then
I think, yes, there would be some very serious
questions to be asked: Was the current model of ETS
working at all? Was it flawed? Would intervention be
necessary? But the fact that the Climate Change
Committee projections are ƒ40 to ƒ105 per tonne
2020, for companies who are thinking about these
long-term investments that is a judgment they are
trying to make. Certainly when I talk to them they
are not saying, “We’re projecting a carbon price to
stay at this level”—although, even if there were some
big ticket investments have still come through. It is
a judgment about a much tighter cap, going to 30%
reductions perhaps, the economy picking up,
aviation being a buyer possibly, and that is a
judgment companies make.
Mr Rodgers: Your question referred specifically to
power generation, but if we look at the industrial
sector, as I have said, in the steel industry, and it is
true of other industries, we are currently reaching the
state where very little additional abatement
opportunities exist on current technology;
nevertheless, the NAO report quotes a steel
company that invested £50 million in some energy-
saving technology that resulted in a 1% reduction in
CO2 emissions. £50 million for a 1% reduction is an
indication of the order of magnitude of investment
that is needed today to make whatever marginal
carbon savings are still possible. As I have said,
research and development in new technology is
where the steel industry in Europe is putting all of its
money currently, because until we get that new
technology we cannot get any step change in carbon
reductions.
Mr Birt: We are also just seeing the first release of the
data for 2008, at the beginning of April, from the
Commission. That is being digested and analysed
but some of the initial indications are that for
companies that were in for 2007 and 2008 there is
about a 4.2 or a 4.3% emission reduction and this
includes a decline of 13.5% of emissions from coal
electricity generation, with some 3% increase in
emissions from gas-fired generation. This fuel
switching is where we are on the abatement cost
curve, and we are moving along, taking that
opportunity up and other energy eYciency
opportunities, as has been mentioned.

Q55 Dr Turner: What sort of level of carbon price do
you think is needed to provide a very clear signal for
investment in low-carbon technology?
Mr Stace: I think we need to be careful that we do
not rely on the carbon price within the EU ETS to
provide investments outside of the EU ETS in terms
of a low-carbon future there. We have the cap within
EU ETS, and the cap will be met, whatever the
carbon price. And so that is the aim of the EU ETS.
The aim of the EU ETS is not to drive economy-wide
reductions in carbon. It will go beyond those
installations that are caught by it but there are other
policy instruments—the Renewables Obligation and
the Climate Change Act and so forth—that will also
drive further investment.
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Q56 Dr Turner: But we are talking about longer-
term decisions than that. We are talking about, say,
ten-year time scales, minimum. The ETS caps
cannot provide to that to a suYcient degree. Once
again I come back to the carbon price. By whatever
means it is achieved, what carbon price do you think
is needed to be the floor that would trigger long-term
investment.
Mr Farrow: If you take the energy system or
electricity as an example of what you need to do, it
is pretty clear, if you look at the work that the CBI
has done, our Climate Change Taskforce report and
the Climate Change Committee analysis, that you
do need to make very significant progress towards
completely decarbonising electricity—good
progress by 2020, shall we say. Although in the
electricity market people will make individual
decisions, you obviously need new nuclear, and it is
pretty clear the existence of ETS, and even the
current prices we are seeing, is making nuclear
economic. You clearly need a lot of renewables—

Q57 Dr Turner: Allegedly.
Mr Farrow: I do not think companies would be
spending the sort of money they are on the sites if
they were not pretty convinced. The analysis we
did—this is in our Climate Change Taskforce report,
it is public analysis which we did with
McKinsey’s*—shows that nuclear is almost
economic at very low carbon prices—and you have
to make assumptions about fossil fuel prices and so
on—so even a modest carbon price would
incentivise nuclear. Onshore wind as well, as the cost
of that comes down, even fairly low carbon prices
will incentivise that. With something like carbon
capture and storage—which, again, you clearly have
to have as part of the energy mix, certainly by the
2020s—you would need an extremely high carbon
price right now to make that definitely the thing to
do, which we do not have. That is why I think it is
right to say, as we have said—and we will see what
the Government says, maybe this week, but
hopefully they will make an announcement on this—
that you have to have a specific policy to incentivise
CCS; involving demonstration projects, for
example. For oVshore wind, uprating the
Renewables Obligation is normally seen as the most
eVective way to drive oVshore wind. Rather than
saying that we have to have a carbon price of ƒ100
or something to incentivise every bit of technology
we need, the best way to approach it, we think, is a
functionary market: the carbon price (as I say, the
CCC projection of ƒ40 to ƒ100 by 2020 because of
the tightness of the cap), but then specific policies for
specific technologies—marine/wave technology, for
example, where at the moment the carbon price
would have to be at a ridiculous level to incentivise
that—which you could easily generate.

Q58 Dr Turner: Why are you so coy about naming a
price? Is this some sort of general reluctance and
disaVection for carbon pricing? The alternative is
regulation. Clearly there would have to be some sort
of combination, but you do not want more
regulation than you have already, do you?

Mr Farrow: In some areas regulation is a better
alternative. If you take particularly domestic
housing, for example, and energy eYciency there,
because of the hassle factor—because for most
households, and the same is true to some extent of
some service companies, the energy costs are a tiny
proportion of the household bill or the company’s
turnover—you could have a very high carbon price
and you probably would not get the impact you
want. On something like energy eYcient appliances,
we have lobbied publicly for regulations to improve
that. For something like buildings, again we have
lobbied for building standards that would drive an
improvement. We have always been very open about
the fact that, while certainly we want eVective
regulation, we do not want regulation for its own
sake, it is very diYcult in the economy, we have
simply to use carbon pricing in all cases to drive the
sort of change we need, so you need a mix of carbon
pricing and a mix of regulation in some areas. We
think the reason it is not sensible to say that this is
the particular price we need, is that what matters
overall is the emission cuts, which is the cap. You
have the cap within ETS sectors and the price will
emerge that will drive the cap to be met, so you have
to make sure you get the cap right up front, which is
a crucial issue, and then, ideally, we should let the
price look after itself. If the price is wrong, if the
price is too low, as it were, in terms of the concerns
you have, you look at the cap.

Q59 Dr Turner: We do not know what the caps will
be at the times that concern us at this moment. In
any case, the reductions in emissions are an
outcome, and in order to will the outcome you have
to have the means. You clearly would agree that,
whether it stands on its own or not, carbon pricing
is definitely one of the means. Would you agree that
it is helpful in terms of investment decisions if
companies can have some confidence in the level of
the carbon tax and a feeling of security that,
whatever it is, they know roughly what it is going to
be and can plan accordingly?
Mr Stace: Going forward, in terms of understanding
the market up to 2020, allowances traded now are
still valid up to 2020, so that provides that long-term
certainty. There is long-term certainty in terms of the
target to 2020, and so, in terms of investment cycles,
there is some certainty there and, as we have said, we
expect the price to firm up quite a lot more over the
next couple of years, especially as we come out of
recession. Also, aside from the price of carbon, if we
look at the now famous McKinsey cost curve, a
significant amount of carbon abatement can be
achieved at very low, or no cost. It is not the carbon
price that is really going to tackle that. We have had a
higher carbon price, and we are still seeing available
abatement opportunities not being taken up. Our
studies have shown that that is really a behavioural
change issue that we need to overcome, both within
industry and in domestic emissions. We have called
on the Climate Change Committee, that one of the
skills that they perhaps need to include on the
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Committee is some form of behavioural change
specialist who can look at why, when the savings are
so obvious, they are not taken up?

Q60 Dr Turner: I have to say, I cannot remember us
ever having a high carbon price, but let that one pass.
Lord Turner has gone further. He has strongly
suggested that there should be a floor to the carbon
price and that if it does not emerge naturally we
should put it there by some means. How do you react
to that?
Mr Farrow: The view we take is that if it became
clear that the carbon price was collapsing and would
just not recover, then there is a case for looking at
whether you need to look at ETS to see how you can
improve the operation of the system. When we talk
to members about this, they say it is not the carbon
price that matters at the moment; it is the long-term
future of the scheme. They say they expect the
carbon price to firm up, to recover—as I say, the ƒ40
to ƒ100 projection the CCC makes. It seems to us
would it not be more logical, perhaps, to look again
at the caps, if it was completely clear the carbon price
was not recovering, because it is the cap that drives
the price and it is the cap that it is the key outcome
of the scheme. Also, there are practical diYculties
about setting a floor price. If you asked everyone in
this room, “What should the floor price be?” we
would probably all have a diVerent judgment about
what the price should be. You have to do it,
particularly, for Phase Three, which I think is where
our key concern lies in terms of the long-term
investment decisions you were talking about. You
would have to do it at European level, I think, so you
would have to get all the key European Member
States to agree on a set figure. We just think, in
practical terms, with the horse trading that would go
on, that you would end up with a very arbitrary
carbon price which would not necessarily drive the
sorts of technology which I think you are very keen
to see come forward. Our view is: let us make sure the
scheme is functioning, let us make sure the caps are
right, and we will drive this part of the economy to
make the right contribution to the 2020 targets
going forward.
Mr Rodgers: I would agree with that, but for the steel
sector and for other industrial sectors subject to
international competition I would add the following
point: in eVect, we have two ETS schemes. We have
a hybrid scheme. For power generation and other
sectors not subject to international competition,
allowances will be subject to auctioning, and clearly
the price becomes a far more significant driver for
those sectors subject to international competition,
where, hopefully, we will be receiving and continue
to receive free allocations through to 2020. And,
there, as Matthew has suggested, is the cap that is the
main driver. One of the problems with putting in a
floor price is that you are saying, “Okay, the market
is over-supplied at the moment, because we are in
recession, therefore we need to prop up the market
with some new artificial measure.” That is a problem
that only arises when you have an ex ante system for
those sectors where allowances are allocated as
opposed to auctioned. If you had an ex post system,

which is what we were advocating for a long time
during the run-up to the Phase Three agreement, you
would not have this problem, that fluctuations in
supply and demand based purely on output from
those sectors would cease to have an impact on the
price.

Q61 Chairman: Just to be clear, were you saying,
Matthew, that if the price fell to an unsustainably
low level and showed no sign of recovery that you
would contemplate a mid-term reduction in the cap
as a better way of driving a sustainable price than
having some artificially imposed minimum price?
Mr Farrow: I think we are talking about Phase
Three, to be honest. In Phase One, clearly the price
collapsed and it was clear that the allocation had not
worked properly. As I was saying earlier on, our view
is that this has not been replicated in Phase Two. You
have some particular factors that have come
together to depress the carbon price. We do not
expect those factors to persist and, therefore, we
think it would be wrong to have an immediate, knee-
jerk reaction. If, however, contrary to our
expectations the price did collapse for some reason
and was not going to recover by 2020, I think we
would recognise that ETS was not functioning as it
was supposed to, it was not driving lowest cost
abatement, and, therefore, we would have to look
again at the scheme. Most people say, “Well,
instantly you need to prop up price; that is the way
to do it.” Our view is: How would you pick the right
price to get the right reductions? How could you co-
ordinate that at European level? Would it not make
more sense to look at the cap? I think the way that
would be done is, if there was a Copenhagen
agreement, the EU Directive says the cap will be
cut—not yet automatically, it does not specify the
level, so there has to be some discussion through co-
decision about that. If the price really had collapsed
and was not recovering, that would be a point at
which to do that, but, as I say, we do not think that
this low level of price will persist.

Q62 Mr Chaytor: Matthew, you mentioned earlier
the importance of other policies as well as the
trading scheme, and of course there has been a
longstanding debate about the value of a carbon tax.
It seems in recent months the argument for a carbon
tax has reasserted itself and EEF has specifically
come out in favour of a carbon tax. First, I am
curious as to why EEF has had this change of policy.
Second, what is the CBI’s view of carbon tax now?
Mr Rodgers: I am not sure we have explicitly come
out in favour of a carbon tax. We are saying—and I
come back to this issue that there are a number of
sectors subject to international competition—that
particularly for those sectors, we have found getting
something out of ETS which does not undermine
our competitiveness has been very diYcult. We have
ended up with some tortuous debates in Europe and
we have ended up with a Directive we think we can
live with, but is it necessarily the most cost-eVective
way of dealing with the situation for our sorts of
sectors? An awful lot depends on what is agreed in
Copenhagen. If we end up with all major trading
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partners agreeing to a cap and trade scheme in
Copenhagen, then clearly it makes a lot of sense to
stick with cap and trade. If, on the other hand, we
end up with some major trading blocs, like the USA,
going down the carbon tax route, then the
interactions between the two diVerent types of
systems become more complex. All we are saying at
the moment is: let us not totally close the door today
to a carbon tax in the future as a solution, if the
outcome from Copenhagen is one that suggests that
may be a more sensible and more cost-eVective way
for our sort of sector.

Q63 Mr Chaytor: If in the USA the move was
towards carbon tax, would you then argue that steel,
for example, should be taken out of the Phase Three
ETS in 2012?
Mr Rodgers: It is certainly something we would be
looking at. I cannot say today that that is what our
position would be. The advantage of a carbon tax is
that you can exercise control at the borders in a way
that you cannot with a trading scheme.

Q64 Mr Chaytor: Are the two mutually exclusive? In
view of Matthew’s comments earlier about the
significance of a diVerent range of policies, why does
it have to be either a trading scheme or a carbon
tax scheme?
Mr Rodgers: I would argue strongly that you only
need one system to set the carbon price that we are
all agreed is necessary. The question is which is the
more eVective way of doing it. We are living with a
hybrid system already, with the climate change levy
in this country and similar energy taxes in other
countries, so having multiple layers of taxation and
trading I think would be just far too complex.

Q65 Mr Chaytor: Matthew, in terms of your
organisation’s view of carbon tax.
Mr Farrow: I think people can make and do make an
intellectual case for both alternatives, of course, and
if you go back a decade or so there was a very lively
debate about this. The reason we came down on the
trading side was partly the cap. We felt that science
says you have to make reductions of a certain level
by a certain time and no-one knows, if you set a tax,
what outcome you would get, whereas a legally
binding, top-down cap should allow you to be
confident you get those reductions and then the price
which emerges should be the lowest cost way to
achieve those reductions. As I say—and you might
expect us to say this—I think cost does matter.
Tackling climate change is not cheap but let us try to
make it not so expensive. It is hard to maintain
popular support, whether that is the costs on
business which have to buy allowances and which we
do not want to be oV-shored or the costs on
households paying fuel bills. We still think that ETS
is the right way to go. It certainly has proved highly
complex, as trading schemes tend to. I feel it is a little
bit that the grass is always greener, in that because a
tax is more of an idea, people think perhaps that
would be simpler, whereas when I talk to businesses
about government tax policy or international tax
policy they tend to throw up their hands and say,

“It’s so complicated, you could never get it co-
ordinated.” It is not obvious to us that a tax would
be a lot simpler and easier to implement, but it is
hard to be clear. We feel that businesses put a lot of
hard work into getting ETS up and running, the cap
is functioning in the carbon market. I think one has
to think, as well, what is the end game here? What are
we all trying to achieve? We are trying to get to a
world in 2040/2050 when it is a low-carbon world. To
do that, EU/UK emissions must peak pretty much
now and start declining, and we need to be, at the
same time, getting some real momentum behind
abatement in the developing world and they need to
take on binding targets at some stage. We cannot
really conceive of a route map to get to that world
that does not involve a strong ETS that works
eVectively and has a strong cap, and then is
progressively linked, first of all through CDM and
then to other trading schemes around the world. As
Ian says, if the US and other parts of the world go
towards a tax route, one would have to look at other
ways to try to link those systems, but I think we are
not there yet. We have put so much eVort into ETS
and I think it is starting to have an eVect. The Phase
Three cap is going to be pretty tight. We have found,
I think, ways of free allocation to get the right
balance between sectors such as steel doing what
they ought to be doing but not putting them in an
impossible position. I just think that at this stage
saying, “No, we should switch to a tax,” would not
be our position.
Mr Birt: It is also worth remembering that Europe
was trying to go for a carbon tax as the main
mechanism for tackling climate change and it just
was not—
Mr Farrow: Back in the early 1990s.
Mr Birt: —in the 1990s, and it was just proving much
more diYcult to get agreement. You will get other
taxes where the EU tries to co-ordinate action and
there is a strong view, not just within Europe but
internationally, that tax is a matter of sovereignty
and it proves quite diYcult to try to harmonise
taxation internationally. That is a bit of a barrier.
But where tax and ETS do interact, and we have a
climate change levy in the UK, it does get a bit messy.
There is a role, I think, for a carbon tax for sectors
that are excluded from the ETS and providing some
sort of incentive to them to show equivalence of
eVort, and that will be important for the Phase Three
deal across Europe as well. In the UK we have
looked again at trying to harmonise it and
streamline it a bit with the system of climate change
agreements that we have to provide an incentive for
sectors that are not in the ETS.

Q66 Colin Challen: The report we have had from the
National Audit OYce concludes that the ETS has
had little impact at all on the competitiveness of UK
companies. Do you agree with that conclusion?
Mr Farrow: I would agree that it is unlikely to have
had a huge impact on competitiveness up to this
point. Not surprising: industrial sectors were
allocated on business as usual quite explicitly in the
UK in Phase One and largely in Phase Two. For
individual companies that might not have been the
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case, due to the way the individual allocations were
made with the sectors as a whole. Plus, of course, the
carbon price, while it has fluctuated, has had periods
where it has been quite low, so you would not
necessarily expect to have had a huge impact.
Having said that, one of our cement members,
Lafarge, again have publicly said that they have put
a hold on investment in the EU until it is much
clearer how the benchmarking is going to be worked
out for Phase Three. I think all the analysis that has
been done, whether that is by the Climate Change
Committee or by the Carbon Trust, shows that the
competitiveness issue is real for some sectors. If you
look at the impact of the carbon price on the profit
margins, the gross value added, there is a genuine
risk there that if you simply say those sectors should
take whatever carbon price the market throws at
them, you will oVshore emissions—which makes no
sense at all. We feel it is vital for Phase Three that
there is an appropriate methodology to try to protect
those sectors, and the approach is benchmarking.
Benchmarking is based on the 10% most eYcient
installations around Europe. The benchmark
allocation is within the cap, so again it is fixed over
time. I think competitiveness is a genuine issue. It is
not surprising there have not been major impacts
yet, but there have been some impacts, but for Phase
Three, I think the deal we have can make sure that
EU competitiveness is not undermined but it is
something which we have to watch very closely.
Mr Rodgers: I agree with everything Matthew has
said. We argued strongly in Phase Three that in order
to protect our international competitiveness we
needed free allocation. It looks like we will continue
to receive free allocations, so there is no
internalisation of the cost of carbon for sectors
subject to international competition. Second, the
other factor is the size of the cap. Currently,
“thanks” to the recession, if that is the right word, we
are not short of allowances. Going forward into
Phase Three, there is a worry that the constantly
reducing cap could act as a brake on output if we
enter another period of sustained improvement in
global steel demand. But that is for the future. We do
not know what the future holds. Certainly, as of
today, I do not think it has had an impact on
competitiveness.

Q67 Mr Caton: You have all just repeated your
welcome for the proposal to increase free allocations
to be handed to industry in Phase Three, agreed in
December. What are the advantages of giving away
free allowances over other ways of protecting
industries vulnerable to carbon leakage, such as a
border tax on certain imports?
Mr Rodgers: We have always had concerns—and
there is perhaps common ground with the CBI on
this point—about linking ETS with a border tax.
First, it would become very complex to administer
because you are not dealing with a constant price,
you are dealing with a variable: the price of
allowances varies every day, so how you will apply
that at the border becomes complex to start with.
Second, where you have to, in eVect, treat imports in
exactly the same way as domestic production,

making it WTO compliant becomes virtually
impossible. The other argument is that for sectors
which are substantial exporters—and the steel
industry is one such—applying a tax at the border
would not oVset the impact on the international
competitiveness of our exports. It could only work
in terms of oVsetting loss of competitiveness against
importers. It basically fails on both counts when part
of an ETS.
Mr Farrow: We agree with that. Border taxes in some
ways are quite an elegant solution to part of the
problem but in practical terms it is just hard to see
how they would work. Just to pick up one point you
made: you referred to the benchmark allocation as
such as an increase in free allocation. We would see
it as a decrease because, of course, hitherto, those
sectors have had free allocation on a business as
usual basis. So this new proposal is not an increase
in free allocation, it is a tightening of it, but it is
rightly, I think, focusing the free allocation on
sectors which genuinely could not cope without
some free allocation.

Q68 Mr Caton: I think it is an increase in the sense
of what was originally envisaged.
Mr Farrow: In the original Directive proposal? In
the original Directive proposal I think the
Commission had said there is this issue about carbon
leakage. They accepted that, and I think from
memory they floated diVerent options at which you
could have border taxes or you could have the
method we have gone for. In all the negotiations
leading up to the deal in December, they came down
on having basic criteria to decide which sector has
free allocation or not. We felt that at least they had
used an evidence base to do it. You can argue,
perhaps, that the final deal was a bit too cautious, in
including some sectors on which, on some of the
analysis, the impact is pretty small, but, as I say, the
Commission was always clear up front that you
would need some approach which would either be
border taxes or free allocation.
Mr Rodgers: For carbon leakage sectors, the initial
draft said free allocation of “up to 100%.” Now it
says “100%.” I guess you could argue that that was
potentially a loosening, but, equally, it was
potentially no diVerence at all.

Q69 Mr Caton: I accept what you have just said, that
you are not proposing a carbon tax but it is
something you think should be being considered,
but, as I understand it, in your proposal to at least
consider it you talk about a carbon tax being applied
at the borders. Does that have fewer problems than
the alternative?
Mr Rodgers: Look at it like VAT, for example. VAT
is applied to domestic sales and it is applied to
imports at exactly the same level. Equally VAT is
rebated for exports. You could apply a carbon tax in
the same way. I agree with Matthew, it would not be
easy at all. It would be a very complex set of
calculations that you needed to do to get exact
equivalence between the treatment of domestic
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production and the treatment of foreign production,
but in WTO terms it becomes a lot more acceptable
because you are dealing with a tax—
Mr Stace: Bear in mind that what we are really
looking for is a truly international agreement, where
there would be no need for a border tax adjustment:
all sectors in whatever geographical region in the
world are sitting on a level playing field where a
tonne of carbon from one region is the same as a
tonne of carbon in another region.

Q70 Mr Caton: You have all pointed out, I think,
that these vulnerable industries are not to be given
all the allowance that they want. They will have to
face some increased costs by buying extra
allowances or investing in new technology to reduce
emissions. How big a factor will these costs be?
Which industries will be particularly aVected?
Mr Rodgers: We cannot predict which industries will
be particularly aVected today because it will depend
on global supply and demand within each individual
sector. Remember that at the time that we started
talking about Phase Three, world steel demand was
increasing by 3 or 4% a year. Obviously that is not
the case any more. Fundamentally, we see no reason
why that should not return once the recession is over.
If you have a constantly declining cap of 1.7
something per cent, I believe it is, and a constantly
rising demand of 3 or 4%, obviously you get quite a
tight squeeze in terms of European operators being
able to take advantage of that increase in demand.
That is what our concern was. Sorry, I have not
answered your question, because I honestly do not
know.

Q71 Mr Caton: If you do not know, you do not
know.
Mr Stace: When we look at the steel sector from
2005 to 2020, we have seen from our studies that
there may be a reduction of 20% in emissions. That
would be between 1 and 2% per annum, but that
would be at a cost of ƒ1 billion. Also, that is without
any breakthrough technologies that Ian has
mentioned earlier. That is for the steel sector. When
we look at the ETS as a whole, the targets are applied
across the board and each sector is going to have
very diVerent abatement opportunities from one
another. For the steel sector we believe there is not
that much in terms of abatement opportunities
available and in terms of the way steel is made.
Ninety per cent of the emissions are process
emissions; they are unavoidable; they take place in
blast furnace. Without a breakthrough technology
or changing the laws of chemistry you are not going
to be able to tackle those emissions, so you are
looking at the 10% that is available to you to reduce
emissions.

Q72 Mr Caton: In your memo2 the CBI argued that
industries which consume a lot of electricity, such as
the aluminium sector, will suVer due to increased
auctioning in the power sector, since this will lead to
higher electricity prices, but in our last inquiry we

2 Ev 43

have heard that auctioning allowances to the power
sector should not make any diVerence to electricity
bills, since power companies are already adding the
market value of allowances to their prices—and
earning windfall profits, incidentally, as a result. Are
you telling us that power companies are going to put
their prices up again?
Mr Birt: As it moved to full auctioning, the price will
be passed through fully. There is some pass-through
in power prices currently, but as carbon prices
increase, the direct impact on companies will also
increase. That is why the Phase Three Directive
provides some allowance for Member States to give
state aid to particularly electro-intensive industries.
There are really only a couple, and from our view
they are probably aluminium production and chlor-
alkali production, and perhaps some others. For
instance, in the chlor-alkali industry, increasing costs
of 10% or more would be the result, and that
represents in excess of its profits over the last five
years. That increase from auctioning in the power
sector could have that impact unless there was some
sort of compensation view, and our view is that kind
of compensation mechanism should take place until
there is a level playing field for those industries
globally and on a level playing field for Europe.
Mr Rodgers: To add to Murray’s list of sectors:
electric arc furnace steel making, which is also
electro-intensive. All we are saying is that provision
now exists in the Directive for Member States to
provide state aid to electro-intensive industries. If
the UK finds that the Spanish, Italians, Germans or
whoever are subsidising legitimately their electro-
intensive industries, then the UK would have to
follow suit or our competitiveness would be very
seriously interrupted.
Mr Farrow: In terms of whether there will be an
increase in energy costs, electricity costs, our view is
that it is quite likely. If you look at the Government
renewables consultation last summer, when that
came out it had some pretty sobering figures towards
the end of it about the projected increase in gas and
electricity costs for industry due to existing climate
change policies, of which ETS is one, and due to the
costs of meeting the renewables target on top of that.
I do not have the figures to hand but we could help
your oYcials find them. As I say, they were quite
sobering, multiples of 10%, so the expectation is that
climate change policies and costs pass-through will
lead to additional electricity cost impacts. As Ian
was saying, rightly I think the Directive allows
Member States to compensate for that. There is
clearly a level playing field issue. This would be a
year in which we would urge the Government to
keep a close watch on that as necessary.

Q73 Mr Caton: Thinking about those windfall
profits, are you aware of any other industries which
have made a profit by raising their prices to capture
the market value of their carbon allowances?
Mr Farrow: No, is the answer. There is a lot of
debate about the windfall profits’ analysis and all the
diVerent parties to that debate have given their own
views on it, but, no, I am not aware of any other
sector where it has been discussed.
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Q74 Joan Walley: Could I apologise for having
missed all your evidence because of problems on the
West Coast mainline this morning. In relation to the
scope that you have just covered about the whole
issue of carbon leakage and other industries, could I
ask Mr Farrow what scope you think there might be
for detailed research into intensive industries, such
as the ceramics industry, which I know are
particularly concerned about the need to look at
ways of doing this in sectoral way rather than on a
geographical basis. How do you think that the two
issues can be balanced in terms of meeting the
carbon emissions but at the same time retaining the
UK ceramics industry?
Mr Farrow: In terms of international sector
agreements?

Q75 Joan Walley: Yes, and the fact that it could be
much easier to produce oVshore, where there are not
the same restrictions.
Mr Farrow: The whole carbon issue is a significant
issue, as we were saying. Ceramic industry
companies are in many cases CBI members and I do
hear a lot of deep anxiety from them. In terms of
within ETS, we have always made clear that this is a
real issue. If you look at the work which has been
done by a range of bodies, such as Climate
Strategies, while not all sectors involved would agree
with the precise details of that, that sort of analysis
very clearly shows that a range of sectors, such as
ceramics, are generally aVected, and so within ETS
we have pushed very, very hard for what has been the
outcome: an evidence-based process where
industries like ceramics can make their case with the
Commission and say, “We need a benchmark free
allocation.” Having said that, I think there is a lot of
interest from sectors, including from steel, of course,
in the role of these international agreements, where
in principle, I think, if those agreements could be
devised in a way where they were rigorous, and they
were properly monitored and verified and they
guaranteed a comparable emissions restraint that
you get under EU ETS and similar actions elsewhere
throughout the world, then there could well be
possibly an easier way to deliver the same
environmental outcome while protecting
competitiveness. So we are interested in global sector
agreements. We talk to a number of our members
about them. We tend to leave it to the sectors
themselves to do the work with their counterparts
across the world. Clearly they must be rigorous, as
rigorous in terms of outcomes as alternatives, but if
they can be developed then we would support them.
Mr Stace: Within the EU ETS Directive it is for the
sectors to prove that they are at risk of international
competition and therefore should be seen at risk
rather than the other way round. My advice for the
ceramics sector is, as Matthew says, they should be
feeding into the Commission’s current data trawl for
the Commission’s study. We in the steel sector,
slightly over a year ago now, commissioned an
independent consultant to look into this very subject
and to see if the Steel sector was indeed at risk of
international competition. Again, in terms of global
sector approaches, for the sectors to take a lead there

to show they can develop a sectoral agreement
globally. In the steel sector, that is what we are doing,
working with the World Steel Association, formally
the international Iron and Steel Institute, and
making very good progress there in terms of bringing
in countries or regions of the world, such as China,
in developing data collection that had never taken
place before, discussions of benchmarks and global
agreement that we would not have seen before.

Q76 Dr Turner: You are obviously familiar with
your sister organisations in other countries who are
clearly going to be having an input in Copenhagen.
What is your assessment of the prospects of
Copenhagen in terms of producing binding targets
on all major emitting countries or, alternatively, on
major sectoral emitters?
Mr Farrow: That is a big question to throw in
towards the latter stages of the session and the
honest answer is we are all speculating because there
are so many physical factors at play. In terms of our
sister organisations, I suppose there are two points I
would want to make. One is we have seen it as part
of our role to work with those other organisations to
try to explain why CBI and UK business has taken
what is seen by some of those organisations as a
relatively progressive stance on climate change. We
talked to them about our own taskforce work and
the Stern work and so on and how we are convinced,
although it is going to be very diYcult, we can meet
these targets in a way which is compatible with a
functioning economy. We felt it was part of our job
to do that and we have a lot of contact with other
organisations. Certainly, talking about the US big
organisations, if you go back to, say, 2004–05, we
wanted to run a big event with one of the big
American business organisations on emissions
trading, not about the politics of it but trying to
share views on the technical details and how it would
work, and we could not get any interest. They just
did not want to go there. Now that has completely
changed. Richard Lambert goes out to the US—he
was out there a couple of weeks ago, I think—and we
have meetings with the administration, with the US
Chamber and so on, and we find there is a
completely diVerent discussion going on. What that
will mean in terms of Copenhagen is very hard to
suggest. We have published some work on what we
would see as an acceptable outcome for Copenhagen
which we will certainly send in to you. We have said
the EU is right to have this sort of dual-track tactic
of saying 20% cuts if the rest of you do not step up to
the plate but it will go up to potentially 30% if there is
a meaningful deal. That seems a reasonable attempt
to play the tactics. I guess we are concerned that, if
a deal is done of some sort, there is proper scrutiny,
just to make sure that there are significant
comparable commitments by other countries before
we instantly say that the whole carbon leakage issue
has been solved because we have these signatories on
board, but I would be cautious to speculate the
actual outcome.
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Q77 Dr Turner: One suggestion that has been made
is for global sectoral caps and trading schemes to go
with them, covering, for instance, all major steel
companies throughout the world. How practical do
you think that suggestion could be?
Mr Rodgers: It is certainly an approach that we have
been advocating. As Gareth was just explaining, the
World Steel Association has brought together most
of the major emitters around the world and has
already started collecting emissions data on a
common basis, which is actually quite revolutionary
for our sector and I suspect for any other as well. If
you are going to go further and turn that into a
binding international cap of some nature, that could
only be done with the support and involvement of
governments as well. Competition law, apart from
anything else, would require that within Europe and
within the USA. What matters to us is not the extent
to which we compete with the cement industry, say,
what matters to us is whether we are able to compete
on an equal basis with the Chinese, Russian,
Brazilian and Indian producers who have the more
rapidly emerging companies around the world.

Q78 Mr Chaytor: In terms of the possibility of the
US trading scheme, would your preference be for it
to be fully integrated with the European trading
scheme, if it were to continue? Is there any advantage
in having two separate trading schemes?
Mr Rodgers: If we continue to go down the trading
route, then the more integrated the trading is around
the world the better. If you have a US scheme that is
diVerent from a European scheme, it may well be
that one is biting harder than the other. One may be
internalising the cost of carbon more than the other.
If it is a single one, then you do not run the same risk
of distortion. That is a purely speculative answer.

Q79 Mr Chaytor: In respect of China, India, Brazil,
Russia, I see on my emails this morning that China
has recently now accepted the concept of strict
emission targets, so this may be a first step to a
growing interest in China in these trading schemes.
Is there any information you have about the
thinking in these four countries as to the role of
trading in their economies in the future?
Mr Farrow: On the US point, there is a lot of
momentum behind cap and trade and there are
various bills around and solutional schemes. To be
honest about it, there is also quite a bit of scepticism
from people who say, “The European scheme is very
bureaucratic and we don’t want that here”. I think
that is over-emphasised, to be honest, and part of
our work is trying to explain how ETS is working.
We cannot really see an easier route to a global low
carbon 2050 which does not involve regional trading
schemes which are linked through CDM initially,
and gradual links more formally. As Ian has said,
this will take time because it would be a huge mistake
to link schemes which are quite diVerent and
completely distorted them. I do not know about

China. Obviously there is a developing debate there
and they are thinking about their strategy for
Copenhagen. We will have to see how quickly they
are willing to take on binding targets but that has to
be the medium-term goal, and I think linked trading
schemes are part of the argument there because they
can persuade those countries they can meet what
seem to them tough targets in a low-cost way.
Mr Stace: We must be careful we do not mix apples
and pears together in terms of global trading
schemes and linking them up. If we look at China, it
is my understanding they may be looking down the
route of more eYciency targets rather than absolute
targets, which would be very diYcult to link with the
European scheme. I know Japan is looking at more
energy targets rather than carbon targets. So in the
run-up to Copenhagen and beyond, there is an awful
lot of trying to mish-mash and bring them together
to, as I said before, achieving our overall goal of
international agreement which places all
participants on an equal footing.

Q80 Chairman: EEF is in favour of more
Government investment in decarbonising the
economy—I think we probably all share that view—
but you have argued against hypothecating auction
revenues for this purpose. Why is that?
Mr Stace: What we would like to do is go beyond the
auction revenues really, in the sense that what we are
looking at here is a revolution in terms of reducing
carbon emissions, and is a huge step change in the
technology which is used to create products and
services which we have in the UK. To rely on the
auction revenues—and we have talked a lot today
about the changing price—really does not provide
that long-term stability and certainty that we believe
EEF members would need to invest heavily in the
new technologies. For example, if the price of
carbon is low, our members need that support all the
more, so if it is hypothecated they will be getting less
money, and when they next need that support and
the price of carbon is high, they will be getting more
money. So what we want to see—and we will see
tomorrow in the Budget—is more firm, long-term
commitment from Government to enable
manufacturers to produce the products and services
which will ensure the UK meets its obligations under
the Climate Change Act.

Q81 Chairman: But against the present background
of the public finances, there are not going to be other
sources of taxpayers’ money readily available for
this sort of investment. Would the revenues, even
though they might not be entirely adequate or even
completely predictable, not be a good start?
Mr Stace: They would certainly be a good start but
there are other revenues—the climate change levy
and the landfill tax and the like. If we are looking at
the economic situation now, that I hope would be
very diVerent going forward into Phase 3 when we
will see significant revenues from the ETS. So we are
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absolutely not calling for the revenues to go
somewhere else, we are saying there should be the
revenues and more.

Q82 Chairman: One of the proposals from the US
administration is that the revenues from auctioning,
if they proceed down the trading route, will be used
to top up the social security budget. That seems to
me something which might get the whole concept of
auctioning discredited. At least by using them for
some directly related purpose, would in your
judgment be a better alternative?
Mr Stace: Yes.

Q83 Chairman: What eVect do you think the
revisions to the proposals for free allocations in
Phase III will have on the amount of revenue which
could be raised?

Memorandum submitted by The Carbon Trust

Summary

Overview

1. Carbon markets are essential, but must be complemented by other action to prevent climate change.
Essential because they provide firms with an incentive to abate whilst limiting overall emissions. However,
complementary actions are required: to remove obstacles to greater energy eYciency, to accelerate the rate
of innovation in low-carbon technologies, and to cut carbon from agriculture, forestry and land use.

2. It would be harder to prevent climate change using a carbon tax: it is more diYcult to get agreement
on the right level(s) for the tax than it is to agree the right path for emissions reductions under a cap and
trade scheme.

The EU Emissions Trading Scheme

3. The series of booms and busts in the cost of carbon are a problem in achieving the scheme’s goals
because it creates uncertainty for firms’ investment decisions. Reserve prices on auctions oVer a near-
term solution.

4. Our study of 159 UK manufacturing activities, and similar analysis in other countries, suggest that the
impact of the EU ETS on profitability and trade is limited to a handful of sectors. There are no easy solutions
to the issue for these sectors. In particular, free allocation is not a universal remedy. In some very specific
cases it may be preferable to implement border adjustments. However, these will take time to negotiate
multilaterally.

5. Phase III of the scheme is a significant step in the right direction, but issues remain: working out who
should receive protection from “leakage”; working out benchmarks for free allocation; and price
uncertainty, including uncertainty driven by the level of the cap in relation to governments’ action on the
renewable energy and energy eYciency targets.

Development of a global carbon market

6. The Clean Development Mechanism itself has triggered more than 4,000 emission-reducing projects
in developing countries and is likely to save up to 2 billion tonnes of emissions reductions by 2012.

7. Other mechanisms under the Kyoto Protocol, including emerging Green Investment Schemes, show
great promise.

8. Many of the gains are at peril unless governments act to restore balance in the markets and learn the
emerging lessons.

Mr Stace: It certainly will reduce it slightly, but the
benefits of free allocation, and therefore avoiding
any carbon leakage, would far outweigh the loss in
terms of revenue that the Exchequer would get.
Mr Farrow: We have not done the analysis of this but
if there are few allowances to be auctioned, that is
not a huge diVerence but actually that might mean
the price at auction is higher than it would otherwise
be, so it might equalise. We have not done the
modelling.

Q84 Chairman: We are going to have to call it a day
as we have some other witnesses to talk to. Thank
you very much for your time and your responses this
morning and I hope we can keep in touch with all
your organisations as well.
Mr Farrow: Thank you.
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Overview

Carbon markets are essential, but must be complemented by other action

9. The obvious advantage of carbon markets is that the desired outcome is set (a level of emissions
reduction) and then the full force of entrepreneurialism is unleashed to seek out the lowest cost way of
achieving the outcome.

10. However, our experience is that many energy eYciency actions are already profitable. Therefore
carbon markets need to be complemented by other policies that remove obstacles to energy eYciency which
often include intangible, transaction and transition costs, inertia, lack of awareness, immateriality, split
incentives or system failures (these obstacles and potential actions are explained in greater detail in our
publication The UK Climate Change Programme: Potential evolution for business and the public sector.)

11. Similarly, the rate of cap reduction required from carbon markets means that early and directed action
is required to accelerate innovation in key low-carbon technologies. This is required to ensure that they are
available to firms in carbon markets, so that they can smoothly reduce their emissions. If innovation was
left to the carbon market alone, then the carbon price would need to cover the risks in the research,
development and scaling of the innovations. This would lead to an unnecessarily high carbon price which
would create profitability diYculties for purchasing firms, and very large profits for innovators with low-
cost abatement options. Furthermore, public sector support for innovation is required due to market failures
such as those highlighted in the Stern Review: lack of niches and early adopters which usually provide the
initial market for emerging technologies; risk averse suppliers (often resulting from the regulatory scheme
in which they operate); knowledge spillover eVects (so competitors can easily copy technology advances,
reducing the incentive to innovate) and infrastructure tailored towards existing technologies.

12. Carbon markets therefore occupy a sweet-spot, encouraging companies to adopt energy eYciency
actions when obstacles are removed and new technologies when they are ready for commercial deployment.
The flip side of a carbon market’s ability to seek out the lowest cost way of achieving a given emissions level
is that there will be price uncertainty, which can be diYcult for business and governments to manage.

Carbon taxes are not the answer

13. A large body of economic literature proposes that when faced with uncertainty about the costs of a
given emissions cutback, taxation is to be preferred over the creation of carbon markets. This literature has
some relevant insights but as a guide to policy it overlooks several problems and some evidence:

(a) Taxation combines the setting of a price with the transfer of large revenues from industry to
government. By combining two very diYcult things in one instrument it guarantees that the price
will not be set at an appropriate level—it will rather be constrained by the politics of large-scale
revenue transfers. Emissions trading has the huge advantage of separating these two factors:

(i) Overall caps can be set in line with the overall need for reduction; and

(ii) the distribution of the revenues created by the caps can be separately negotiated with industry,
with the option of using free allowances to leave all of the revenues in the hands of industry.

(b) The “additionality” of taxation is also very hard to establish, given widespread existing variation
in underlying tax and subsidy regimes. It would be entirely possible for governments to introduce
a carbon tax and oVset this against changes in other tax structures, with the real eVectiveness
remaining opaque. Emissions trading focuses on the outcome—emission levels—and reveals the
real costs of cutting emissions.

(c) Carbon taxation consumed the politics of European climate policy for five years (1990–95) before
being finally abandoned. Several more years of negotiations on harmonisation of energy excise
taxes yielded an outcome which might be described as modest, with negligible impact on emissions.

(d) The experience in the relatively similar and highly committed countries of Scandinavia in
introducing carbon taxes in the early 1990s showed the diYculty in getting harmonised
implementation of a carbon tax given diVering domestic processes and politics of taxation.

The EU Emissions Trading Scheme

Booms and busts in the cost of carbon are explicable and are a problem

14. The UK ETS, phase I of the EU ETS and most recently phase II of the EU ETS have all seen a pattern
of high prices followed by dramatic declines. This pattern is to be expected:

(a) The required reductions in emissions are small relative to the cap, and relative to very large
uncertainty about what demand for emissions will be given uncertain fuel prices, uncertain GDP
growth and uncertain scope and impact of energy eYciency actions. Our 2006 analysis of phase II
of the EU ETS against a range of emissions projections showed the potential for very low
carbon prices.

(b) Industry holds more data than governments about the real emission prospects and the real
potential for cutbacks. This information asymmetry, combined with lobbying by industry, can
make it challenging for governments to design an emissions trading scheme objectively.



Processed: 29-01-2010 19:21:58 Page Layout: COENEW [E] PPSysB Job: 431902 Unit: PAG1

Ev 66 Environmental Audit Committee: Evidence

(c) High prices are driven by the natural optimism of industrial companies about their growth
prospects which drives demand for allowances.

(d) Prices are volatile because the carbon market has similarities with capital intensive commodity
markets where it is expensive and slow to adjust supply of products (in this case carbon allowances)
to match shifts in demand.

15. The current “orthodoxy” is that once the quantity of emissions allowances is set, it doesn’t really
matter how the market behaves—it will still deliver the carbon reduction target. This reflects a fundamental
intellectual confusion about the nature of emissions trading systems. It is not a natural market, connecting
supply of a “natural” good to a private demand, but an instrument to achieve collective public goals. That
is an absolutely fundamental diVerence, because it establishes that the instrument needs to be assessed
against the goals it is intended to achieve. Such an assessment reveals:

(a) Investment is already deterred by the uncertainties arising from the sequential nature of emission
commitments, and the diYculties that business has understanding and predicting future
government action; these naturally lead to a high discounting for political uncertainty. This will be
greatly exacerbated if carbon prices collapse for an extended period again;

(b) High price volatility increases the uncertainty around the correct course of action for businesses.
This uncertainty means that unnecessary costs are incurred due to what turn out to be incorrect
decisions, or additional costs are spent on managing the uncertainty. Both costs lower the economic
eYciency of the scheme.

(c) A “boom and bust” pattern does not provide a stable or predictable resource flow to developing
countries, either directly or (as some propose) through channelling of auction revenues. Indeed
over time it risks aggravating rather than improving engagement with developing countries, and
discrediting market mechanisms.

16. Early commitments by key countries to steeper cutbacks post-2012, in advance of a global agreement,
would send the strongest and most consistent signal to support carbon prices but may only provide a partial
solution because of the indirect nature of the link between national targets and individual carbon markets.

17. A more direct intervention that could impact prices during the year of negotiating Copenhagen and
also weather the storms of the credit crunch is to set a reserve price on auctions of emissions allowances.
This has the benefit that it addresses directly an underlying cause of the problem—the fixed supply in the
face of highly uncertain demand—without requiring substantial changes to the overall system.

Only a handful of sectors will have their profits or trade substantially aVected. There are no easy fixes

18. Based on research by the European research network Climate Strategies, we analysed, for the first
time, the impact of the EU Emissions Trading Scheme (EU ETS) on business competitiveness across the UK
at a business sub-sector level. We concluded that overall, UK and EU competitiveness will not be damaged,
even if deeper C02 emissions cutbacks are introduced beyond 2012 to achieve the EU’s target for a 20–30%
reduction in emissions by 2020 but that a few isolated sectors could be exposed. Businesses constantly face
external impacts on pricing and competitiveness, be it from exchange rate fluctuations or diVerences in the
cost of labour or raw materials. For more than 90% of manufacturing industry, carbon costs will remain
trivial compared to these other influences on international competitiveness.

19. The study, which looked at more than 150 manufacturing activities in detail, did find six—cement,
steel, aluminium, pulp and paper, basic inorganic chemicals and fertilisers/ammonia—that are a cause for
concern in terms of competitiveness. These six industries currently represent 0.2% of employment in the UK
and one third of the manufacturing sector’s carbon dioxide emissions—10% of the UK total. The report
suggests “leakage” from the activities is likely to represent no more than one per cent of total EU C02

emissions (although this percentage is higher in the activities aVected).

20. Free allocation can act as a temporary subsidy to the industries aVected but doesn’t fix the underlying
problems (it is diYcult to get the level of free allocation right so that it provides suYcient support without
windfall profits; it prevents a useful price signal being sent to consumers; firms can take the free allocation
and put up prices or reduce production anyway). In some very specific cases, it might be preferable to
implement border adjustments. However, these will take time to negotiate multilaterally.

Phase III of the scheme is a significant step in the right direction

21. The design of phase III of the EU ETS is welcome: the expansion in gases and sectors is appropriate,
as is the much greater use of auctioning and the opt-out provisions for the smallest sites. Most of all, the
design sets out clearly the scale of emissions reductions required from the sectors.

22. However, a substantial amount of detail remains to be worked out. In particular, the criteria for who
should receive protection from “leakage” are complex and may end up giving sectors free allocation of
allowances unnecessarily. We do not understand the generous way in which the relevant EU Directive
appears to be being interpreted in this regard. Where free allowances are given, they will be based on
benchmarks, but we foresee a great deal of diYculty in creating benchmarks that don’t cause unintended
decisions when manufacturers choose where to invest or how to operate.
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23. Finally, price uncertainty remains. This is not just because of energy prices and economic growth
uncertainties and that the cap may be reset in the light of a global deal. It is also because of uncertainty
relating to how, and how much of, the renewable and energy eYciency targets in the EU climate change
package will be met. This may accentuate the price volatility eVects that have already been seen in phases I
and II of the EU ETS.

Development of a Global Carbon Market

The global mechanisms have been a success

24. Global carbon markets as set out under the Kyoto Protocol include: The Clean Development
Mechanism (CDM); Joint Implementation (JI); and Inter-Governmental emissions trading—potentially
including the creation of Green Investment Schemes (GIS) that could fund a step-change in the eYciency
of east European economies.

25. CDM and JI alone could deliver up to 2 billion tonnes of emissions reductions by 2012. In addition
GIS, for which the first deals are now being struck, could be a key instrument to deliver emissions savings
that the other mechanisms cannot reach, notably from small-scale renewables and energy eYciency.

The use of a limited number of oVsets to meet targets is appropriate

26. Our analysis suggests that the CDM oVsets almost always do represent additional carbon savings,
and therefore that it is acceptable to count them in the EU ETS and in meeting UK carbon budgets if that
makes it possible for more ambitious and rapid targets for carbon reductions. Limiting their use to less than
half of the required emissions reductions, as is proposed, appears appropriate to ensure that domestic action
is taken to prepare for the mid-term reductions, so long as it means that the appropriately ambitious carbon
budgets are set.

Reforms are required

27. The mechanisms are a key part of global action, but reforms are needed and must be matched by
stronger international targets—and associated policies on innovation and energy eYciency will still be
needed to tackle climate change on a global level and put us on a path to long-term carbon reductions.

28. To cope with the rapidly growing volumes in the Clean Development Mechanism (CDM), to learn
from experience gained, and to increase public confidence, reforms are required in implementation structures
and operating rules, supported by a more sophisticated debate about ensuring environmental integrity:

(a) Too many roles are concentrated in the Executive Board that runs the CDM: strategy and
governance should be separated from executive project decisions, with a separate appeals
procedure.

(b) This would free the Executive Board to focus on increasing stability, transparency and
administrative eYciency of the rules for assessing the additionality of project emission savings, and
adapting rules to facilitate a broader interpretation of environmental integrity and wider scope of
individual project types and programmes.

29. The following should be examined as options to evolve the geographic, sectoral and temporal
eVectiveness of the diVerent mechanisms and thereby support low-carbon economic development:

(a) Incremental reform of CDM project additionality methodologies and eligibility rules to streamline
the process eg programmatic CDM and to review current exclusions.

(b) Radical reform of project crediting rules towards “top-down” assessments based on benchmarked
performance and/or levels of market penetration.

(c) Evolution to sector and possibly policy-based crediting and trading mechanisms for more
advanced developing countries.

(d) Establishing norms for Green Investment Schemes, mostly likely through a forum of participating
countries which could also ensure collective international learning.

30. Credit discounting could be applied to any or all such developments, to help maintain aggregate
additionality and/or contribute to the global supply-demand balance, although this would make the schemes
significantly more complex.

The balance of the market needs to be restored by increasing demand

31. Overall, the success of international carbon markets makes them essential to any post-2012 deal, but
the scale of potential supply makes it essential that expansion of the mechanisms is matched by suYcient
demand. This will need to be created through a strong post-2012 deal and set of targets. This is particularly
relevant in the context of the economic downturn and high energy prices which will reduce short-term
demand from industrialised countries.
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The mechanisms are essential, but should be part of a portfolio of actions

32. However, for the longer term, the mechanisms of CDM and JI, on their own, won’t be suYcient to
reduce emissions in all sectors, for example, forestry and transport. Furthermore, delivering the scale of
change that is required to tackle climate change will require policy reforms and incentives for energy
eYciency and innovation in renewables and carbon capture and storage. CDM and JI as they stand will only
be able to help stimulate up to 20% of the potential global annual carbon savings in 2030.

Relevant Carbon Trust publications

The following publications are available from www.carbontrust.co.uk/publications or by calling 0800 085 2005

1. Carbon Trust (2008) Global Carbon Mechanisms: Emerging lessons and implications.

2. Carbon Trust (2008) Climate change—a business revolution?

3. Carbon Trust (2008) Cutting Carbon in Europe: The 2020 plans and the future of the EU ETS.

4. Carbon Trust (2008) EU ETS impacts on profitability and trade: a sector by sector analysis.

5. Carbon Trust (2007) EU ETS Phase II allocation: implications and lessons.

6. Carbon Trust (2006) Allocation and competitiveness in the EU Emissions Trading Scheme: Options
for Phase II and beyond.

7. Carbon Trust (2005) The European Emissions Trading Scheme: Implications for Industrial
Competitiveness.

8. Carbon Trust (2005) The UK Climate Change Programme: potential evolution for business and the
public sector.

March 2009

Witnesses: Professor Michael Grubb, Chief Economist and Dr Thomas Counsell, Strategy Associate, Carbon
Trust, examined.

Q85 Chairman: Good morning and welcome back to
the Committee. We have returned to this subject
after a couple of years because it is timely and topical
to do so. In the written evidence you sent us3, you
say, “Carbon markets are essential . . . because they
provide firms with an incentive to abate whilst
limiting overall emissions.” How successful do you
think the EU ETS has been so far in reaching those
objectives, incentivising companies to find ways of
abating carbon and in capping overall emissions?
Professor Grubb: I think some objectives are met
with diVerent degrees of success. I think, first and
foremost, the system has seized the attention of top
management and one hears very much climate
change discussed at board level compared with
previously when it was largely ignored. That is worth
something. In terms of the operational behaviour of
the companies, I think there is compelling evidence
that in a number of areas—for example, some
elements of fuel switching, power generation,
certainly cement, plant operation, mixing—there
have been quite significant and associated emissions
reductions. As we ourselves have said in publications
of the Carbon Trust, we think it has been less
successful to date in terms of fostering low-carbon
investment for the long term, and we have gone into
some of the reasons for that. So I would give a
qualified success to date.

Q86 Chairman: What about the impact of the
recession, because that has bitten much harder than
when plans for Phase II were being discussed? Do we

3 Ev 64

need to make changes, either to the working of Phase
II or to the preparations for Phase III because of the
recession?
Professor Grubb: From my reading of the legal texts,
I do not think there are any changes required in
Phase II but I do think something needs to be done
in the area of how auctions are conducted. In our
evidence we mentioned the possibility of in eVect
establishing a price floor using reserve price
auctions, and that may be something we will come
back to in more depth. I think that is a broadly
sensible measure and I think it can be conducted in
Phase II without the need for any legal changes.
Phase III—it is still somewhat early days to see
exactly how the recession will pan out and we await
some evidence on that and will know a lot more by
the time the Copenhagen deal is concluded,
whatever form it takes, and then do we need to take
a decision in the round which takes account of both
what has been achieved at Copenhagen and what we
have learnt about the recession. My strong suspicion
is that we will discover the European targets to 2020
look easier early next year than was thought at the
time they were originally negotiated, therefore,
perhaps strengthening the case for moving towards
the 30%.

Q87 Chairman: The proposed cap in Phase III is
supposed to deliver a cut of 21% in emissions from
power and manufacturing sectors, but if the full
quota of project credits is used, which comes of
course from an unlimited pool, the average
reduction across Phases II and III might be as little
as 7%. How does that relate to the targets we have
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got, both British targets and EU targets, in relation
to the limit of a 2)c rise in global average
temperatures?
Professor Grubb: I think that combination is too
weak. It does not set us fully on course for a
reasonable probability of achieving 2)c.
Dr Counsell: I think the assumption has to be in
business that we are going for a 30% target,
minimum.
Professor Grubb: One has to recognise that the
European 20% target (and the associated 21% in the
trading sectors relative to 2005) is in eVect the
interim planning for a world in which there is no
coherent global action. If there is not coherent global
action then we have failed to reach 2) anyway.
Frankly, I think we would both prefer to focus our
attention, and believe that industry should focus its
attention, on planning for success in terms of both
Copenhagen, a global deal and a consequent
strengthening of the actions.

Q88 Colin Challen: You seem to be very confident
about the eVectiveness of the flexible mechanisms—
CDM and the JI—saying they will deliver about
2 billion tonnes of emission reductions by 2012. How
do you justify that confidence when there are so
many people very happy to criticise the flexible
mechanisms?
Professor Grubb: We looked in considerable depth at
these and have the impression you have seen some of
the reports we have produced, as mentioned in our
evidence. There is a lot of criticism out there, in the
first place; we are well aware of that. Quite a lot of
that criticism has actually not been diVerentiated
between the voluntary markets and the compliance
regulated markets. Our studies and all of our
comments are really around the compliance
regulated market—Clean Development Mechanism
and Joint Implementation. Let us run through a few
dimensions of the evidence in that area. First, the
calculation of the volume of emission credits we
present will be around 1,800 million tonnes plus or
minus probably 2%.4 That looks fairly robust, for
the reasons we lay out in that report. My sense is that
the debate you are alluding to is how good and how
valid are those credits. Some of the underlying
research we did went into some depth around that
and we did argue there are indeed a number of areas
of problems. Looked at in the round, it is important
to be pretty clear about the following considerations.
First of all, a significant part of those emission
credits are coming from either industrial gas retrofit
projects or from landfill waste projects. Those are
things which do involve some additional investment;
the industrial gas ones in particular are very cheap,
but one would have to struggle to make a case that
many of the developing countries would have done
this without any economic incentive or any
assistance from industrialised countries having to
pay for them. So there is a very, very high probability
those projects are genuinely additional, they are in
fact saving very, very long life gases, and I think it is
an extremely good thing we had a mechanism to

4 Note by Witness: The figure is, in fact, 20%, not 2%as stated
during the evidence session.

clean those up as quickly as possible. Some of the
other debates are around, if you like, the next big
tranche of emissions savings from renewable energy
programmes particularly in Asia, where the volume
of credits is dominated by wind energy and hydro
investments. My own reading of that, and certainly
some of my discussions with Chinese colleagues, is
some of those projects might have gone ahead but
frankly there is no question that CDM incentives
were very valuable in accelerating the growth of
renewable energy in Asia. In fact we have seen an
explosive growth in wind energy in both India and
China of a kind I think we would not have dreamed
of five years ago, and I would classify establishing a
rapid growth in a vibrant renewable energy capacity
in Asia as a huge success. Whilst recognising there
will always be debates about how much of this might
have happened in its absence, one is into the land of
speculation about what we would have invested in
wind energy if it was not quite so economical, would
the Chinese have introduced these policies to
support them, et cetera. There will always be grey
areas around additionality. The final comment I
would make is, what I think nobody can dispute is
that CDM credits do make these zero carbon
investments more profitable than they would
otherwise have been, and on the whole I think that
is a good thing.

Q89 Colin Challen: You mentioned China, that is
where one of the criticisms recently has been,
because the Chinese were building factories which
one might describe as HFC-avoidance factories as
they were making more money out of the credits
than the actual products they were allegedly built to
manufacture. That is one of the criticisms, where you
run into billions of dollars or whatever or
investments, described in the FT as a “scam”. The
other criticism is that no account is taken in CDMs
of the associated growth that may spring from a
CDM investment and the associated growth in
infrastructure is not accounted for, and that could be
the normal, “business as usual” type of growth,
aided by this extra investment which itself perhaps
measures up but the rest of its associated activity
does not. Do you accept either of those critiques?
Professor Grubb: Maybe taking the second one first:
I cannot think of any mechanism which realistically
could take account of secondary spill-over eVects on
broad economic patterns in any quantified way, and
I would argue that if the incentive mechanism is
targeted at low-carbon investment then the spill-
over eVects are actually more likely to be positive
than negative. In other words, you are more likely to
accelerate expansion of additional renewable energy
because the industry is established and looking to
propagate and grow, than coal grants, some of which
have been squeezed out by the growth of low carbon.
I am not saying that there is no indirect eVect, but I
would expect it to be predominantly in a positive
rather than a negative direction. On the first critique,
to my mind it was a strength of the system that it was
flexible enough to actually step in and outlaw any
crediting for new greenfield investments of that sort,
precisely to prevent the perverse incentives, and they



Processed: 29-01-2010 19:21:58 Page Layout: COENEW [E] PPSysB Job: 431902 Unit: PAG1

Ev 70 Environmental Audit Committee: Evidence

21 April 2009 Professor Michael Grubb and Dr Thomas Counsell

introduced a specific rule saying that plants beyond a
certain date, ie plants which are already constructed,
could be credited for retrofit to clean up equipment
but that any new plants could not claim an on-going
stream of credits, precisely because of the problem
you allude to. In any regulation you cannot foresee
all eventualities, all you can ask is that when they are
spotted the regulation will adapt, and it did.
Dr Counsell: It is only going to get harder in a way to
prove additionality in all these projects and therefore
basically you need to design a scheme so that it can
evolve going forward, to make sure the projects are
as additional as possible whilst still getting the scale
of investment and flows of money that you need.

Q90 Colin Challen: Should there not be some
equivalence between the carbon which we are
producing ourselves and will carry on emitting and
the stuV that CDM is allegedly avoiding? Because
you can measure the stuV very accurately from
aircraft emissions but if they start to talk about
introducing, say, anti-deforestation measures into
the CDM, there is no equivalent there at all, is there,
so it is really just a fictional kind of approach?
Dr Counsell: The CDMs and such like should only
be there to allow you to take tougher targets in the
developed world than would otherwise be possible
or acceptable, so you should always be trying to cut
yourself first and then use CDMs. In terms of their
equivalents, I personally think there might be a case
for thinking about whether you have a one-to-one
equivalent or not, but that would be something you
would evolve over time I think through the system.
Professor Grubb: The question of project by project
additionality is bound to be problematic, for the
reasons which you and others allude to and we lay
out in our report. But one can be equally confident
that the opposite approach (no use of international
mechanisms) also really does not make sense. To say
that we should just confine ourselves to domestic
action and completely ignore the possibility that
there are strongly eVective ways of reducing
emissions in other countries, which probably are not
and should not be expected to pay for themselves, is
an equal extreme I certainly would not support. I
think it is very healthy that we have a system which
does enable and encourage investment to flow in
emissions reduction projects in developing
countries. I think what we are talking about really is,
what is the balance and the strength of the domestic
commitment in a large number of those
international accreditings, and what kind of projects
do we think are legitimate and want support through
these kind of mechanisms and which do not, and
maybe there are some grey ones in the middle where
the uncertainties are greater and you use discounting
of credits.
Dr Counsell: Certainly the CDM is not going to be
the only mechanism we have going forward in the
developing world. That is clear.

Q91 Mr Caton: Some Eastern European
governments have been developing a Green
Investment Scheme as a way of ensuring that their

sales of emissions credits yield real environmental
benefits. Do you know how this will work and what
is your view of this potential?
Professor Grubb: If you like, it is the newest kid on
the block in the armoury of instruments, at least in
terms of any real transactions. It is probably a
question most simply answered by reference to the
example about which we know most which has
resulted in some transfers, which is the Hungarian
scheme. Hungary spent many years developing
legislation to try and oVer assurance to potential
investors that revenues from selling some of the
Hungarian Kyoto surplus would be used
particularly to refurbish and increase the eYciency
of the Hungarian building stock, a lot of which of
course is largely inherited, not terribly eYcient
buildings. Of course they have a lot of domestic
reasons for wanting that to be pursued, it is also a
highly cost eVective way of cutting emissions. There
are some other elements of the Hungarian scheme I
believe, including some distributed renewable energy
from small scale biomass. They took that proposal
through their domestic parliamentary procedures in
order to establish guarantees about how the revenue
would be used, because obviously it is quite sensitive
for a country, for a government, to promise another
government how it is going to use money. I believe
they reached a suYcient level of assurance and
confidence that Belgium and Spain both agreed to
buy allowances under the terms of that Green
Investment Scheme. I believe at present there are at
least half a dozen other East European countries
with Green Investment Schemes at various stages of
development. I am not an expert on exactly where
they all stand, some of those are detailed in the
report that the Carbon Trust published and in an
underlying report by Climate Strategies especially
about Green Investment Schemes. There have been
reports also of the Japanese purchase of allowances
from the Ukraine under a Ukrainian Green
Investment Scheme, which has also gone through
some parliamentary procedures and is not subject to
some of the additional constraints, for example, like
state aid concerns. I cannot testify as to the depth or
the full-scale monitoring of that scheme. I think they
are an interesting development and it is too early
really to evaluate the success or not.

Q92 Mr Caton: The European Commission are
talking about modernising, if you like, some of the
older kids on the block, and they are proposing the
CDM be reformed so instead of individual projects
generating credits, whole economic sectors are able
to do so. How do you see this working in practice
and what are your views about that?
Professor Grubb: Things ideally would move in that
direction because clearly any project by project
assessment is inherently going to be a little heavy
weather, and it tends to mean that larger projects are
better able to carry the transaction costs, et cetera,
although there are some small ones. It would be nice
to engage sectors strategically to develop them in
low-carbon directions. That said, there has been
quite a lot of hype and I think the most obvious
worry is that we cannot exactly claim in Europe we
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have been terribly good at allocating emissions to
our sectors in aggregate particularly outside the
power sector. It looks like again last year we find
most in the second phase have ended up with a
surplus, and of course the same risk pertains to
sector level caps. So I think a driving question is
what level of confidence does one have about how
those sector targets would be developed and until we
have answers to those questions, that is a real
concern.
Dr Counsell: I assume the benefit they are looking
for is that you get people ready for proper cap and
trade schemes across those countries and across
those areas, so the way it might work is if you do
have a sector-wide baseline and you get below your
baseline you can sell the diVerence as credits. You
would put in a requirement for the whole sector to
put in the monitoring of their emissions, to think
about what their emissions are and what the growth
of emissions can be, and that gets people starting to
think about, just like Phase I of the EU ETS but
about what those emissions are and how to manage
them, and gives you a stepping stone perhaps
towards a proper cap and trade or fixed cap system.

Q93 Mr Chaytor: The Committee on Climate
Change made a strong distinction between the use of
ETS allowances and CDM credits. In view of your
earlier remarks, and I think they come up in your
submission, about your confidence in the integrity of
the CDM, why should you make such a distinction?
Professor Grubb: You are asking me with a Climate
Change Committee hat on in part. In the first place,
the EU ETS is an overall capped structure, so you do
have the confidence there that what you are buying
when importing into or exporting from the UK is
associated with a directly equivalent change in
someone else’s constraint. As you said, CDM is
more complicated, it is trying to make estimates of
additional emissions savings compared with
baseline, and that means there is less certainty. Also
part of the reason for the debate around constraints
upon imports of credits is because, if we are going to
solve climate change, the industrialised countries do
need to be driving their economies on a lower-
carbon path to substantial decarbonisation, and
therefore it does make sense to have a degree of focus
on domestic action, but we would argue that should
apply right across Europe. One should not draw a
distinction that we are being less successful in
decarbonising industrial economies if it happens in
France rather than UK, for example; it is the
collective eVort in an industrialised region that
matters. That is diVerentiated from CDM where in
eVect one is trying to provide a way of supporting
low-carbon investment in growing economies. So
those are the fundamental architectural reasons for
drawing a distinction, as well as the accounting
problems given it is a free market.

Q94 Mr Chaytor: The EU has recently increased the
total number of credits that can be used for oVsetting
purposes. Do you think that will lead to a re-think

of the Committee on Climate Change’s position, or
does an ETS credit still have the same value
following the change of policy by the EU?
Professor Grubb: These will not make a dramatic
change of policy in terms of volume of credits. There
has been some move there. Obviously, yes, within
those constraints there is legitimate argument that
one can substitute—we might import EU allowances
so someone else can import credits in the ETS within
the context of that cap. I guess the way I think it
might be useful to think about this is that the
Committee on Climate Change drew a clear
distinction overall between the type of constraints
on the trading sector and the type of constraints on
other sectors of the economy, and in eVect what we
would thereby say is that the trading sector has a set
of rules and principles about the extent of its
openness to crediting which are developed and
agreed at a European level, and the non-trading
sector which is a UK target remains basically a UK
sovereignty to decide what kind of credits. We draw
that distinction, so our separate discussion about
import credits is about what might the Government
legitimately purchase to alleviate the pressure on the
non-trading sector UK emissions.

Q95 Joan Walley: One of the things about the
Climate Change Bill, when our Select Committee
looked at it, was that we felt there would be a limit
in the amount of time that the Government could
rely on emissions trading as a way of reducing
carbon emissions rather than other means, and I
wondered what your view is. Is emissions trading
going to go on for ever and ever and ever, beyond
Phase I, Phase II, Phase III? Presumably it will only
be a successful pathway once nations are able to
reduce the amount of carbon they produce through
emissions trading. Do you see there to be an end
date? How do you see decades ahead? How do you
see it shaping up over the medium to long term?
Dr Counsell: If I look at the IPCC kind of curve to
get us to a 2) world, it will make carbon dioxide
emissions illegal before I die, possibly, and therefore
it clearly has to be only a temporary scheme.
However, that does not mean it has a very short life,
because actually what is going to happen is that a
right to emit will become a scarcer and scarcer
resource and therefore you want to have it only used
by higher and higher value activities, and a market is
a pretty good way of working out what those higher
values are and therefore the most worthwhile uses of
that right. That will happen for quite a long time, I
think.

Q96 Joan Walley: It will happen when?
Dr Counsell: When will it go out of date? When we
finally have got to the point when we are not emitting
carbon dioxide. I expect there will be a role for a
market until then because you have to keep
allocating a scarce and shrinking pie of these rights
to emit, and the only eVective way of working the
highest value thing is a market of consumers.
Professor Grubb: I think there has to be a very
important transition in how we think about the role
of these mechanisms. In the first place I hope
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everyone accepts that carbon trading is not the be-
all-and-end-all of climate policy; there are lots of
other things which are relevant. However, it is still
seen largely in the context of this debate about
helping developing countries, alleviating our
constraints to some degree, north-south transfers, et
cetera, whereas I think over time it would be
increasingly recognised a little more in the sense the
EU trading scheme is, as a way of introducing some
flexibility and incentives in a fundamentally
uncertain world. I think in three decades’ time we
still will not know everything about exactly where
the best opportunities lie. We will still want
economic incentives which reward sectors for doing
more both with something to sell and those who
have found it even tougher than they expected. So
there will still be a role for economic incentives and
I think it is a sensible way of introducing such an
incentive in the face of considerable uncertainties. I
think that will persist.

Q97 Joan Walley: Are you confident that this sort of
medium-to-longer-term strategy is being discussed
and debated and informing the EU trading scheme
and our own carbon trading through the climate
change legislation? Is there a mechanism for looking
at the way in which the transitional stage will
eventually peter out, leading to policies which will
actually reduce the use of carbon altogether? Is there
a mechanism within which that is taking place?
Professor Grubb: Let me answer that at the UK, EU
and global level. I think the UK has probably gone
about as far as anyone in trying to do that, and of
course the Climate Change Act and Committee are
a central part of that eVort. I am not pretending that
is perfect by any means but the job of the Committee
is to help business look further ahead; it is not that
long before we will be debating Fourth Period
carbon budgets and so forth, and further elaborate
the transition towards the 2050 target, et cetera. At
EU level we have a new target, the 2) target, as
adopted by the EU. I would say there is a less
complete institutional process for trying to help join
the dots. If you look at the Phase III EU target-
setting, they were informed by the trajectory and
some of the implementation details were perhaps less
so. At the global level, as we say in our report, we
think the lack of coherent, focused advice and “are
these sets of agreements really going to deliver what
is needed”, is worrying. I do not think the dots are
well joined up in terms of global negotiations.

Q98 Colin Challen: How big a problem is the
volatility in the price of allowances which we have
seen lately? To what extent are low prices likely to
reduce the amount of investment that people make
in the low-carbon economy?
Professor Grubb: Maybe I will oVer some comments
and Thomas also has some interaction directly from
some of the businesses the Carbon Trust works with.
I think price volatility is a problem, particularly
extremes of prices. It would be nice to have a less
degree of swings in prices. To some extent we need to
break it down. First, in a market structure one would
expect and indeed hope prices respond to

circumstances to a degree, so if things in the wider
world change then you would expect there to be a
response in terms of how costly people think it would
be to achieve the targets and quantities set. Nothing
wrong with that; industries deal with price
uncertainties in almost every market they live in.
Where I think we have a problem arising from that,
is that, first, unlike most markets this is one which we
have constructed explicitly to deliver public policy
goals. At the beginning of the session I outlined
several possible goals and I think there is no question
that the goal of fostering low-carbon investment is
undermined if the price collapses, and to some
degree the eYciency is undermined if the price is too
volatile. It will be higher when the price is high with
experts in low carbon, et cetera, et cetera, and then
some of the talent will be lost and shared when it
falls. So a price which is too much is a problem both
in terms of eYciency and delivering some of the core
objectives. I do think there needs to be a more
focused discussion around what level of price
variation is reasonable and what takes us outside the
range of what we are really planning for and starts
to undermine the objectives of the system and then
what can be done about that.

Q99 Colin Challen: What should be the floor price,
do you think? What level should we currently aim
for?
Professor Grubb: I think one would need a much
more extensive debate about what should drive a
floor price and how and who should decide and on
what basis. I think there are a number of diVerent
factors which would play into that. I think just in
terms of the sheer broad credibility of the instrument
and a signal to industry that there will be a carbon
price continuing, even if the impact of the recession
starts to bite even deeper on market outlook so to
speak, and in terms of developing country
engagement, one needs a price of at least 10 euros. If
you look at other objectives, what kind of
investment one might want to drive with this
instrument, frankly, we want to see substantially
higher prices than that.
Dr Counsell: I have a couple of points. On the price
volatility, I see it as a symptom of a problem in a way,
in the sense that part of the problem is we have not
set our caps tight enough in eVect, and the other part
of the problem is along the lines of the science of
what is required to get down over the long-run. The
other part of the problem is that companies have not
universally addressed the question of exactly how
much it will cost us to get down to make the
abatement required. A third element is that they do
not necessarily believe the longer-term vision of
what is going to happen. I think what we are looking
for with the pricing is that it will be enough to
encourage companies to really take it seriously and
really seriously do their own analysis of what they
have to do to completely decarbonise. The
Economist Intelligence Unit did a survey which we
co-sponsored and it asked people what price level
would be required to make a significant impact on
their business. There is a range, obviously, because
some companies are already doing that analysis and
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doing things, but you get perhaps half of companies,
by the time you get into the 40 euros per tonne mark,
saying it would have an impact. The question is, “At
what price will it significantly aVect how your
business considers its energy use?” That is perhaps
the sort of price you might require.

Q100 Colin Challen: This volatility in the prices
though is not just about our domestic eVort and how
much companies are willing to invest in low-carbon
technologies, but surely in this year in the run-up to
Copenhagen, this volatility in prices must be very
damaging to the EU leadership in those
negotiations, because developing countries will see
that leadership rising and falling on the back of the
price. We are talking a lot about how great it is going
to be in Phase III—we heard that talk before Phase
II started, how Phase II with these tightened caps
was going to deliver us, and it has not, partly because
of the recession—
Dr Counsell: It has done better than Phase I. We are
improving in each phase.

Q101 Colin Challen: It is not really good enough, is
it, if the EU wants to show leadership in
Copenhagen, merely to have that leadership given or
taken away depending on the volatility of the price
in the ETS. That is how many people are beginning
to see it.
Professor Grubb: I think there is an element of that,
and that is why we do think there is a case for taking
appropriate measures. To some extent we should be
fair ourselves and acknowledge a couple of things.
First, in part, definitely not in total, this is a problem
of success. In part we are seeing that achieving some
of these targets is turning out to be easier than
anybody thought when they set the targets, and that
is partly to do with responsiveness in certain sectors,
partly to do with the decline in gas prices, partly to
do with the recession. It seems to me there is a valid
debate to be had which says some volatility or some
variance in price is entirely legitimate because you do
want to reward more success than you expected in
the first place. But if it goes outside certain bounds
and is clearly due to other extraneous factors, and
particularly now the dominant one being a recession,
then my personal view remains that in eVect what we
are learning is that several years ago we negotiated a
set of quantified constraints which we thought
would drive prices in the 20, 30 euros or more level,
and it is now turning out we were wrong. It is
nobody’s fault but the fact is it has turned out to be a
lot easier than we thought, partly due to extraneous
factors. In those circumstances, yes, I think a
correction action of the kind we have outlined is an
entirely legitimate debate. In particular, what we are
facing is that in most markets price changes are an
arbiter of both supply and demand. The price goes
up, you get more investment in supply and people
cut back demand, and the other way round, the
opposites happen. In this market we seem to think
by an article of faith we create a quantity and it
should be totally unresponsive to prices; irrespective
of how far the price swings, the quantity shall remain
fixed. I think it is entirely sensible to say that beyond

certain bounds, providing we can have mechanisms
which do not introduce perverse incentives, it will be
good if you find out that emissions are going down
anyway for other reasons; there is a mechanism
which helps some of those emission allowances not
come on to the market and thereby sustain a price.

Q102 Chairman: Is there a case for governments
operating a sort of stabiliser eVect, so you could
smooth the price trajectory by governments being
willing to come in and buy allowances when the price
is very, very low but equally being willing to sell
them—assuming they still had some to sell of
course—when the price is very, very high?
Professor Grubb: I am a bit more nervous about that
kind of proposal because I think it implies an active
role for governments as price managers as well as
raising questions of who is going to dig out the cash
to buy allowances at certain times. It implies a degree
of day-to-day involvement in the market which I
think would not necessarily be helpful. I would not
completely rule it out but you need to be really clear
about the role and the powers and the reasons and
expectations et cetera,. I think we are a long way
from that, which is why what we have focused on is
something much simpler, which is a simple reserve
price at auction and if people do not want to pay that
much then those allowances will not enter the
market. You could argue that that would only work
if there is a degree of international co-ordination and
then there has to be a debate about what that price
level would be internationally, but I still think it is
several steps short of the full panoply of government
intervention in the market, which is something I
would be pretty nervous of frankly.
Dr Counsell: In eVect, the CBI were talking earlier
about adjusting the cap rather than using a price
floor, and in a way it is pretty similar. The idea is to
have an auction which sucks allowances out of the
market at the right moment because our targets are
not as tight as they could have been.
Professor Grubb: The idea of including the banking
of emission allowances in a future period is partly to
smooth some of these variations and hopefully, if
there is suYcient confidence in the system and to
some extent in the banking sector, then you would
expect that to have some of these characteristics as
well.

Q103 Mr Chaytor: Can I ask about the issue of free
allocation? The Trust’s written submission was fairly
sceptical about this as a long-term policy, but since
then, last December, the EU has increased the use of
free allocations. Could you tell us a little more about
your concerns about that and what eVect that is
likely to have on the price?
Professor Grubb: First, in theory free allocation
should not aVect the price. It is the overall cap which
sets the price and how much is auctioned versus how
much is given for free should not really drive that.
There may be eVects at the margin in terms of
companies sitting on free allocations or other
factors. The risks from giving too much free
allocation to certain sectors is that they basically feel
shielded from really having to worry very much
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about the problem or do anything about it, and that
is not what the system is there for. It is pretty simple
at that level; there are more sophisticated arguments
about the economic benefits of auctioning versus
excessive free allocations but what it comes down to
is a system designed to drive incentives for
companies to start decarbonising.

Q104 Mr Chaytor: I am not clear of the scope of the
increase which was agreed last December, but is it of
a significant size to make companies feel even more
complacent?
Dr Counsell: For me, I think more of the issue is
going to be as they go through the discussion of
which sectors are at risk of leakage and how many of
those sectors are truly at risk of leakage in the early
phases of the next phase, so from 2013 to, say, 2015,
and whether in that period we are going to end up
giving those groups perhaps too many free
allowances, and therefore reducing the pressure on
them.

Q105 Mr Chaytor: So the issue is, at this stage it is
not really possible to identify exactly which sectors
are at risk of leakage until the system has run
through?
Dr Counsell: It is very hard to predict going forward.
Professor Grubb: I think the power sector goal is zero
free allocations. For most manufacturing industry in
theory the default is 2013 starting with 80% of the
cap going to 30%. I think that is not an unreasonable
place to be, it sends a very clear incentive that the
days of pumping out carbon dioxide for free are
limited, and you can see how they are limited and
how it is going to screw down more tightly over time.
As Thomas says, the problem is where you have
sectors which may be classified at risk of carbon
leakage and oVered 100% free allocation as the
solution. True, that is 100% of a declining cap, but
given the recession it is unclear to me whether that
may carry a risk of surplus in some of these sectors.
In terms of which sectors we are talking about, there
is a vibrant debate in Brussels about both the
technicalities and data about leaving some of the
principles of what is being compared with what, so
it is really not possible to say what may come out at
the far end of that process at the moment.
Dr Counsell: In particular the challenge is doing it at
EU-wide level. The firms which are facing
international competition in these sectors are quite
diVerent in each country. They are going to feel that
diYculty shortly I think.

Q106 Chairman: You have been quite forceful about
the theoretical advantages of trading, which is an
argument I personally accept, but when we saw
Kevin Anderson from the Tyndall Centre he made
the point that the growth of emission reductions
which are going to be required from developed
countries like ours historically have only ever been
achieved when there has been a collapse in their
economy, it has never been associated with a period
of growth. Do you think we can therefore harness
the carbon markets suYciently eVectively to achieve
something which has never been done before?

Dr Counsell: I am an optimist so I would say, yes,
because I am unclear how else you basically get the
entrepreneurial spirit involved, apart from
something which eVectively makes it much easier for
you to profit massively from having a clever
invention.
Professor Grubb: I agree. People expect the carbon
markets will themselves and on their own drive the
scale of transformation required, and I think they
will be sadly mistaken. There are other things which
need to be done, not all of which will just emerge out
of market incentives. Obvious examples include all
the issues around adequacy of grid infrastructure
and planning on renewables, addressing a lot of the
market failures around buildings, a lot of the
infrastructure and innovation will require other
kinds of action and much of that driven by
government. But to conclude from that, you do not
need a carbon price incentive or quantitative goals,
is I think bizarre. Obviously that is pretty central to
the incentive and it is just making sure you drive that
hard enough and you have suYcient complementary
measures in my view. Again, can it be done? One of
the things we keep discovering is that it turns out to
be easier than expected, and that is why we have this
pattern of boom and bust in part in the carbon
markets. So, yes, I think it can be done.

Q107 Chairman: Do you want to enlarge on why you
think cap and trade is so much better than carbon
taxes?
Professor Grubb: It seems to me that the most
fundamental reason is the one of the political
economy. We spent the first half of the 1990s trying
to develop a European carbon tax. Many countries
in Europe went ahead and did things they claimed
were a carbon tax, but they are all very messy, the
European one failed and the national ones are bits
and pieces with all sorts of exemptions. It is not hard
to see why this happened, with a carbon tax you are
actually doing two very diYcult things at the same
time. You are both trying to set a price and extract
very large amounts of money out of very powerful
industries and give it over to the government. That
is going to raise very strong political objections,
which is what happened. I think the fundamental
reason why we have made progress with emissions
trading where we could not with the carbon tax is
because it gives you an additional degree of freedom,
namely how much re-allocation you have to give
away to buy oV the powerful lobbies so you can at
least set a price or a target somewhere in the region
you are trying to get to, rather than having the whole
thing riddled with complete exemptions from
powerful actors who end up really not involved in
any incentive scheme at all. So I cannot, for the life
of me, understand why people look at the
incomplete success of the carbon trading scheme,
which is largely to do with the power of industrial
lobbies going for free allocation, and conclude that
therefore you should move to a system which they
completely destroyed in the past because you could
not extract that much revenue out from industries
and get a price you were after.
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Q108 Chairman: Are there circumstances under
which carbon taxation could complement a market
system?
Professor Grubb: Yes, definitely. I am not saying at
all carbon trading would be the instrument of choice
in the transport or building sectors, it may be simpler
to go for a tax based approach in some of those. You
do have the price feed-through eVect from the power
sector control in the trading scheme, but you need
complementary instruments adapted to the
characteristics of those sectors.

Q109 Chairman: Given that one of the justifications
for emissions trading is that it brings businesses into
a co-operative process of trying to cut emissions, are
they doing enough, given that they are being allowed
to take part in a market system? Should we expect
them to deliver rather more in the way of emissions
cuts because they are not being hit by taxation?
Dr Counsell: In theory it should be cheaper for them
to work to a market, and therefore you could expect
the targets you are going for to be—

Q110 Chairman: But that argues for no leakage
through the purchase of credits outside, does it not?
Professor Grubb: That takes us back to the argument
about whether the targets were set tough enough to
motivate domestic action and import credits, which
is a key point about the whole balance. Are
companies doing enough? It depends in part on what
you expect companies to do. By and large they are
responsible to shareholders to try and maximise
profits and other such things and they will respond
to incentives the Government set. There is no
question that one can see some companies who
obviously have debates about how much resource to
put towards emissions reductions versus how much
to put towards lobbying for more generous
allocations, but that to some extent is the nature of
the political and economic systems that we have.
Can you blame companies for behaving that way?
Not if they have a duty to shareholders to pursue
that. I think I am disappointed in some sectors we do
not see more strategic investment on low-carbon
innovation. They are not 100% convinced that
governments have really got the guts to see this
through to the end, otherwise some sectors would
not be investing in the way some of them are.

Q111 Joan Walley: We are coming to the end of our
time but, very quickly, given what you have just said,
do you think the Carbon Trust is doing enough to
help companies plan that strategic investment in
decarbonising their companies?
Professor Grubb: That is arguably a question you
should ask of other people. We are certainly doing a
lot. We have both the energy eYciency side of the
business and the low-carbon investment side of the
business, and the whole Insights Team which
Thomas and I work for try and emphasise to UK
business it is not just these few years, this is a
strategic challenge, and we work with investors in
the City of London.
Dr Counsell: In particular, we have expanded the
innovations side, so it is about strategic investments
and about how we get groups of companies together
to work on common problems in terms of
technology. We have been increasing that rapidly
over the last year or so and we are going to increase
it even more in terms of the strategic future working
out how to get companies to co-operate in some
ways and compete in others. That will be critical.

Q112 Joan Walley: Finally, we have seen a change in
the US in terms of new policies. In your view, is the
UK likely to adopt a federal cap and trade scheme
or do you think it will go down the route of the
carbon tax?
Professor Grubb: I think it will adopt a federal cap
and trade scheme.

Q113 Joan Walley: What would need to be done
before the EU ETS could be linked to either a US
federal scheme or the current and planned cap and
trade schemes covering several states within the US?
Professor Grubb: A lot of careful thinking and
analysis how the two systems were designed and the
implications of linking. I am sorry that sounds
slightly like dodging the question but it is actually
very important. It would be lovely to link in
principle but it really is one of these cases where there
is potentially quite a lot of devil in the detail.

Q114 Joan Walley: On that note, our Committee
will be going to visit the US in the not too distant
future, so it might be helpful to have some further
comments from you on how that could be achieved.
Professor Grubb: Yes.
Chairman: Thank you very much for coming in. It
has been very helpful. I have no doubt we will be in
further contact with you.



Processed: 29-01-2010 21:06:43 Page Layout: COENEW [SE] PPSysB Job: 432343 Unit: PAG1

Ev 76 Environmental Audit Committee: Evidence

Tuesday 28 April 2009

Members present:

Mr Tim Yeo, in the Chair

Colin Challen Dr Desmond Turner
Mr David Chaytor Joan Walley

Memorandum submitted by E.ON UK

Summary

— E.ON UK supports the use of the EU ETS as the EU’s primary carbon reduction instrument. We
also welcome the EU’s commitment to reduce greenhouse gas emissions by 20% by 2020 (or 30%
following the successful negotiation of an international climate deal).

— Uncertainty surrounding the global economic downturn and the outcome of COP 15 in
Copenhagen in December this year is influencing the current carbon price. Confidence in the
carbon market is best maintained by a commitment from UK Government to the EU ETS,
avoiding additional GHG restrictions on the UK’s domestic traded sector and supporting the
supplemental use of project credits within the EU ETS.

— Whilst accepting that relatively limited emission reductions were achieved within Phase I of the EU
ETS, the initial phase was a success. The first three years of carbon trading represented a critical
learning period which established confidence in the scheme by demonstrating robust compliance
procedures.

— The EU ETS is not the only driver for climate and renewable targets. Specific support is required
for pre-commercial technologies such as CCS and other policy mechanisms are more appropriate
on the supply side to encourage energy eYciency.

— E.ON supports the proposed auctioning date in 2011 for Phase III allowances. However, we note
the potential for serious financial risks (which could undermine the objectives of the EU ETS) in
the event that the auctions are delayed.

— E.ON supports the currently proposed level of access for CDM (project credits) in Phase III of the
EU ETS. It is important that access is harmonised across the EU and that credits which have been
approved by the UN processes are not retrospectively deemed invalid for the EU scheme.

1. E.ON UK is one of the UK’s largest retailers of electricity and gas. We are also one of the UK’s largest
electricity generators by output and operate Central Networks, the distribution business covering the East
and West Midlands. In addition, our E.ON Climate and Renewables business is a leading developer of
renewable plant in the UK.

2. E.ON supports the Commission’s initiative to create a harmonised emissions trading scheme across
the EU and believe that a market mechanism represents the most eYcient way to address the release of
anthropogenic greenhouse gas emissions.

The EU Emissions Trading Scheme

Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C.

3. Cap and trade schemes such as the EU ETS have a number of economic advantages over alternative
emission reduction strategies which were recognised in the Stern Report. They provide environmental
certainty by ensuring that emissions are kept below a progressively reducing cap, while providing flexibility
for participants in the scheme to determine how to meet the cap. Cap and trade schemes can also equalise
the cost of carbon across economies, allowing abatement to occur where it is most eYcient for it to do so.
It also oVers flexibility by crediting emission reductions in States outside of the scheme (through the Clean
Development Mechanism (CDM)), which can play a key role in the negotiation of a global reduction target
going forward. Reduction caps can also be amended over time, to make sure that they are in line with the
latest scientific consensus.

4. The EU’s cap and trade scheme covers approximately 40% of EU greenhouse gas emissions and is
already playing an important role in delivering the required emission reduction to limiting global
temperature rises. The EU ETS Amending Directive provides for a 21% reduction in these emissions by 2020
compared to 2005—considerably more eVort than will be achieved in sectors not covered by the EU ETS
which will look to reduce emissions by 10% compared to 2005 over the same period. Together these
reductions equate to a 20% GHG reduction across the EU (compared to 1990). Should a comprehensive
international agreement be reached following the Copenhagen negotiations the EU will look to increase the
2020 reduction target to 30% compared to 1990. The Commission believes that this level of reduction is
commensurate with the objective of limiting the overall global annual mean surface temperature increase to
no more than 2)C above pre-industrial levels.
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5. Cap and trade schemes have or will be implemented in other developed countries (such as the US and
Australia). There is scope for joining these schemes to create a wider, increasingly global market, which will
generate further eYciency savings and bind more countries into an overall cap. This should, however, only
occur if the schemes have comparable levels of ambition so that the eVect of merging schemes is not to
weaken the carbon price and reduce investment incentives.

6. International emissions trading can of course only deliver the required reductions in the sectors covered
by them. In the EU, 60% of EU emissions are from the non-traded sector. It is imperative that these sectors
are subject to equivalent incentives and penalties to ensure that EU emissions as a whole are reduced to the
level necessary to avoid dangerous climate change.

The record of Phase II of the EU ETS, and prospects for the success of Phase III

7. Recently there has been a significant fall in the price of Phase II allowances. The current economic
climate has forced industry to reassess output levels over the course of the Phase and it has been a logical
reaction to sell the unexpected surplus allowances back in to the market. Nevertheless the market is
functioning properly and the cap required by Phase II will still be delivered.

8. Investors considering major low-carbon capital investments will be looking at the carbon price which
will apply when those investments commence operation. For example for nuclear plant this will be the price
prevailing in the latter part of the next decade. It is therefore important to ensure that the Phase III cap
delivers the level of reduction that is consistent with the required reduction in global temperatures and that
there is a commitment to continue to reduce the cap over a longer timescale at least to 2030. The level of the
Phase III cap and action beyond 2020 are dependent on the outcome of COP 15 in Copenhagen and
uncertainty around this is aVecting the carbon market adversely. A comprehensive international agreement
will go a long way to restoring confidence in the carbon price as an important driver of low-carbon
investment.

Auctioning

9. Auctioning of carbon permits has been a new feature of the EU ETS in Phase II and the UK has been
one of the first countries to initiate an auctioning process. Regrettably the auctioning arrangements were not
consulted on adequately. This resulted in an unsatisfactory auction design which required all direct bidders
(primary participants) to bid on behalf of other parties if requested and this may have restricted participation
as many potential direct bidders do not have the capability to handle third party transactions in this way.
We hope these issues will be addressed in future auctions.

10. In terms of EU wide Phase III auctions we have consistently argued that all sectors should follow the
same trajectory to full auctioning in 2020, as this would have encouraged the deployment of cost eVective
abatement technologies across the EU economy. Nevertheless, we support the move towards full auctioning
for all sectors by 2027. It is essential that auctioning arrangements are harmonised and we believe that the
proposals in the amended directive will help to achieve this objective.

11. In Phase III all power sector allowances in the UK and other western countries within the EU will be
subject to auctioning. It is essential for auctions to occur at the earliest possible opportunity as delay could
pose significant financial risks for large compliance buyers, especially those who have to hedge well in
advance, ie energy companies. E.ON supports the proposal to auction allowances by mid 2011, but, given
that many Member States have yet to implement auctioning even for Phase II, UK negotiators must work
hard to ensure that the Commission and other Member States understand what will be required to
implement auctioning by this date.

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

12. Companies like E.ON factor their long-term expectations about carbon prices into their evaluation
of alternative investments. A high carbon price will tend to incentivise lower-carbon technologies, although
other factors such as expected fossil-fuel prices and the need to reduce risk by avoiding over-reliance on one
fuel source are also relevant. The EU can strengthen the role of the carbon price by agreeing an ambitious
cap for Phase III and later Phases. Whilst the carbon market is an important factor in incentivising low-
carbon investment, pre-commercial technologies such as oVshore wind and carbon capture and storage
require significant levels of additional financial support, although the level of subsidy required will vary
inversely with the expected carbon price.

13. There is a concern that the current global economic slowdown could act to delay low-carbon
investments. The carbon market has recently seen downward pressure on the price as industry revises output
figures and sells a corresponding proportion of their emission allowances. However, it is important to note
that the carbon market continues to operate as originally envisaged and the environmental integrity of the
scheme is unaVected. It is rational for participants to sell excess allowances, which ensure that reductions
in the most eYcient manner within the overall carbon cap agreed at the outset of the scheme. Investors in
new projects will be looking at the carbon price which will apply when new investments come on stream.
For most generation investments this will be the carbon price that applies in Phase III as discussed above
in paragraph 8.
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14. Given the current uncertainty about the long-term carbon price, it is tempting to propose alternative
measures aimed at achieving the same goal. In general we are concerned that these proposals, such as plant
emission standards, will be seen as substituting for the EU ETS and will thus ultimately render it irrelevant.
The impact would also be to raise the cost of compliance to UK plc without any demonstrable
environmental benefits and send a message that the UK does not believe that a carbon market can deliver
the necessary GHG reductions. In our view the priority should be to make the EU ETS a success rather than
devising alternatives to it. That is not to say that member states cannot introduce policies that will incentivise
emission reductions in the traded sector but these should aim to work with the grain of the EU ETS rather
than against it. An example of this would be the provision by Government of a contract for diVerence on
the carbon price to help fund CCS demonstration.

Impacts on and responses by UK firms covered by the EU ETS

15. Although many business covered by the EU ETS will already have identified opportunities for savings
in energy costs as part of their normal business, carbon cap and trade scheme provides a financial incentive
for businesses to assess their own carbon abatement curve and allows businesses flexibility in how the targets
are met. To maximise the opportunities created by the ETS, businesses must formulate carbon strategies, an
essential process in internalising responsibility for the reduction of greenhouse gas emissions.

16. The extent to which low-carbon strategies have been discussed and agreed at Board level will be in
part determined by the level of exposure to the carbon price. Where sectors have not been subject to a
shortfall in free allowance allocation, thereby requiring the purchase of EUA’s, one might expect company
wide low-carbon strategies to have been less rigorously developed than would otherwise be the case. It is
precisely for this reason that we believe that all sectors should move towards full auctioning at the same rate
such that all EU ETS participants are equally incentivised to establish which abatement possibilities are
available for them to adopt at the earliest opportunity.

Implications of the EU ETS for business competitiveness, and how to address them

17. There are some sectors where global competitiveness is a critical issue. In limited cases this may
necessitate a diVerent allocation methodology (as a transitional measure) in order to maintain the credibility
and fairness of the EU ETS. E.ON has argued that in advance of binding global GHG reduction targets,
there may be a need to support a few sectors on an exceptional basis, where they could prove to be at risk
from carbon leakage. In the event of a comprehensive international climate change agreement, the number
of sectors at risk will be much reduced.

18. The Commission’s criteria to determine those sectors that are genuinely exposed to a high level of
risk from international competition must be carefully defined and strictly enforced. The eVectiveness and
eYciency of the EU ETS depends upon all sectors moving towards full auctioning at as close to a uniform
rate as possible. Without an equitable transition to full auctioning, low-cost abatement opportunities could
be lost.

EVects of the expansion of the EU ETS to encompass aviation

19. E.ON UK welcomes the proposals to include aviation within the EU ETS. Furthermore, it would
have been in the interests of the scheme to ensure that all sectors including aviation were subject to the same
transition to full auctioning as the power sector. Protecting the aviation sector from internalising the true
cost of carbon does seem a little counterintuitive given the reductions required from the traded sector,
especially given the forecast emissions trajectory for this industry.

20. The overall trajectory of transport emissions generally continues to rise and it is clear that a
mechanism is required to reduce the impact of this sector. However, E.ON recognises that the dynamics of
the road transport sector probably means that the EU ETS is not the most eYcient instrument to attain the
necessary GHG reductions in a timely and cost eVective manner. Nevertheless, it is important to ensure that
this sector is subject to equivalent harmonised reduction provisions across the EU. Failure to internalise the
cost of carbon within a sector of this size and growth trajectory would have serious consequences for the
prospects of achieving the EU’s GHG reduction target.

Development of a Global Carbon Market

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

CDM

21. It is important for the credibility of a global climate regime, and associated regional GHG reduction
schemes, that UN processes for accrediting and verifying project credits are demonstrably robust. Generally
we do consider this to be the case and we are confident that the UNFCCC CDM Executive Board is the
appropriate organisation to ensure that this continues.

22. We are pleased that the Amending Directive has continued to recognise the benefits of the Clean
Development Mechanism (CDM). The mechanism promotes environmental technology transfer,
contributes to the economic sustainability of developing nations, lowers the compliance costs and increases
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the liquidity of the EU carbon market without diluting the environmental integrity of the scheme. CDM
access has been carefully designed to make sure that financial flows from Europe can contribute to bringing
developing nations to the negotiating table to discuss how the global reductions that are necessary to address
climate change can be shared equitably in future years.

Linkage

23. E.ON agrees with the EU Commission’s support for linking the EU ETS with other GHG trading
schemes. A global GHG reduction scheme will increase access to the most eYcient abatement opportunities
and will therefore reduce the compliance cost of meeting an international emission reduction target.
Expansion of the EU ETS scheme could also create an economic opportunity for the EU if it is successful
in becoming the centre of a global carbon market.

24. It is however, important that linkage to new schemes does not result in a dilution of the environmental
integrity of the EU’s current cap and trade scheme. It is also essential that linkage to a new scheme should
be signalled to the market well in advance and should be progressed in a way which minimises disruption
to the current market.

UK Carbon Budgets

The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

25. E.ON UK supports the use of UN certified project credits as part of an international climate change
agreement. Supplemental use of CDM helps the EU achieve cost eVective GHG emissions, and the
associated financial flows also serve to involve developing nations in the fight against climate change.

26. Emissions in the traded sector are essentially controlled at EU level by the EU ETS. It is important
that the EU ETS and carbon budgeting system introduced under the Climate Change Act are consistent to
preserve the eYciency and integrity of the scheme and to avoid imposing additional costs on the UK
economy with no environmental benefit. In this respect we welcome the Government’s proposal that all
carbon units under the Kyoto Protocol and the EU ETS should count towards the net UK carbon account.
This correctly recognises that an additional emission allowance purchased by a UK EU ETS participant
represents real and verifiable emissions saved elsewhere.

27. E.ON recognises that a substantial proportion of greenhouse gas reductions should be achieved
within the EU or domestically. E.ON UK agrees that in advance of a global deal, at least fifty per cent of
the EU’s emission reduction requirements within the traded sector should be met within the EU. We note
that the Committee on Climate Change (CCC) has already provided views to the Government on the
appropriate use of CDM access for both the traded and non-traded sectors and we support their proposals.

March 2009

Memorandum submitted by the EDF Energy

Summary

— EDF Energy agrees with the Committee on Climate Change that the decarbonisation of the power
sector is key to achieving the milestone emissions reductions targets for 2030 and 2050.

— Cost eVective low-carbon solutions for the power sector are available now.

— We believe investors need confidence in the long-term carbon price if they are to make the
investments in low-carbon technology that are required today.

— The EU ETS can succeed in influencing operational decisions to reduce CO2 emissions. However
there are weaknesses in the EU ETS, including the lack of a robustly defined carbon constraint,
and a price formation process that is based on short run marginal or avoidable costs (SRMC). This
means that the EU ETS cannot provide a bankable price capable of underpinning the capital
investment in low-carbon technologies required to deliver deep cuts in CO2 emissions.

— While we recognise that it is possible that international negotiations may eventually deliver a
credible international carbon market in the long term, this will not happen in time to influence the
next major generating capacity replacement cycle in the UK over the next 10 to 15 years; as a
consequence we could see a second “dash for gas”. Apart from the security of supply
considerations, this could significantly delay the decarbonisation of the power sector.

— In these circumstances, consideration will need to be given to a regulatory approach, whereby
carbon emissions limits are set that take into account the commercial availability of lower-carbon
technologies. As these technologies become more diverse and mature the carbon emission limits
would be brought down over time in line with a feasible path towards complete decarbonisation
of the power sector.

— There is an urgent need also to provide a mechanism to assure investors in low-carbon technologies
of the long-term value of carbon reductions and to accelerate investment in these technologies.
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— The role of these supporting instruments would be to mitigate the political risk associated with the
uncertainty of future CO2 emission reduction targets and to provide investors with suYcient clarity
on the value of CO2 emission reductions over the long term. However these instruments could be
used to provide economic support for emerging technologies if required.

Decarbonisation of the Power Sector is Key to Achieving Emissions Reductions Targets

1. Cutting CO2 emissions to the extent necessary to meet the Government’s long-term targets requires
significant capital investment in low-carbon technologies. This investment will typically be in projects that
involve long development times, high upfront capital costs and operating periods of 30 years or more.

2. The potential obstacles to investing in these technologies are not purely financial. Other factors also
need to be addressed, such as planning consents, licensing technologies and dealing with the potential long-
term environmental liabilities, all of which are applicable to low-carbon technologies such as carbon capture
and storage and nuclear generation.

3. The key stimulus for new investment in markets is usually the price signal that emerges from supply
and demand projections for a product. The product we need to deliver in the context of mitigating climate
change is CO2 abatement, and the price emerging from the EU Emissions Trading Scheme (EUETS) is the
primary instrument currently available to stimulate investment. However it is unlikely that we will see such
investment in low-carbon technologies without a predictable, long-term view of the value of CO2 reductions
that will help capture the long term value of low-carbon technologies and reduce the risks to investors.

What role can the EU ETS play and what are the current limitations?

4. The EU ETS does provide a commercial value for CO2 and does broadly fit with wider policy
objectives, but the scheme has its limitations.

— It lacks a robustly defined carbon constraint because of the political and regulatory uncertainty
surrounding future carbon dioxide abatement targets and the level of domestic emission reductions
required.

— The price formation process in the EU ETS at present fails to recognise the long-term average costs
of many technologies that could be used to cut CO2 emissions.

The lack of a robustly defined carbon constraint

5. The recent EU ETS Directive Review has established a preliminary emissions reduction target up to
2020. This leaves open the reduction targets and carbon allocations for the period beyond 2020, but it is this
period that is of most concern to prospective investors in low-carbon generation, including new nuclear and
carbon capture and storage. Much of the next phase of new low-carbon generation will not be operational
until after 2017, with the period for recovering investment falling almost entirely beyond 2020.
Consequently, understanding the value of carbon in this period is critical for investment decisions.

6. In addition, even for the period up to 2020, the EU ETS Directive still gives rise to considerable
uncertainties, given the preliminary nature of the proposed EU target of a 20% reduction in CO2 emissions.
These uncertainties will carry over to any subsequent extension of the EU ETS, unless they are addressed
by further modifications. The issues listed below are practical examples of credibility problems with the way
in which the revised Directive has been drafted:

— EU or individual member state governments could implement policy in a manner that leads to a
low or non-significant price for CO2. The implementation of the 20% primary renewable energy
target by the EU provides a good example of how other related policy on climate change mitigation
has the potential to undermine the EU ETS by significantly changing the supply and demand
balance within the ETS. This potential impact was recognised by the UK Government in its recent
consultation on its Renewable Energy Strategy, which suggested that achieving the proposed
targets would have the eVect of reducing the EU ETS price by „10/tonne. In simple terms this
means that more expensive carbon abatement technologies are being subsidised to deliver
emissions reductions at a greater net cost to the consumer and undermining the price signal from
the EU ETS.

— Pending a new international agreement following the Kyoto protocol, there is still a great deal of
uncertainty with respect to qualitative and quantitative limits on the use of international project
credits. These include the final CO2 emissions reduction target to be adopted by the EU and the
level of compliance that could be achieved using international emission reduction credits, which in
turn have a direct impact on the level of domestic emission reductions required. Future
international agreements may well increase the emphasis on international trade. Whilst this may
be an ideal outcome in the long term, it will increase investor uncertainty in the medium term, until
such time that a credible international carbon market emerges. The timescales involved in this
evolution will fail to meet the specific needs of the UK, where decisions on the role of low-carbon
technologies in replacing capacity over the next 10 to 15 years need to be taken now.
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— The scope of the EU ETS may be changed in the future by adding more sectors and, possibly, other
greenhouse gases (in addition to CO2). Widening the EU ETS to include airlines, shipping, the
chemical sector, etc. increases the uncertainty with respect to the balance of supply and demand in
the market and the marginal abatement price that may emerge from these changes.

7. This lack of a robust definition of a long-term carbon constraint therefore makes it diYcult to assess
future supply and demand dynamics and to make a reasonable assessment of future carbon prices. It also
significantly limits the development of financial instruments that an investor might use to hedge long term
commodity price risks.

8. It is also important to note that this uncertainty on a robust carbon constraint will remain despite the
UK Government adopting a statutory target to reduce CO2 emissions by 80% by 2050. This is because
compliance with the UK carbon budgets is inextricably linked to the operation of the EU ETS, which means
that the UK Government cannot guarantee emissions reductions in the UK and will have to depend on EU
member states to collectively agree a robust constraint that will apply across the whole of the EU. In essence
all that the carbon budgets have done is to declare the UK’s intent in any future burden sharing agreement
for emissions reductions across the EU. This initiative is welcomed by EDF Energy as a first step to achieving
the long-term clarity that we seek but cannot be seen as the complete solution.

Price formation in the EUETS

9. A further weakness in the EU ETS is the construction or constitution of the prices that emerge from
the scheme. Conventional wisdom states that, as the carbon constraint gets tighter, more expensive
abatement options will be required, and the cost of these more expensive abatement options will be reflected
in the EU ETS price. However, this assumption is not valid, since it ignores the price formation dynamics
of the EU ETS price.

10. The price emerging from EU ETS is essentially a spot price based on the short run marginal or
avoidable costs of the abatement options available and not the average or long run costs. This point is most
clearly demonstrated by taking the example of nuclear generation. Once the initial capital is spent and the
plant is constructed, the marginal abatement cost of reducing CO2 emissions is zero because one no longer
has the ability to choose whether or not to incur additional cost to abate CO2 in day to day operational
decisions. This means that capital intensive low-carbon technologies, such as nuclear, carbon capture and
storage, and for that matter many renewable technologies, will never set the marginal price in the EU ETS.
The corollary of this is that the value of CO2 reductions delivered by capital intensive low-carbon
technologies is unlikely ever to be recognised by the EU ETS.

11. A further consequence of this is that the carbon price in the EU ETS is likely to be set by gas to coal
fuel switching for at least the next two decades. While this price will continue to reflect the value of carbon
required to achieve marginal CO2 reductions, it will be unrelated to the additional cost of new low-carbon
technologies required to deliver the deep cuts in CO2 emissions required. The prices that emerge from this
arbitrage process are also likely to be highly volatile, as the gas/coal price diVerential is set by two commodity
price variables, both of which have had very high volatility in recent years. This volatility in the immediate
future is a further reason for a transitional measure to support the carbon price.

UK Government action is required

12. These two features of the uncertainty created by a lack of a robust carbon constraint (despite the
statutory UK budgets) and the weakness in the price formation process in the EU ETS present significant
hurdles for early investment in low-carbon technologies. The Government should recognise the role that
the EU ETS can play in providing the right incentives to optimise operational decisions and should equally
recognise the limitations of the EU ETS as an instrument to underpin long-term investment.

13. It is possible that a future international agreement on climate change will provide a vehicle to deliver
a more enduring solution and, while this may be considered to be an ideal outcome in the long term, investor
uncertainty will remain in the medium term. This is particularly relevant to the UK where decisions on the
role of low-carbon technologies in replacing capacity over the next 10 to 15 years need to be taken now and
which will have a significant impact on the UK’s carbon footprint over the next 30 years.

14. EDF Energy believes that the UK Government should address the issue of a carbon price support
mechanism as a matter of priority to guide investment in the electricity sector and deliver outcomes that are
consistent with its wider energy policy and climate change mitigation objectives.

15. Without the provision of additional clarity to investors, there is a risk that the low-carbon technology
investments necessary to deliver the Government’s GHG reduction targets will not occur, or at the very least
will be delayed significantly. There is a further risk that failure to support the EU ETS in delivering its
objectives may eventually lead to the failure of the EU ETS itself.
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Can low-carbon investments proceed without a long-term mechanism?

16. In the absence of a strong long-term carbon price signal, it is possible that we will only see the
electricity sector invest in new coal or CCGT plant. Although this plant will be more eYcient than the
existing fossil fuelled generation fleet, it will do too little to achieve long-term CO2 reductions and will “lock
in” carbon emissions for a long period.

17. Although the dynamics of fossil fuel prices can influence investment in low-carbon technologies, it is
important to remember that carbon is the fundamental driver behind policy in this area. The scientific
consensus on climate change is real, and, faced with the evidence; there are strong moral and environmental
grounds for developing policy that specifically prioritises investment in low-carbon technologies regardless
of the dynamics of fossil fuel prices. Furthermore, being prepared to invest in “more risky” low-carbon
technologies, based on an opportunistic snapshot of fossil fuel prices, which may or may not favour
investment in low-carbon technologies at any particular time, could set a dangerous precedent, by implying
that the market can deliver low-carbon investments without explicitly recognising the external value of CO2

reductions.

18. In addition carbon price uncertainty increases the low carbon investors’ option value in waiting. This
is because waiting for more information to be revealed about future carbon prices enables the investor to
reduce the probability of being exposed to low carbon prices. This option value creates an additional CO2

price threshold that needs to be exceeded before an investment can be made.

19. Given the deficiencies highlighted above, we believe it is necessary to complement the existing EU
ETS with specific instruments capable of delivering the investment needed to deliver a low-carbon economy.
It is important that these policy instruments are designed to deliver CO2 reductions in the most cost eVective
manner and assist in achieving policy objectives, on security of supply and diversity in energy supplies, whilst
working within the framework of competitive and liberalised markets.

20. The options available to supplement the EU ETS and support investments in low-carbon
technologies in the generation sector include:

— Carbon tax;

— Carbon generation obligation; and

— Contracts for purchasing carbon reductions.

21. These options would not be intended to replace the EU ETS. The purpose would be to stimulate
investment in low-carbon generation, while the EU ETS continues to evolve and mature.

22. Carbon Tax—A carbon tax oVers government certainty over the cost of targeting carbon reductions,
but not the outcome in terms of the volume of those reductions. If the tax is set at the right level, then
reductions will be achieved, but the level that is correct is unlikely to be observable by government. For
investors a tax does not give long-term certainty over the value of carbon as taxes can change every year,
particularly if the Government believes that the tax has previously been set at an incorrect level. A possible
tax based solution could be to revise the existing Climate Change Levy (CCL) to include all low and zero
carbon technologies.

23. Carbon Obligation—A carbon obligation certainly oVers incentives for investment, and, as an
example, the Renewables Obligation has delivered much greater levels of renewable generation than would
otherwise have occurred. Potentially such obligations may require the government to pick technologies and
the extent to which such technologies should be part of the overall generation mix. Also, as has been found
with the RO, some technologies may come to dominate under an obligation and the Government may come
under pressure to change the rules and pick diVerent winners. Obligations may not allow the market to find
the most eYcient abatement options with which to meet carbon reduction targets but these ineYciencies
should be small and will be oVset by the benefits of encouraging early mitigation action.

24. Such a regulatory approach, whereby the carbon intensity of the power sector is driven down in a
predetermined way, may well increasingly be seen to be necessary in order to ensure the decarbonisation of
the sector that will clearly be required. It may be seen as an essential complement to EU ETS and the carbon
price signal. This is because, in the longer term, as the power sector becomes substantially decarbonised, and
as low-carbon technologies such as CCS mature and are commercialised, the relevance of a carbon price in
the power sector may decrease. A “physical” approach to reducing emissions may therefore also be required.

25. This approach could begin by the setting of carbon emissions limits, similar to SO2 and NOx limits
under the Large Combustion Plants Directive, that take into account the commercial availability of lower-
carbon technologies. As these technologies become more diverse and mature the carbon emission limits
would be brought down over time in line with a feasible path towards complete decarbonisation of the sector.
We believe there is merit in considering this approach now, alongside making moves to reinforce EU ETS.

26. Carbon Contracts have the ability to reinforce and strengthen carbon market mechanisms where, like
the current EU ETS, the price set by the market alone does not produce the necessary long-term price signals.
The contract gives investors the long-term clarity they need, without requiring the Government to pick
technologies, and can be designed to be consistent with existing policy mechanisms. Such contracts have the
further advantage of allowing Government to limit its liabilities under these contracts by controlling the
volume of abatement it is willing to underwrite. The Government can further limit its liabilities by
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influencing wider policy development and retaining the carbon price within a reasonable range that
minimises its financial exposure. This liability should in any case be set against the real and increasing
liability faced by the government if action to address climate change is not taken.

27. EDF Energy believes that either a carbon tax or a carbon contracts solution could operate as ways
of strengthening the carbon price set by the market. A possible problem with a carbon contract or a carbon
tax is that if the price for carbon remains high, through the EU ETS, then any payment derived from a
supporting instrument will be in addition to the carbon element of the electricity price; ie there will be double
counting. However, solutions to this could easily be designed into the mechanism. The tax could operate as
a levy to “top up” the carbon price to a desired level whereas a contract based solution could work on the
principle of a contract for diVerences where a payment would only accrue to the contract holder in the event
of the market price for carbon being lower than the strike price agreed in the contract. This would avoid
double counting and ensure that either the carbon emitters faced the right price (levy) or low-carbon
technologies would get the appropriate signal (contracts).

March 2009

Witnesses: Ms Sara Vaughan, Director of Regulation and Energy Policy, E.ON UK; Mr Humphrey Cadoux
Hudson, Managing Director, New Nuclear Build, and Mr Ravi Baga, Head of Policy, Regulation and
Environment, EDF Energy, gave evidence.

Q115 Chairman: Good morning and welcome to this
session. Would you like, briefly, to introduce
yourselves, so that we know exactly what your roles
are as opposed to just job titles?

Ms Vaughan: Thank you. I am Sara Vaughan; I am
Director of Regulation and Energy Policy at E.ON.
Mr Cadoux Hudson: Humphrey Cadoux Hudson,
Managing Director of New Nuclear Build at EDF
Energy.
Mr Baga: Ravi Baga; I am Head of Policy,
Regulation and Environment within our energy
business at EDF Energy.

Q116 Chairman: Thank you. The Committee on
Climate Change, in the report it published at the end
of last year and, again, in the evidence we took from
its Chairman, Lord Turner, earlier this year,1

suggested that the UK electricity generating sector
needs to be almost fully decarbonised within 20
years or so. Do you think that is achievable?
Mr Cadoux Hudson: It requires a huge amount of
investment and a really determined policy from
government to achieve it. The energy sector requires
very expensive machines to be built and it takes a
huge amount of planning to achieve it, so in that sort
of timescale we need to really mobilise an enormous
amount of money and eVort.
Ms Vaughan: Yes, I would certainly agree with those
comments. I would also agree it is necessary to
decarbonise the power sector not least to underpin
the progressive decarbonisation of the other sectors
of the economy, such as transport, for example, and
the residential sector. The Committee on Climate
Change sees almost complete decarbonisation by
2050, with substantial progress by 2030, and
certainly on our own modelling we are coming out
at similar figures for the sector as the Committee on
Climate Change is. However, that is subject to a lot
of investment having to be made between now and
then, absolutely.

1 Note: Minutes of Evidence: Carbon Budgets, HC 234,
published 26 March 2009.

Q117 Chairman: So, if we are agreed that it is both
necessary and achievable, is the consequence of that
much higher electricity prices?
Mr Cadoux Hudson: That is driven by the choice of
the plan as to how it is going to be achieved. We
know that the sources of low-carbon energy, at the
moment, cover renewables—wind farms—which are
much higher than the average cost of electricity
produced at the moment; carbon capture and
storage, which is a technology we all hope can be
delivered but, at the moment, it is in the nature of a
prototype phrase and has a high capital upfront
investment and increased operating costs, and
nuclear power. So the answer is going to be down to
how we create a mix between those diVerent
technologies to deliver a secure, aVordable and
environmentally friendly power supply. If it is all on
one, all on renewables, I think we will see a need for
much higher power prices.

Q118 Chairman: Since we do not know how much
CCS will cost because no one is actually yet working
it, at scale, that might also be quite expensive, too.
Might it not?
Mr Cadoux Hudson: We need to get through a period
of prototype commissioning and testing and seeing
whether that equipment can run, but certainly we
believe that part of the mix that is needed to be
addressed now is to ensure that nuclear starts to be
built so we can create the building blocks so that we
have renewables, carbon capture and storage and
nuclear being built in order to deliver low-carbon
and aVordable electricity.
Ms Vaughan: I would agree with all of those
comments. We do need a mix; we do need the
diversity of a mixture of coal, CCS, nuclear, onshore
wind and oVshore wind, and we know about the
costs of oVshore wind. The other thing, of course, we
need is increased energy eYciency in the home and,
also, increased small-scale generation in the home,
and that brings with it an additional cost as well.

Q119 Chairman: What role will the EU ETS play in
achieving these things?
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Mr Cadoux Hudson: It potentially has a very central
role in defining price, but as we have seen in the
National Audit OYce report,2 the way it is currently
constructed is not giving certainty in price and it is
not giving a long-term price signal. We want to build
capital-intensive, long-term assets in the power
industry—it is how power is delivered. It can take
many years to build the assets and then decades
afterwards to return the money on the investment.
When you are looking at making an investment you
need to have a long-term price signal, and so far the
EU ETS, as is well explained in the report, has failed
to give that long-term price signal.

Q120 Chairman: If it does not give that long-term
price signal, what will give that price signal, and
what is going to drive this process, if the EU ETS
does not?
Ms Vaughan: What we should not do is anticipate
the outcome of Copenhagen, because clearly the EU
ETS will be most eVective if we do get a long-term
framework, an international agreement, coming out
of Copenhagen that leads to an increase in the
greenhouse gas target at EU level and a consequent
increase in the EU ETS gradient—the slope by
which the cap comes down. I think that that will help
in terms of giving that long-term carbon price and
framework that is necessary.

Q121 Chairman: Are you optimistic that it is going
to be achieved?
Mr Cadoux Hudson: We have a number of issues
which are causing us concern. We have the CDM
mechanism, which has got a price supported,
ironically, by taxation in China, it seems, but the
whole nature of that mechanism is creating
uncertainty, and the entry of new countries into the
mechanism can create more uncertainty. As we have
seen through Phase One of the EU ETS, bedding
down a proper recording and verification of
emission levels takes time, and adding countries is
going to cause uncertainty and adding new
industries in is going to cause uncertainty. Despite
our best eVorts, the thing that drives price is
certainty over the output levels and the restriction,
and I think we have to remain very, very concerned
that even after Copenhagen we are not going to have
suYcient certainty on price in order to go and drive
investment. The investment that we need to hit these
targets needs to start now; this year, next year or the
year after is the period where we are going to set the
basis for the investment that will deliver the targets
that we have. That is really the crux of the problem;
we cannot wait until ten years’ time for the system to
settle down; we need to go and create the level of
certainty to go and enable investment earlier.
Ms Vaughan: I would certainly agree that we cannot
wait until ten years’ time for the system to settle
down, but I believe that we can wait and see what
happens. The Copenhagen process is at the end of
the year and I think we can wait and see until after
Copenhagen. The risk is if you start talking about
how everything is not going to work, it becomes a

2 Note: http://www.nao.org.uk/publications/0809/eu—
emissions—trading—scheme.aspx

self-fulfilling prophecy, and that is the concern we
have around it. I do not think it will be too late until
we see what the outcome of Copenhagen is, so let us
give that a chance. If Copenhagen is disappointing
then, at that stage, yes we may well need to be
looking at many more possibilities.

Q122 Chairman: Britain’s published targets are
relatively ambitious for decarbonising the power
sector. Given that both your companies operate in
other countries as well, how does Britain’s ambition
compare with the other countries where you are
active?
Mr Baga: I think the budgets which have been set
out in the Climate Change Act are a step in the right
direction. Unfortunately, they do very little for the
certainty we need in the traded sector because we can
comply with our UK budgets by buying in ETS
allowances. So unless you have a constraint that is
collectively placed upon all EU Member States, and
we have something like the Climate Change Act that
is replicated in all of the Member States, which sets
out strict limits on how those budgets could be met,
we are not going to get the certainty we need. Just
going back to the point on Copenhagen, if we go
back to the start of ETS, in Phase One, there were
things that were not right and we thought we had put
them right in Phase Two. We also had a review to
change the scheme, going forward, in Phase Three,
and when we look at all of those elements we still
come to the conclusion that it is not going to provide
the framework for us to deliver the investment that
we are looking for. Even now, we are talking about
providing certainty, at best, up until 2020. The assets
that we want to build will be on the ground in
2017–18 and we are looking for a price signal that
extends well beyond 2020. As Humphrey pointed
out, we need that price signal now because we are at
the time where we are very close to making those
investment decisions.
Ms Vaughan: I cannot comment on the individual
Member State caps in relation to Phase Two because
I just do not know the answer on that, but it is,
obviously, of course, the case that in Phase Three the
cap is at an EU level and so the other Member States
will be subject to the same gradient as the rest of us,
as the UK, as well, and Ravi makes the point about
how that is consistent with what the Committee on
Climate Change is putting forward in the budgets; it
will either be going down at about 1.74% a year or it
will be going down at something more like 2.4 or
2.5% a year over Phase Two. Ultimately, the
intention is that it will go down to zero, of course.
Mr Cadoux Hudson: It is worth noting that France
delivers over 90% of its energy from CO2-free sources
through nuclear and hydro.

Q123 Colin Challen: Low carbon, not zero carbon; I
think, for the record, we need to be accurate in our
description of nuclear.
Mr Cadoux Hudson: We would describe wind farms,
equally, as low carbon.
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Q124 Colin Challen: Yes. There is no such thing as a
zero-carbon option. On this pricing thing, we heard
evidence from Bryony Worthington of Sandbag
NGO last week, and she was saying that the EU ETS
cap, eVectively, puts a floor, as well as a cap, on
emissions because if we endeavour with other policy
measures to reduce emissions that frees up
emissions, if you like, or lowers the demand for them
and lowers the price for them. In fact this was tacitly
acknowledged in a DTI memo to ministers a couple
of years ago in the negotiations on the EU’s energy
package where they said that if we spent too much
on direct support for renewables it would damage
the ETS, for those very reasons. Do you agree with
that analysis, and what do you make of it?
Mr Cadoux Hudson: Clearly, we now have a number
of policies that are pointing in the direction of
renewables and low carbon but they are not
connected, so we have some interdependence
between the renewables obligation and the
mechanism that has been set up around the EU ETS.
Inevitably, there is the opportunity for conflicts of
policy.

Q125 Colin Challen: Is that happening now? What
should be done about it?
Mr Baga: I think it is inevitable that if we deliver our
renewable energy targets then with the same cap in
place in the Emissions Trading Scheme you would
require fewer reductions to deliver your targets. In
eVect, what is happening is that you are subsidising
technologies to deliver a reduction that otherwise
could have been achieved within the trading scheme
itself, and you are undermining the price signal that
is emerging from the Emissions Trading Scheme.

Q126 Colin Challen: Would you say, in that sense, we
should put more emphasis on the ETS and, perhaps,
withdraw direct support for renewables?
Mr Cadoux Hudson: I think there is an argument to
say that we should be very focused on reducing
carbon, if that is what we are trying to do, and it is—
reducing carbon. Renewables, I do not think, should
be built for their own sake just because we believe
they are pretty; it is because we believe we can reduce
carbon. So there is an intellectual clarity of saying
what we are all trying to do is reduce carbon and
make sure that all policy eVorts align to that aim,
and not go down a route where we have a mismatch
of subsidies for diVerent technologies because we
believe we like them.

Q127 Colin Challen: We also believe that we should
lead the world in our domestic eVort, do we not? It
is not simply about finding the cheapest way now,
which may prove to be a false economy.
Mr Cadoux Hudson: Can you—?

Q128 Colin Challen: By buying cheap credits which
may be of a worthless nature from developing
countries where these things simply have not yet
been properly quantified.
Mr Cadoux Hudson: Being an operator in this
country we want to see this country reduce its carbon

emissions and use of carbon. As I say, it would be
great to have policy aligning to agree that reduction
of CO2 is a primary aim of policy and allow
companies to choose the technology to deliver that
low, aVordable, reliable low-carbon energy.

Q129 Colin Challen: Perhaps one approach to this,
which has been suggested by Sandbag, is that we
should withdraw allowances. That would recognise
the eVort we are making in other areas, would it not,
and maintain the price, which we all agree is very
important to maintaining decent price signals? One
way of doing that would be to withdraw allowances.
Would you support that kind of approach?
Mr Baga: One of the failings in the ETS, so far, is
that once the targets are fixed your supply volumes
remain fixed throughout the period of time, and
there is a paper which has been published on current
strategies which puts the point across very
eloquently. With such a large volume, and your fuel
supply remains fixed, events such as a recession or
small changes in economic activity can have a huge
influence on the carbon price. So certainly some
supply side discipline in the market would be helpful.
That can be achieved through other mechanisms: a
reserve price in auction and the EU framework is
one possibility, but that does rely on getting
agreement across all Member States. If you come
back to the point of the UK showing leadership, if
we are to deliver on a UK carbon budget and
generally reduce our own carbon footprint, then we
believe there is a need for the UK to show leadership
and provide some supporting instruments that can
work alongside the ETS and help us deliver the
investment in low-carbon technologies that we need.
Ms Vaughan: That is actually the point that I wanted
to come in on. You are right that there is a mixture of
complementary policies, if you like, but I think that
when you are looking at emerging technologies like
carbon capture and storage you do need those
complementary policies if you are going to bring
that forward within a timescale that is going to
enable the UK to go forward and to become a leader
in that area. If you sit and wait for the EU ETS to
encourage that and finance that, then it is probably
going to be waiting too long for the UK to be able to
come ahead and do it.

Q130 Colin Challen: Phase Three of the cap is
supposed to reduce carbon emissions by 21% in the
power and manufacturing sectors, but if project
credits are used that may drop to 7%. What do you
make of that level of ambition? Do you think that
that is suYcient?
Ms Vaughan: I think the ability to use project credits
does have some benefits in supporting technology
transfer to developing countries, but we would
certainly agree with the Committee that if it was as
low as 7% that would be unacceptable. The NAO did
suggest that that was a theoretical minimum, and the
level was more likely to be around 20%, but certainly
we would agree with the Committee that 7% in terms
of eVort would be too low.
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Mr Cadoux Hudson: Particularly, when you add in
the ability to carry over credits from Phase Two into
Phase Three, the net amount in that period could be
even less than that, as an extreme. What we need to
remember is that what is needed out of all of this is
investment; we are not after a mechanism that moves
a bit of production between coal and gas; we want to
have a signal that starts investment in this country,
because ultimately we need the UK, as well as other
parts of the world, to reduce CO2 production. So
what is needed is a price, and we need to caveat any
comment on whether 7% or 20% is right in that short
period to saying that what we need is a price that will
get investment to reduce carbon in the period after
the end of the Phase Three. So I would really say
that, at the end of the day, we should focus on having
an adequate price, because we know that the sorts of
investment needed to deliver really substantial
reductions in carbon in this country—for instance,
carbon capture and storage or nuclear—need to
have visibility of stable prices going forward into the
future. Particularly with the very heavy risk and
capital cost of carbon capture and storage as a new
technology, it will need a price signal that will allow
that investment to get going.

Q131 Colin Challen: The price signal can be
maintained if we know that we are dealing with a
finite resource in terms of allowances and credits,
and so on, in a closed system, if you like, but the
Climate Change Committee draw a distinction
between some credits and oVset credits—those
purchased from countries which have no limit, no
cap, on carbon emissions. Do you think that we
should, perhaps, be tougher in relation to our use of
oVset credits, and help maintain that strong price
signal rather than just looking for could be, in an
uncapped situation, a very cheap alternative?
Mr Cadoux Hudson: If you set a price in a system
where you are not very sure about the quantity being
produced or the impact of the cap, you are setting oV
on a road where you do not really know what the
price is going to be. What we have to focus on is up
front having a much more explicit view of price
needed to generate investment. So the actual limits
that are set or the policy initiatives to control price
are set with a much clearer statistic in mind. This is
not a commodity like a natural commodity that you
dig out of the ground where the price signal will set
further exploration and more extraction; it is one
that is made on both sides of production. Demand
and supply is a function of regulation.

Q132 Dr Turner: We have heard some criticisms of
the ETS, in particular Phase Three, from the Chief
Executive of the Committee on Climate Change. He
put it to us that one of the most likely outcomes of
Phase Three which would cost the customers of all
UK power companies—we would all be paying for
it—would most likely be encouraging the electricity
producers in countries like Germany to switch from
coal to gas, which is not the most advanced path to
decarbonisation. Would it not be a better use of

customers’ money to directly incentivise a step-
change in energy technology to renewables, nuclear
or carbon capture and storage?
Ms Vaughan: If I can just comment on his comment,
if you like, first of all, I would certainly agree that as
coal emits twice as much carbon as gas then the
likely result of an increasing carbon price is that you
will get a shift from coal to gas, and that is something
that we may well see in this country. That is before
you take into account other factors, such as security
of supply, the availability of gas, volatile gas prices,
etc. So that is your starting point. Then it is also true
that gas emits carbon, and that because it emits half
as much carbon as coal it is going to take longer to
incentivise the fitting of CCS on to gas than it is on
to coal. So from that perspective you are locking
yourself in, potentially, to a longer-term carbon
future. When you come to the specific policies, I
think it comes back to the question that Mr Challen
was talking about earlier, about whether you then go
down the route of almost seeking to pick winners
and encouraging specific technologies through
specific policy measures, which clearly we have got
quite a lot of in the UK, at the moment, from
renewables through the announcements on CCS.
Mr Baga: There is also an underlying issue of the
synchronicity of reactions across diVerent Member
States and energy policy across diVerent Member
States. If you look at the European target then
theoretically a very straight trajectory should deliver
your emissions reduction over a period of time. If
you look at the UK, specifically, then over the next
10 to 15 years we need to replace another 25
gigawatts in capacity, and that opportunity comes
along once every 30 years. So the question we have
to ask ourselves is: are we going to take this
opportunity this time round and make the right
investment decisions? At the European level you
may not need to invest in zero-carbon plant or low-
carbon plant right now, but certainly if you want to
prevent the emissions lock-in from making any other
decisions then there is a strong case to ensure that the
ETS is supported by a specific UK instrument to
make sure that we can decarbonise our electricity
sector in the timescales that the Committee on
Climate Change suggested is required, and we agree
with that, so that we can give ourselves a foundation
from which we can then meet our 2050 targets.

Q133 Dr Turner: I think you are saying, quite clearly,
that the ETS by itself is quite inadequate as a driver
and needs more specific mechanisms attached to it or
underpinning it. Have you, as energy producers
yourselves, responded to ETS changes by fuel
switching?
Mr Cadoux Hudson: Switching between coal and
gas? It happens as a natural function of the market.
We optimise our power plants on a half-hourly basis
and we take into account the cost of carbon coal and
gas and the power price in running those
optimisations. So it happens as a very natural
mechanism in the UK. With the EU ETS, the UK
has a very eYcient market for seeking out the lowest
cost, most reliable source of energy on a half-
hourly basis.
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Q134 Dr Turner: What sort of level of price signal—
i.e. carbon price—is required to make that change
happen on a large scale—ƒ40 to ƒ60 a tonne, or
what?
Ms Vaughan: I do not think you can put it down to
a particular price that will “do it” because if you look
at the other factors, like the input prices of the
particular fuels, like the environmental restrictions
that may apply to certain plant, I would be very
reluctant to try to pin on a particular carbon price at
this moment. Though it would be the case that as the
carbon price rises then I think that the ability to
switch between, let us say, coal and gas is going to
diminish as the lower-carbon sources of generation
will probably be used more down at the base load
level, but that is looking forward.
Mr Cadoux Hudson: In the long term, we know there
has been a lot of independent work, for instance by
McKinsey’s, who have set out what they believe to
be the pricing signals needed for introducing
technologies at scale, and certainly at the 40 to 60
level the work they have done would have carbon
capture and storage (and, certainly, nuclear before
that) being economic and, therefore, you should
expect investment to follow. We are trading at
what—ƒ13 at the moment? There is very little that
happens apart from substitution between fuels at
that sort of level, and you need to step up to see a
significant change.
Mr Baga: The key weakness is not necessarily fixing
the price level; the key weakness of the ETS is that
we have not got a price mechanism that extends into
the lifetime of the assets that we want to build. If, for
example, we could auction carbon reductions for the
period from 2020 to 2040 and allow a mechanism
such as that to set the price, we could have certainty
over that price.

Q135 Dr Turner: I think we will come back to that
issue later on in the session. The National Audit
OYce have done a survey in which they tell us that
UK electricity producers (who are, of course,
shining lights) are not only responding to the carbon
price by fuel switching but, also, by implementing
energy eYciency projects. Can you tell us something
about projects that you know of? Can you give us
some examples? How much potential is there for
more emissions reduction through operational
improvements?
Ms Vaughan: I am sure you will have heard of the
Carbon Emissions Reduction Target, the CERT
scheme, that is applicable to all of us as energy
suppliers. Over the three-year course of CERT that
is destined to save 185 million tonnes of CO2. There
is also the new, community energy savings
programme, which is designed to work very largely
with people who are in poorer areas to deal with fuel
poverty at the same time. The idea behind that is that
people are going in on a street-by-street, house-by-
house basis and oVering whole house solutions to try
and improve the energy comfort of those people in
fuel-poor surroundings. That is destined to save
around 19.25 million tonnes of CO2. Obviously, the
Government has published the heat and energy
saving strategy, which suggests further potential

both for energy eYciency savings and, also, for the
introduction of new measures which are more
eYcient in terms, for example, of local heating and
combined heat and power in houses. That, the
Government suggests, has the potential of saving
44 million tonnes of CO2 per year by 2020. Clearly, in
all of this what we really need to do is get consumers
interested in this, to get that pull from consumers
that makes them want to save money on their
electricity bills, on their energy bills and, also, to save
energy, save carbon in their homes.
Mr Cadoux Hudson: We have been investing in the
high-pressure turbines on our coal plant and looking
to put more eYcient turbines in to replace the
existing ones. The carbon pricing has had a marginal
impact on that decision to invest. That is investment
in eYciency which has an element of the carbon
pricing in it.
Mr Baga: In addition to that, we are also investing
in biomass but biomass is influenced by the carbon
price as well as the support through the renewables
obligation. These are projects which have a relatively
short payback time; so given the visibility and the
certainty that we have there are some risks that we
would expect to take over the next five years or so.

Q136 Dr Turner: These are all steps in the right
direction, but to what extent do you think that they
are influenced by the ETS or by generally rising
energy prices? Can you isolate the eVect of the ETS?
Mr Baga: On the turbine example that we gave,
those decisions were taken before we had the very
high prices, and they had a relatively short payback
time. So I think that was one decision where,
perhaps, the ETS was an important influence in the
decision.
Mr Cadoux Hudson: You should say the decision
was made before we had the current low prices—in
terms of the margin on coal plant!

Q137 Dr Turner: So it was a bit of a gamble.
Mr Cadoux Hudson: Investment in our industry is
always a bit of a gamble. That is, I am afraid, the
business that we are in—making decisions with quite
large risks attached to them. We need to take a view
of long-term energy prices when we are faced with
markets which are very short term. So we are in that
business, but it is a risky business and we need to do
everything as responsible managers to make those
decisions in the right framework.
Dr Turner: You need to hedge your bets.

Q138 Joan Walley: I want to move us on to long-
term price signals, but just before I do that could I
go back to a point that Dr Turner raised when he
asked for details, really, about the energy eYciency
measures that you are taking. I just felt that your
replies were: “This is what the Government’s
programme is; this is the CERT programme”, but it
did not give us a sense of what programmes you have
on the ground. I just wonder, for example, how much
E.ON has been able to get the widespread
understanding of the energy eYciency detailed
programmes on the ground through its sponsorship
of football, and I also wondered how easy it has been



Processed: 29-01-2010 21:06:43 Page Layout: COENEW [E] PPSysB Job: 432343 Unit: PAG1

Ev 88 Environmental Audit Committee: Evidence

28 April 2009 Ms Sara Vaughan, Mr Humphrey Cadoux Hudson and Mr Ravi Baga

to work, presumably with local authorities at a local
level, to get the bids coming forward to take
advantage of what appears to be quite a complicated
programme of funding, because it seems to change
very quickly. How easy is it for the new programme
to actually find partners? What parts of the country
are you working in? For example, are you working
in our own individual areas? I would be very
interested to know the way in which you might be
working, for example, in North StaVordshire.
Ms Vaughan: Can I, perhaps, come back to you on
the detail of where we, as E.ON, are working,
because I know that we are working with a number
of local authorities and they are quite likely to be in
the StaVordshire area. I have not got the details with
me, so if we could perhaps take that away and come
back to you with a note on that one.3 In relation to
the FA Cup, for example, then, yes, that is absolutely
something we have been trying to use to raise
people’s awareness of carbon and the sources of
carbon—how carbon is emitted—and we use the
medium of the “Carbon Footprint” campaign to do
that, we used David James to front that campaign
for us to try and raise awareness amongst football
fans of what impact things like travelling to the
match had, on their own carbon footprint;
encouraging them to travel together in coaches or in
shared cars—that sort of measure. As I said earlier,
it is so important for all of us, as consumers, to get
that broader understanding of the impact that our
own actions have.

Q139 Joan Walley: Thank you. Moving on to the
importance of the long-term signal for further
investment—and bearing in mind what you were
saying about the fact that wherever your investment
goes now, up to 2017, it is only post-2020 that you
are going to get the returns on that investment;
therefore, in the meantime you have got all these
uncertainties about where the European ETS is
taking you and other possibly contradictory policies
within Europe—to what extent are these
uncertainties actually aVecting your long-term
investment programmes?
Mr Cadoux Hudson: We are on the edge of making
decisions on very substantial investment, and they
are going to be considered over the next year or so
on new nuclear. So the time for us now is to make
sure that the framework is in place. For me it is to
make sure that the framework is in place so that
EDF make, what I consider, to be the right decision
to invest in the UK.

Q140 Joan Walley: On that framework then, what
would you say government would need to do to give
you the certainty about whether or not you could or
could not invest?
Mr Cadoux Hudson: We need to see a mechanism
that gives some certainty for support for the carbon
price over a long period of time. That could come, I
guess, through the EU ETS. Maybe Copenhagen is
going to give us the ray of light that says we now
have such cohesive policy across Europe and any

3 Ev 97

other country that gets added into the scheme that
we can trust it to be a stable, long-term price, but I
have to say that over the discussions we have seen in
the run-up to-date we have not seen that
commitment across the whole of Europe to deliver a
stable, sustainable price signal, and our belief is that
we are going to, in the near term, need the UK to
focus on what it can do as a country to deliver its
commitment to an 80% reduction in CO2 by 2050.
There are a number of mechanisms that could be
used for that; people have talked about carbon tax
or, as Ravi has described, a long-term contract for
carbon, but we do believe that this country needs to
face up to ensuring that there is a coherent policy
framework for the delivery of the 2050 target that
has already been adopted.

Q141 Joan Walley: Just before I move to him, can I
ask you what is the latest date that you would need
to have received some kind of price signal by, in
respect of the post-2020 time frame, before you
could go ahead and make investment decisions that
are key to your future planning now?
Mr Cadoux Hudson: We need to see a determination
in the UK policy making, inside the next year, in
order for us to hit the investment programme that we
are looking for to build four nuclear stations
delivering from 2017, over the next two or three
years after that.

Q142 Joan Walley: Would you see merit in having a
clear sight of what the carbon price might be for
that period?
Mr Cadoux Hudson: Yes.

Q143 Joan Walley: Does that match E.ON’s?
Ms Vaughan: I do not think we disagree but I think
it comes back to the point that I made earlier about
the concern we have about this leading to a self-
fulfilling prophecy. What we would like to see is
Copenhagen leading to a clearer road map that takes
us to 2050, which will help support the carbon price
in the long term. So we would like to see the outcome
of Copenhagen first. If Copenhagen is
disappointing, then at that stage we believe we have
enough time (so it may just be a question of timing)
to look at—and we are looking already—the sorts of
examples you give which are things that one might
do. Clearly, we are considering all of those within
E.ON to see which ones we might, if it comes to that,
think are necessary. At this stage, we are stopping
short of calling for them because we want to see what
happens in Copenhagen and we do not want to
create this doubt around the EU ETS which
becomes self-fulfilling. In terms of the investments
that we are making, we are making investments in
gas, at the moment; we are building down at Grain
CHP and other people are investing in gas. It really
comes back to the question that we discussed earlier,
about the default is that people rush to build gas.
You will have seen a lot of discussion in the press and
will have had it here in the House as well around the
prospects for oVshore wind, and the support that
needs. Clearly, we very much welcomed the
announcement that was made in the Budget about
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the increased support for oVshore wind. For coal
with CCS, additional support measures are being
proposed, and we welcome them, but I think that
Humphrey is absolutely right, that when you are
looking at nuclear—and we are very optimistic
about the prospects for nuclear in the country and
about the political will behind it—that is when the
situation does become more diYcult.

Q144 Joan Walley: Can I ask about the EU
renewables target and whether or not you would see
that as being somehow or other taking away from
what is trying to be achieved through the EU ETS?
Ms Vaughan: We are on record in responding to the
Government’s renewables strategy as raising some
concern about how if you just go out for renewables
that that may not be the right answer for the UK.

Q145 Joan Walley: Would that matter, though, if the
carbon reduction had been achieved through that
renewables programme?
Ms Vaughan: It brings us back to the point about
diversity; that you need to have a diversity of sources
on the system. Going for renewables is not
necessarily the lowest cost source, and we also have
the problem about intermittency of renewables,
which means that they have to be backed up by the
gas plant, which comes back to the point we
discussed earlier, or by coal plant with, ultimately,
CCS. We also believe that there should be room for
nuclear on the system as well.
Mr Baga: We set out in our response to the
renewable energy strategy that we support the 15%
renewable energy target, but we did not agree with
the renewable electricity target. We believe that there
are lower-cost, more aVordable options to
decarbonise the electricity sector, and if we want to
meet the 2050 target we have to decarbonise the heat
and transport sectors. If we are going to spend some
subsidy in supporting renewable energy then that
money would be better spent in delivering renewable
heat and finding a renewables solution to the
transport sector rather than crowding out the
market with renewable electricity. You get to the
stage where the renewables will be competing
amongst themselves, and you begin to lose the
benefit that renewables can make to the electricity
sector. So it is not necessarily a renewables versus a
nuclear debate; it is a renewables versus renewables
debate within the electricity sector, and how much of
it you can accommodate. Going back to the point
that Sara made earlier on about timing, I think the
diVerence, perhaps, is one of timing. Our urgency
reflects our ambition and, based on our experience of
the political developments and international
agreements on climate change so far, we think the
timescales in which a Copenhagen solution may
deliver will not meet the timescales that we are
working on to deliver our ambition in the UK.

Q146 Joan Walley: Just finally, you talk about the
uncertainties of the carbon price, long term, post-
2020. Do you think that in reality that is going to
lead to the repeat of the equivalent of the “dash for
gas” that we had back in the 1980s?

Mr Cadoux Hudson: That we will have another
“dash for gas”?

Q147 Joan Walley: Yes.
Mr Cadoux Hudson: Certainly, as Sara said, the
default option in the UK is gas. Gas stations are
relatively quick to build—we can build them in
around three years—so if you leave your decisions
until the last moment, in order to continue to keep
the lights on you end up building gas plants, and
once you have built a gas plant its economics are for
it to run for 30, 40 years. So if you build now you are
going to have those gas plants still running in 2050,
and if you want to turn them oV you are going to
have to turn them oV before the end of their
economic life, which makes decarbonising our
economy even more expensive. That is why we need
to focus on making the right decision right now. As
Ravi said earlier, with the reductions in output on
coal plant, with nuclear plant being taken out of
commission over the next years, we have a moment
of renewal of the energy delivery investments, and
we need to make the right decisions now, and not pay
for correcting whatever decisions we make at a
later date.
Ms Vaughan: I agree.
Chairman: That is a very helpful point.

Q148 Mr Chaytor: Earlier you referred to the French
example and said that 90% of energy is nuclear or
hydro. What is the other 10%?
Mr Cadoux Hudson: They basically have a system
that delivers about 85% from nuclear and they top
up the rest through hydro. Pinning down the exact
numbers is diYcult because they trade power out
into Germany initially and other countries, and they
trade electricity back in again, and the trade of
electricity back in is going to come from CO2

consuming resources. However, the overall output
of France is certainly well over 90%.

Q149 Mr Chaytor: From nuclear or hydro?
Mr Cadoux Hudson: Nuclear or hydro. Some of that
will be used outside—

Q150 Mr Chaytor: Generally, it is 85%.
Mr Cadoux Hudson: Yes.

Q151 Mr Chaytor: That is not energy, that is
electricity.
Mr Cadoux Hudson: Electricity, yes.

Q152 Mr Chaytor: Just to set the record straight,
because earlier you said “energy”.
Mr Cadoux Hudson: Forgive me.

Q153 Mr Chaytor: Can I come back to the French
example, because the nuclear stations in France have
been entirely built by direct subsidy from the French
taxpayer, ultimately, have they not? Has the time not
come where we have got to say, in the UK and across
Europe, the ETS is not going to deliver this long-
term investment in either nuclear or carbon capture
and storage; why do we not just accept the reality
that, at the end of the day, the taxpayer has got to
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fund it? The experience here is that for 10 years
governments have been telling parliaments and
telling the public that the trading scheme would be
the way forward, and generators and other large
companies have been calling for a trading scheme as
the most cost-eVective way of reducing carbon
emissions, but now, when the trading scheme is on
the verge of working properly, you are saying that
the market is not going to deliver because you want
a price that is fixed.
Mr Cadoux Hudson: Can I come back on the idea
that it is state subsidised? That is a comment that
needs a lot of unpicking, but basically EDF built the
plant, it financed the plants they have built and their
customers have the benefit of stable pricing out of
the back of the nuclear generation, which you can
see the benefit of over the recent years. So it has been
built in a business that was 100%-owned by the
French state, but so was all of our generation
capacity, apart from the “dash for gas”. Drawing the
distinction between subsidy and—

Q154 Mr Chaytor: Paid for by the French taxpayer.
Mr Cadoux Hudson: Paid for by EDF and, really,
paid for by the customers of EDF. I am not aware
that tax revenues—

Q155 Mr Chaytor: Let us get this clear: the price that
French customers have paid for their electricity has
not covered the full cost of building and running
French nuclear power stations.
Mr Cadoux Hudson: That is not a comment that I
am in a position to answer.

Q156 Mr Chaytor: The accounts of EDF and the
accounts of the French Government over 50 years
will demonstrate that to be the case, would they not?
Mr Cadoux Hudson: I have not done that analysis.
Clearly, you have.

Q157 Mr Chaytor: We will come back to that
another time. My point is: let us just accept that the
taxpayer has got to pay for it. Forget all this
nonsense about trading schemes and markets
delivering lowest cost solutions. The market is not
working—your submission to the Committee says
this.
Mr Cadoux Hudson: It can work in the framework
that we are currently in at the moment, where we
wish for a low-carbon economy. In delivering a low-
carbon economy we do not believe that the
Government should be in a position to choose the
winning technology to deliver it. We believe that we,
as a company, should take the risk of choosing the
technology to deliver a target that politicians have
set. We have got the European-wide policy
framework of EU ETS; we can discuss whether it is
actually delivering and whether it is sharp enough to
deliver that, or whether you need additional
framework out of the UK, but we are looking for a
framework in which companies will choose the
technology, make the investment and, if they are
successful investments, will do well as a company. If
they are not, we will not. That has been the history
of good policy in the UK, and is a framework that

has been implemented in relation to SO2; the acid
rain problems of a few decades ago have been solved,
not by the government picking the technology for
solving them but setting the framework in which it is
unacceptable to create acid rain, and we, as
generators—all of the companies in the UK—have
invested an enormous amount of money in taking
sulphur dioxide and currently trying to take nitrous
oxide out of our flue gas. So it is possible to set a
framework where companies make the investments,
make the decisions and deliver the results. We have
a good record, as an industry, of doing that.

Q158 Mr Chaytor: I understand the precedent of
acid rain, but your argument here is that your
company needs the right signal to take a risk.
However, your written submission to the Committee
says: “ . . . the EU ETS cannot provide a bankable
price capable of underpinning the capital investment
in low-carbon technologies . . . ” You are saying that
you are actually not prepared to take the risk unless
it is guaranteed by the state.
Mr Cadoux Hudson: What we want to see is a
framework which does enable companies like ours
to choose the technology. We are not asking for help
for nuclear; what we believe is that we want to
compete for low-carbon electricity; we do not want
to compete against hugely subsidised electricity—
for instance, potentially I could make that comment
about renewables—we are there to take the risk
against whether other people can come up with
lower-cost ways of producing low-carbon electricity.
It is as simple as that. The concern at the moment is
that the EU ETS is not setting that framework on
carbon production reduction for the power sector at
a suYcient level of certainty for us to make an
investment decision oV the EU ETS alone. However,
that does not stop policy actually reinforcing the
need to reduce carbon for the power sector, in which
case we would not have a concern.

Q159 Mr Chaytor: You would accept that the
market, the carbon market, is not going to deliver
what you need.
Mr Cadoux Hudson: As currently framed, and I
think that is pretty much backed up by the National
Audit OYce report, today that is a correct statement;
it is not set up to deliver—

Q160 Mr Chaytor: So the state has to intervene to rig
the market to enable long-term developments to
be—
Mr Cadoux Hudson: To—what—the market?

Q161 Mr Chaytor: To rig the market. Fix the
market.
Mr Cadoux Hudson: All markets are fixed by the
rules that define the market. There is no market in
the world which does not have rules that define it,
and those rules define the pricing and the liquidity of
the market. What we need are rules (there is a bit of
an issue with the word “rig”) that will create a
market in which we can participate in delivering
investment that will allow low-carbon electricity to
be produced.
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Q162 Mr Chaytor: You want a market that will
deliver a minimum price.
Mr Cadoux Hudson: Yes, a minimum result of low
carbon is probably a better way of putting it.

Q163 Mr Chaytor: Can I just come back to the
question of the gas. Is there not actually a logic to
encouraging the switch from coal to gas because, in
terms of the total volume of electricity produced in
the UK and, presumably, other EU countries, the
savings produced in the shorter term from switching
from coal to gas would actually be far greater than
the savings by building a small number of new
nuclear stations?
Ms Vaughan: Sorry?

Q164 Mr Chaytor: The total carbon emission
reductions achieved by a wholesale switch from coal
to gas would be far greater than the carbon savings
achieved by building a small number of nuclear
stations.
Mr Cadoux Hudson: The point I was making earlier
was only that, if you switch to gas, you do not
achieve your 80% reduction.
Ms Vaughan: No, you get locked in.
Mr Cadoux Hudson: You get locked in at a higher
level.

Q165 Mr Chaytor: By 2050?
Mr Cadoux Hudson: Yes.

Q166 Mr Chaytor: But, in the shorter term, you have
made greater savings, and the lesson of the Stern
Report is that the key to achieving the longer-term
reductions is to make stringent short-term
reductions by 2020, so is there not actually a logic in
having a rapid switch from coal to gas in the next
few years?
Mr Baga: There is a flaw in that. In the short term,
the amount of capacity you have to switch from coal
to gas is limited by your available gas capacity, so, if
you want to increase the amount you are going to
switch from coal to gas, you are going to have to
build new gas plant, so the choice you have is: do you
want to build new gas plant or do you want to build
new low-carbon plant? What we are saying is that we
really want to minimise the amount of fossil plant we
need to build and, ideally, as soon as possible, we
want to be moving to a situation where we are
building low-carbon plant. That achieves both
objectives, that you have optimised your short-term
switching opportunities from the available capacity
you have to switch and, rather than switch from coal
to gas, why do you not switch from coal to nuclear
and get an even bigger saving, or carbon capture?

Q167 Mr Chaytor: This is Sara’s point, I imagine,
but the gas plant also has the capacity for carbon
capture in years to come, does it not?
Ms Vaughan: In years to come, but the issue with it
is that it will be much later in the cycle.

Q168 Mr Chaytor: But the immediate savings will be
much sooner and on a bigger scale in the shorter
term, which is precisely what Stern asked for.

Ms Vaughan: The other point that you have to bear
in mind, when you are looking at gas, is of course the
security of supply point. Literally, can you get the
gas in there, and have we got suYcient storage if we
are looking at relying on a lot more gas generation
as a percentage of the total system? Obviously, gas
storage is something that has been discussed in a
number of committees around this building in the
past.

Q169 Mr Chaytor: In moving to this carbon price of
sort of ƒ40–60 then, what are the most eVective
signals or interventions that one could introduce?
We have talked about long-term carbon contracts
and maybe we have not mentioned the emission
performance standards on individual power
stations, but is it conceivable to have a trading
scheme side by side with a carbon tax? What are your
companies’ views of the relative merits of these
front-running interventions?
Mr Cadoux Hudson: I think the first bit is to say that
what you are looking for is a shortage of CO2 a long
time in the future because, all the time we are
running with systems that run just two or three years
ahead, what you are focusing on is short-term
switching or abatement behaviour and not on long-
term investment, so the first thing that we need is a
long-term vision of where the reduction in carbon is
going to be pitched and, if we run with the system,
where that is pitched will define the level of
investment that then will be made in order to deliver
it. We need it to be visible a long way out and not just
running next year, the year after and the year after
that because, in that time-frame, we cannot build
carbon capture and storage, we cannot build any
nuclear station, but what we can do is switch
between coal and gas or, and this is equally within
the EU ETS, eVectively move production out of
Europe into a country where there is no restriction,
so demand destruction is one of the ways of
achieving a very short-term goal. What, we believe,
is the right thing to do for the country, and for the
EU for that matter, is to focus on much longer-
term targets.

Q170 Mr Chaytor: Is your answer that it does not
really matter what the intervention is as long as it
delivers price stability over the longer term?
Mr Cadoux Hudson: I think there are a number, from
our point of view, which could possibly. We have
advocated a long-term contract, people have talked
about tax or looking at actual restrictions more in
line with the Large Combustion Plant Directive
restricting output from a chimney stack, so any one
of those three could be a candidate. I do not think
we are already seeing enough to plump for one or the
other and it needs more debate, but one of those is
needed.
Ms Vaughan: If we can start oV with the point I have
made previously that we do not think the time to
intervene is now and have that as read, if you like,
we would rather see something which went with the
grain of the ETS rather than went against it, so, let us
say that it was achievable to have a floor price across
Europe, which would obviously mean agreement by
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all Member State Governments, then that would
clearly be something which went with the grain of
the EU ETS and something which would be
preferable, if it is achievable. If you went with a
carbon tax, say, in the UK that was perhaps
dependent on the EU ETS, so it ebbed and flowed
depending on where the ETS price goes, then that
has a benefit in that it is not causing the Government
to pick winners or losers and it keeps open the choice
that Humphrey was referring to, but clearly that
may well raise questions around competitiveness of
the UK as against other Member States. You can
have something that is specific to a sector, and it may
be that that is where we end up on carbon capture
and storage, we will wait and see what the
consultation looks like, and that obviously does
mean that a government is picking winners in
particular areas. Coming round to the fourth one, an
emissions performance standard is not something
that we would favour. If you imagine an emissions
performance standard that is, say, put at the level of
a gas CCGT, then what that is going to mean is that
coal is not going to be built because gas can meet the
emissions performance standard without needing to
take any additional action and coal cannot without
having CCS fitted and, unless that CCS is going to
be funded, it is just not going to get built, so, if you
can fund the CCS that will take it to the standard,
then that might be a diVerent case, but, otherwise,
that is not something that we would support at all.
There are a number of options and certainly, apart
from the comments I have made, we have not said
that we would go particularly for one or the other.

Q171 Chairman: But E.ON are saying, “Let’s wait
and see what happens at Copenhagen”, which I
understand, but it means we are getting to 2010 and,
to be frank, we have lots more to do. EDS are saying
we need a debate about some of these alternatives.
Actually, you have just said about ten minutes ago
that the decisions which are taken now will have an
eVect right through until 2050 and, therefore, if we
have had the debate, what we are going to be doing
is making decisions before we have actually reached
the judgment. Now, on this last point about
emissions performance standards, they at least have
the merit of guaranteeing that a certain level of
performance is achieved. When we recognise that the
ETS is not yet producing a price which drives low-
carbon investment, and the carbon tax, well, no one
knows quite what level it can be set at to have any
diVerence, the emissions performance standard, if
introduced, would be a regulation which said that
you simply cannot build a power station which is
going to be too polluting, what is wrong with that?
Ms Vaughan: That would result in a situation where,
let us say, it was set at the gas CCGT level—

Q172 Chairman: Why not set it below the gas CCGT
level? Why not below that? If we are going to
decarbonise this sector with a 90% cut in the next 20
years, what on earth is the use of saying we are going
to go on as we are at the moment?

Ms Vaughan: If we start with putting it at the gas
level, then you reach the point where gas is all that is
built. I think we have talked quite a lot about what
the impact of that might be. If you put it at
something which is lower than the gas level, then it
depends whether those who are looking to build gas
can actually fund the equipment, and that must be
CCS because there is nothing else that is going to
reduce gas down to that level. Then you come into
the debate that we have been looking at in relation
to coal, but it is actually twice as acute because gas
emits half as much carbon, about paying for the CCS
to get it down to the emissions performance level, so,
if you set it at a level which is unrealistically low, you
actually end up with nothing being built, apart from
renewables and ultimately, we all hope, nuclear.

Q173 Chairman: Well, I would just ask you to reflect
on the implication of all of that because we agreed
at the start that a 90% decarbonisation of power is
achievable and necessary, and that was your word
“necessary”, so does that not imply some pretty
dramatic shifts in investment patterns?
Ms Vaughan: It does, yes.

Q174 Chairman: So what is the use of building plant
now which may be in use or making investment to
build a plant which may be used until 2050 which is
going to emit at the standard which is completely
irreconcilable with the objective which, we say, is
necessary and achievable? What is the point in doing
so? It will be scrapped.
Ms Vaughan: But what we are talking about is what
the Committee on Climate Change is talking about,
substantial decarbonisation—

Q175 Chairman: 90%.
Ms Vaughan:—by 2030 and almost total, which I
think is the 90% figure, by 2050.

Q176 Chairman: Okay, let us say 80% by 2030, and
I think he said 90% in his evidence, but we can check
that, so 80% by 2030 and 90% by 2050.
Ms Vaughan: So what you want to do is find yourself
in a situation where, through the carbon price or
otherwise, you are incentivising companies to get
down to that level.

Q177 Chairman: And the carbon price is not doing
that at the moment.
Ms Vaughan: The Committee on Climate Change
has said that the EU ETS is compatible with the
meeting of their carbon budget, so I do not see why
the additional intervention of putting in place an
EPS is necessary.

Q178 Chairman: So you think the carbon price is
going to do it?
Ms Vaughan: No, I have already said that, in
relation to emerging technologies, we think some
additional policy intervention is required and that,
in relation to the EU ETS, at the risk of boring you
all, we will wait and see what the outcome of
Copenhagen is.
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Q179 Chairman: So what is the additional policy?
You do not want the emissions performance
standard, so what is the additional policy which
delivers this?
Ms Vaughan: Sorry, the additional policy
interventions are in relation to renewables, and we
have it with the Renewables Obligation with, for
example, the increase in the Renewables Obligation
that was announced last week and in relation to coal
with CCS, and again we have the government policy
that has been foreshadowed and will be consulted on
when the consultation paper comes out.

Q180 Chairman: How many hundred million
pounds did E.ON make in windfall profits out of
Phase I?
Ms Vaughan: Well, we would not accept that we
have made a windfall profit.

Q181 Chairman: Well, you know the concept that we
are referring to. A lot of other people have given us
evidence, saying there were windfall profits made.
Ms Vaughan: Yes.

Q182 Chairman: Are you saying you did not make
any at all?
Ms Vaughan: I am not saying that we did not make
any profits, but what I am disputing is the use of the
word “windfall” around—

Q183 Chairman: What would you like to call them
instead?
Ms Vaughan: Well, I would like to call it profits that
we have made in our business that we are investing
back in the UK.

Q184 Chairman: And how much of that was
attributable to Phase I of the EU ETS?
Ms Vaughan: I cannot give you an answer to that.

Q185 Chairman: Would you like to write to us with
an answer to that?
Ms Vaughan: We can certainly go away and come
back to you on that.4

Q186 Chairman: What did you do with the money?
Ms Vaughan: I can absolutely tell you that.

Q187 Chairman: In that case, you must know how
much it was, must you not?
Ms Vaughan: Well, I can tell you what our EBIT
was. If we look at 2007, for example, our earnings
were £777 million and our investment was £933
million. If we look at last year, 2008, our EBIT was
£734 million and our investment was £925 million,
so, in each of the last two years, we have invested
considerably more than we have made in profit.

Q188 Chairman: How much of that went into
generating capacity?
Ms Vaughan: Again, I can come back to you with the
exact breakdown.5

4 Ev 97
5 Ev 97

Q189 Chairman: When you do that, could you also
say what the emissions performance of the new
generating capacity, which you have used that
money to spend on, is?
Ms Vaughan: Yes.6

Q190 Chairman: Good, that would be very helpful.
How do you think, in the long term, getting a low-
carbon grid rolled out across the UK is going to be
financed?
Ms Vaughan: Sorry?

Q191 Chairman: Well, if we are going to have all
these renewables and micro-generation, which you
have referred to and which we agree with, it implies
quite big investments in the grid as well, does it not?
Ms Vaughan: Yes, it does. Well, there are two grids,
the transmission grid, which is going to require
substantial reinforcement, and I am the wrong
person to ask on that and somebody from National
Grid should really be talking to you on that, and, in
relation to the distribution grid, that is something
that is being looked at as part of the DR5 discussions
that the companies are going through with Ofgem at
the moment as to what additional investments, or
otherwise, may be necessary as a result of that.

Q192 Chairman: Well, there will be some additional
investment necessary, will there not?
Ms Vaughan: It is likely that there will be, yes. Yes,
there will be.

Q193 Chairman: So, once again, it means higher
electricity prices?
Ms Vaughan: That would be a logical conclusion.

Q194 Dr Turner: Looking at the early stages of the
ETS, we were interested in windfall profits that the
power generators made, and there was an estimate
that UK electricity producers would make around
£700 million and £800 million was another estimate.
How much did you earn from Phase I? That is
directed at both companies.
Ms Vaughan: I think I have already answered that
one.

Q195 Dr Turner: Looking at Phase II, what are your
views on the success of the auctions and the
allocation of allowances? Do you think they have
been successful or is there more to learn?
Mr Baga: In Phase II, the volumes that are being
auctioned are relatively small. I think they provided
the UK with extremely useful experience in how to
handle the auctions and they have also
demonstrated that the systems to auction allowances
going forward will work. I think the real challenge
will come in Phase III where all of the allowances,
certainly for the power sector, will be auctioned, and
we need to ensure that the auction process is
managed in a way that maintains liquidity in the
market and allows the power markets to function
eVectively as well.

6 Ev 97
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Ms Vaughan: Certainly, looking forward to Phase
III, I think there is a very important question of
timing. Phase III starts in 2013 and we would
certainly like to see auctions for Phase III available
and up and running in 2011 so that we do not get any
delays in terms of what the Phase III price may
look like.

Q196 Dr Turner: How much work, do you think,
needs to be done to ensure that the auction process
goes well and what percentage of allowances would
you like to see auctioned? Would you like to see total
auctioning?
Mr Baga: In the power sector, if we assume that
roughly half of the power is sold forward or
companies like ourselves want to hedge the power at
least two or three years forward, then roughly the
equivalent of one year’s worth of allowances will
need to come to the market before 2013, and that will
enable the power markets to function eVectively as
well. The European Commission recognise that this
is an important issue and we are expecting a
consultation with the European Commission this
month, and that was due last month, but it has been
delayed until May. They are committed to delivering
the regulations by 2010 and that would then allow
the auctions to take place in 2011. I think the key risk
is that, unlike the UK, there are many other Member
States who have not had any experience in
auctioning allowances and do not necessarily have
the end-of-line systems in place to facilitate those
auctions in 2011, so that will present the
Commission with some challenges. That is
something which we will hopefully bring out in our
responses to the consultation from the European
Commission to try and get a uniform platform
which allows the carbon market to continue to
function eVectively in the short term as well as
avoiding any knock-on impacts on liquidity in the
power markets.

Q197 Dr Turner: Given that the market value of
allowances has already been reflected in your prices,
how much diVerence, do you think, will auctioning
make to the prices that you charge?
Mr Cadoux Hudson: We operate in a very
competitive business and there are huge churn rates
between the diVerent suppliers; it is a unique market
in the world really in terms of the level of
competition. As you would expect in a competitive
market, the prices are a function, largely, of the costs
you incur, not the costs you do not incur which is a
comment on the free allowance, but the costs that
you do incur, and we should expect that the real costs
incurred by the businesses end up being reflected in
prices.

Q198 Joan Walley: So can people expect an increase
or not an increase in terms of the prices that you will
be charging?
Mr Cadoux Hudson: There are so many things that
go into a price, the market price for the energy we
buy, the Renewables Obligation, energy eYciency,
the costs of our operations. I am just saying that,
whatever those costs are, at a point in the future

people should assume that the costs faced by the
businesses are reflected in the end price to
consumers.

Q199 Dr Turner: What would you like to see the
Government do with the revenues it earns from
auctioning? Would you like to see it hypothecated
and invested in low-carbon energy projects?
Mr Cadoux Hudson: I think hypothecation is a
political issue, not a businessperson’s issue. What we
need to see is that there is a consistent framework for
policy that has got a very clear focus on what it is
trying to achieve, and I am sure that the money
needed to achieve policy targets will be available.

Q200 Dr Turner: But do you think, for instance, that
it could make a significant diVerence in the costs of
producing the changes in the grid infrastructure that
are going to be needed in the future?
Mr Cadoux Hudson: Well, we have got mechanisms
for ensuring that the cost of the grid is reflected in the
costs of the companies supplying electricity through
grid connection charges. We have the same for the
costs of modifying the distribution network through
distribution use of system charges. We have the
Renewables Obligation and we have CERTS. We
have mechanisms that ensure that we, as companies,
suVer the costs of policy and, as I said, in a
competitive market, you should expect the costs
incurred by companies to be reflected in consumer
prices.

Q201 Dr Turner: But those costs could be
ameliorated by the use of the auction process, yes?
Mr Baga: I think the key point is that, however that
money is used, it should not distort markets. The
risk of hypothecation is that, if you are forced to
spend the money in a particular way, then there is a
risk that that introduces a distortion into markets.
You are right, that the costs could be ameliorated,
but whether you want to ameliorate them to a lower
fuel bill or general taxation, should be a decision for
the Government to make.
Mr Cadoux Hudson: It is a hypothetical discussion,
in the context of that!

Q202 Dr Turner: But where do you place the greatest
priority, carbon reduction or the sanctity of the
market?
Mr Cadoux Hudson: It is a question of policy. Where
money is spent is a question of policy and policy is
what we are interested in. We want to see policy that
is clear, consistent and delivering a target that we can
help deliver. That is our job. Where money gets
taken from one part of government to another is not
our job.

Q203 Mr Chaytor: What are the most important
things that need to come out of Copenhagen to make
your job easier? That is a question to both
companies.
Ms Vaughan: I think a road map. We need to see an
international agreement with a clear road map
towards 2050, we need to see support and then we
need the Commission, as it has indicated that it will
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do once an agreement has been made, not to wait for
everybody else to ratify, but to move ahead and to
put in place a 30% reduction and act accordingly.

Q204 Mr Chaytor: Surely, it is the nature of the road
map, not the existence of a road map, is it not, so
what should be the key features of the road map?
Mr Baga: Looking out to 2050, I think the way the
Committee on Climate Change summed it up is that,
if you take an estimate of the world population, you
come to a view of your per capita emissions of CO2

that are feasible and sustainable. I think the road
map to Copenhagen should establish the key
milestones that are going to be put in place to deliver
that long-term objective, and I think it is unrealistic
to assume it is going to happen in one step. Clearly,
developing countries, without commenting on the
justification that they have behind their case, have a
case to say that they need to be able to grow, they
need to achieve some sort of parity in aZuence
before they are faced with the same costs, and I am
sure all of those countries will be putting forward the
relative merits of their case to try and come up with
some sort of international agreement. Getting from
where we are today to the end objective where we see
parity across the globe, I think that will take a
number of steps, and again it sort of comes back to
why we do not see Copenhagen actually providing
the final solution in providing an international
carbon market in the near future. The key thing that
Stern outlined is that there is a need for capital
transfer, so there will be some evidence of
international trading which is another reason why
there is a potential for the ETS to be undermined
because, if they see trading as a mechanism that is
going to deliver the capital transfer, it means that
you are not going to be able to set your own targets
robustly enough to provide the certainty you need
within your domestic boundaries. There are a
number of features in Copenhagen that will be
extremely interesting and, hopefully, the right
compromises will be achieved so that a consensus is
maintained to deliver an eventual package that will
mitigate climate change.
Mr Cadoux Hudson: In the meantime and in the
short term, we need to see certainty about the policy
framework for the UK.

Q205 Mr Chaytor: You have referred to the
international markets. Do you think it is realistic
that we are going to see the development of a trading
system in the United States?
Mr Cadoux Hudson: That is not for us to comment
on. Who knows?

Q206 Mr Chaytor: If a genuinely international
trading market were not to emerge, what about the
concept of emissions caps on particular sectors? Is
that another way to globalise the issue?
Mr Cadoux Hudson: We need to focus on making
sure that the UK has a policy framework. We have
had the discussion, made the target of 2050, which is
a huge reduction in CO2 output, and, if the UK is
serious about the target it is set, it needs to have a

policy framework which, irrespective of what
happens outside our borders, delivers that
framework.

Q207 Mr Chaytor: But the UK is not the only
country in which you have an interest, or France and
the UK are not the only countries in which you have
an interest, so you must have a view on how best the
low-carbon generating capacity could develop
across the world, do you not?
Mr Baga: There are too many unknowns. Certainly,
it is a possibility and it is certainly one of the options
that is talked about amongst the community of
people involved in those negotiations and, yes, you
could see it working, but again the devil will be in the
detail, and there is a lot that needs to happen in terms
of a much broader agreement on how we are going
to tackle climate change before those solutions will
materialise. That will take time, so we cannot rule it
out, and it comes back to the point that Humphrey
has made and the point we have made throughout
our submission, that we have got a very short time in
which to make some very important decisions and
our immediate focus is on trying to make the best
decisions we can.

Q208 Mr Chaytor: Is there any mileage in looking at
the way Finland has financed its big new nuclear
infrastructure? Does that provide a model that could
easily be transferred to other countries because, if
your argument is that the Copenhagen process is
going to be too slow and the Government is too slow
to give us the signals, can you not just follow the
Finnish model and get on with it outside of the ETS
and without waiting for specific government signals
over carbon taxes or emission performance
standards?
Ms Vaughan: I do not know personally the detail of
how the Finns have done it.

Q209 Mr Chaytor: Have the Finns got a solution to
this or not?
Mr Cadoux Hudson: Our preference is that policy is
set and we invest inside the policy framework. That
is the right way forward for this country. We have got
a good record of successfully delivering investments
and, particularly, investments that help with the
environment, as we discussed before, and the Large
Combustion Plant Directive, I think, has to be seen
as a successful and clear policy that has delivered a
clear result, as an example, but we have got a long
history of us and the rest of the world tackling ozone,
tackling smog in London, lead in petrol; there is a
history of successful delivery. I think we should work
on that and leave industry as inside the policy
framework and there to go and deliver investment
and, hopefully through that, aVordable, low-carbon,
secure energy.

Q210 Mr Chaytor: You are averse to the concept of
the Government picking winners and you want the
framework in which you can judge for yourself as to
the best technology, but surely EDF, of all
companies, is the result of a government picking a
winner. Had the French State not decided to go the
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nuclear route 30 or more years ago in exactly the
same way the French State decided to build a high-
speed train network, there would be no EDF. Is there
not a contradiction here?
Mr Cadoux Hudson: We are looking to build nuclear
stations in the UK and we need to work within the
UK framework. What is good for one country is not
necessarily right, and I am not sure at the moment
that it is appropriate for the Government to
renationalise the electricity industry and pick a
winner.

Q211 Chairman: So it is okay for France to pick one,
but not for Britain, is what you are saying?
Mr Cadoux Hudson: Well, it was right for France at
the time.

Q212 Chairman: What is the philosophical
diVerence, in that case, which means it is wrong for
Britain?
Mr Cadoux Hudson: Well, I do not think the UK is
ready to renationalise the electricity industry.

Q213 Chairman: It is not about renationalisation,
but why should the British Government not say,
“We’re going to go for oVshore wind” just like the
French Government went for a high-speed train and
more nuclear? Given the natural advantages that we
have in this country for oVshore wind, spectacularly
the most obvious country in Europe to do it, why
was it right for France to say, “We’re going to have
nuclear electricity” and why is it wrong then for
Britain to say, “We’ll have an oVshore wind-driven
one”? Why?
Mr Cadoux Hudson: You need a long-term plan and
there is a really subtle diVerence between those two
pieces. If, as a country, we say that we are going to
deliver low-carbon electricity aVordably in the long
term, then nuclear is going to be part of the
investment that delivers that naturally, and that is
what we are asking for.

Q214 Chairman: So you do want us to pick winners
and you want nuclear to be one of the winners?
Mr Cadoux Hudson: No. Really specifically, the
point is that we are trying to reduce the carbon in
electricity, so what we need is a policy framework
that requires that.

Q215 Chairman: But not one that includes an
emissions performance standard? Yes or no to that.
Mr Cadoux Hudson: Well, I think all roads lead to
Rome in this, that, if you have an EU ETS that
erodes the carbon over a long period of time, you
end up eventually at nil or a very low number and, if
you say now, “That’s the year in which that low
number will be delivered”, the two things are not
actually incompatible statements.

Q216 Chairman: So is the answer yes or no to this
question: if you have an emissions performance
standard, which takes us to zero in 2050, by decades,
and it might suit your investment decisions over
diVerent cycles, is that a right or wrong policy?
Mr Cadoux Hudson: I think it could be a right policy.
It could also be consistent with an EU ETS scheme.

Q217 Joan Walley: Can I just ask how that would be
consistent in terms of having a level playing field in
terms of giving the slant towards the formula that
you are looking for because at the moment it is not
a level playing field, is it, because of the amount of
money that the UK Government spends out of its
debt budget to do the legacy clean-up costs of the
legacy of nuclear? How do you get that level playing
field so that you can get the right policy?
Mr Cadoux Hudson: Sorry, for nuclear specifically?

Q218 Joan Walley: Yes.
Mr Cadoux Hudson: When you talk about legacy
nuclear costs—

Q219 Joan Walley: The decommissioning, the clean-
up costs, which have been taken away from those
who were responsible for them in the first place.
Mr Cadoux Hudson: You are looking at a very long
legacy that is partly military and partly civil. If we
are to build new nuclear stations in the UK, we will
be responsible for the costs of decommissioning and
waste. That is clearly part of the framework that we
are entering into and it is something that we will take
into account in the investment decisions of making
new nuclear stations. The fact is that the new
stations that we build will be designed to be
decommissioned, they will produce much less high-
grade waste than, for instance, the old Magnox and
early stations in the UK and they will produce less
nuclear waste in terms of spent fuel than the historic
designs in the UK, so it is an issue that we are
comfortable with. We have a lot of experience of the
costs of decommissioning and the costs of waste
through the French fleet and indeed through the
costs that are being seen in the UK, but the answer
is that we will be required to fund decommissioning
and waste, and that will be factored into the total
costs and our decisions as to whether to proceed. We
believe that nuclear is the lowest-cost low-carbon
source of energy and, if we are prepared to put our
money behind that, clearly we will be building, but
it is in an environment where the policy in the UK
says that what we are heading towards is low-carbon
electricity.
Chairman: I think that, before we get too far down
this route, we might call the proceedings to a halt.
Thank you very much indeed for coming in, it is
much appreciated, and obviously your evidence will
be reflected in what we publish. Thank you.
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Supplementary memorandum submitted by E.ON UK

(i) To what extent did E.ON profit from the free allocation in Phase I and II of the EU ETS?

Whilst it is notionally possible to multiply the number of allowances allocated for free by the (varying)
price of allowances over the period and then subtract the cost of allowances purchased by generators
through auctions or in the secondary market, it cannot be assumed that this cost was fully passed through
either in the wholesale market from generators to retailers, or from retailers to the end customer. As such,
it is not possible to determine such a figure.

First, it cannot be known what a participant would have paid for the allowances necessary to secure
compliance, had they all been sold through auction. It is not possible retrospectively to isolate a single cost
variable such as that associated with the free allocation of carbon when you cannot know what would have
happened in the absence of that variable—running patterns, maintenance plans and closure decisions would
all have been aVected by a requirement to purchase carbon allowances.

Secondly, as the UK’s electricity retail market is highly competitive, this imposes constraints on
companies’ ability to pass through costs to consumers.

At the same time, this carbon cost burden combined with the clear indication that carbon compliance will
become ever more costly moving forward, requires companies to act to invest in high-eYciency and low-
carbon sources of energy to maintain secure, aVordable and clean energy supplies for our customers. The
allocation received in Phases I and II of the EU ETS has contributed to this investment.

(ii) How much of our investment figure in 2007 and 2008 went on generation?

In 2007, as previously indicated, E.ON UK’s earnings before interest and taxes (EBIT) were £777m, with
investment of £933 million. Within this EBIT figure, our distribution business Central Networks, which is
a regulated business with a rate of return allowed by Ofgem, accounted for £349 million of the EBIT, leaving
£428 million from the non-regulated business. Of the £933 million investment figure, £539 million—some
58%—was for generation investments. That generation investment figure was therefore significantly more
than the £428 million EBIT generated from the non-regulated part of the business (126%).

In 2008, the total EBIT of E.ON in the UK was £1,085 million, with investment of £1,126 million.1

Within this EBIT figure, our regulated distribution business Central Networks accounted for £360 million,
leaving £725 million from the non-regulated business. Of the £1,126 million investment figure, £671
million—some 60%—was for generation investments. Our generation investment therefore accounted for a
substantial proportion of the total EBIT for the non-regulated part of the business (93%).

(iii) How was this generation investment broken down by installation type?

In 2007, the investment broke down as follows (figures are rounded):

Type E.ON UK generation investment %

Gas CCGT (vast majority combined heat and power (CHP)) 35%
Gas/coal overhauls and improvements 30%
Renewables (wind and biomass) 24%
Gas storage 7%
Capitalised interest 3%
New coal 1%
Total 100%

In 2008, the investment for E.ON in the UK (including EC&R) broke down as follows:

Type E.ON generation investment in the UK %

Gas/coal overhauls and improvements 34%
Renewables 28%
Gas CCGT (vast majority CHP) 24%
Gas storage 4%
New coal 3%
Nuclear 2%

1 In 2008, E.ON created E.ON Climate & Renewables (EC&R), responsible for managing the operation and future
development of renewable energy technologies within the E.ON Group, as well as carbon sourcing and international climate
protection projects, and a pan European trading function, E.ON Energy Trading (EET). These internal re-organisations
meant that investment in renewables in the UK in 2008 was attributed within the group to EC&R rather than E.ON UK. As
mentioned in the session on 28 April, the 2008 E.ON UK EBIT was £734 million, with investment of £925 million. The
inclusion of the UK elements of EET and EC&R bring total EBIT in 2008 to £1,085 million and investment to £1,126 million,
with £671 million utilised for generation investments.
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Type E.ON generation investment in the UK

%

Capitalised interest 4%
Development option 1%
Total 100%

(iv) What is E.ON doing in terms of energy eYciency?

E.ON is working with a number of Local Authorities (LAs) and Registered Social Landlords (RSLs)
across the country supporting them with their carbon reduction activity in both social and private homes.
E.ON runs an Energy EYciency National Key Account Management team who work with LAs and RSLs
to maximise E.ON’s CERT activity with these organisations.

CERT

Under the Carbon Emission Reduction Target (CERT), within the first year E.ON has delivered a near
doubling of insulation activity compared to our original plans, supporting the Government’s drive to
insulate six million homes by 2011. E.ON has been at the forefront of introducing new technologies into
CERT and its predecessors, including PAL (draught excluders), computer and TV power-down devices
eliminating standby energy wastage and real time devices educating householders on how they use energy.

CERT and its predecessors have been eVective at supporting cavity and loft insulation and the market
now needs to evolve to address the harder to treat homes. To support this transition, E.ON has been
developing solid wall insulation solutions under CERT and will roll these forward into Community Energy
Savings Programme (CESP) delivery.

In the second half of 2008, we ran a pilot to oVer E.ON Heat Plant, a ground source heat pump, free of
charge to low income households currently heating their homes with coal. To achieve this, it was necessary
to get a minimum of six householders to agree to change their heating system to this renewable form of
heating which operates at lower temperatures through a radiator system. The result was very positive and
we have decided to oVer this to groups of customers that fit the criteria and are working with a number of
LAs and/or community groups across the country to achieve this.

Other E.ON Activities

E.ON is currently undertaking a trial with Kettering Borough Council whereby up to 500 householders
received free dual fuel smart meters and smart energy monitors and, if they reduce their consumption, they
will receive a cash bonus.

E.ON is also working with Nottingham University’s School of the Built Environment on a research
project designed to achieve the goal of 80% carbon reduction in a 1930s three bed semi-detached house. The
collaboration aims to take the house and its occupants on an accelerated upgrade programme from 1930 to
2050 over three years. All aspects of energy use, including behavioural aspects, are being monitored to help
us develop customer centric solutions to tackle carbon reduction in the home.

In relation specifically to Stoke on Trent, E.ON has insulated over 3,000 homes in the Stoke on Trent
North constituency since 2005. A Warm Zone is run in this area which is supported by Scottish Power/
National Grid, resulting in the majority of insulation activity being funded through this route.

2 June 2009

Supplementary memorandum submitted by EDF Energy

This note provides the additional information requested by the Committee on the price formation process
within the ETS referred to in our original submission dated 3 May. And how this is a significant potential
risk for investors in low-carbon technologies such as nuclear and renewables.

Price Formation in the EUETS

If we examine the history of the ETS over the last 18 months, then the action taken to comply with the
emission caps has largely been limited to either switching electricity generation from conventional coal plant
to less carbon intensive gas fired CCGT or by buying international credits in the form of Certified Emission
Reductions (CER) from projects participating in the Clean Development Mechanism (CDM). In both cases
there is a direct tangible cash cost associated with taking action. For fuel switching the cost is the diVerence
between the cost of producing electricity using conventional coal and the cost of generation in gas fired
CCGT, and there is the cash purchase cost of buying CERs. It is this tangible cost that reveals or sets the
price of CO2 allowances in the ETS.
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As seen from the examples above, the price emerging from EU ETS is essentially a spot price based on
the short run marginal or avoidable costs of the abatement options available and not the average or long
run costs. This price response behaviour is consistent with what we expect to happen in competitive
wholesale markets.

Current conventional wisdom assumes that, as the carbon constraint gets tighter, more expensive
abatement options will be required, and the cost of these more expensive abatement options will be reflected
in the EU ETS price. The implicit assumption in this thinking is that cost of abatement will automatically
be reflected in the price. In our view this assumption is too simplistic and ignores the market dynamics of the
ETS. In particular it makes no distinction between the fixed and variable cost components of the available
abatement options. This distinction is relevant as the dynamics of the ETS rely on short-term variable costs
to form a market price.

This point is most clearly demonstrated by taking the example of the low-carbon technologies such as
nuclear generation or renewables from wind that will be required to deliver the deep cuts in CO2 emissions
that are required to decarbonise the electricity sector. Once the initial capital is spent and the plant is
constructed, the marginal abatement cost of reducing CO2 emissions is zero because the operator no longer
has the ability to choose whether or not to incur additional costs to abate CO2 in day to day operational
decisions or run the plant in a more carbon intensive mode. Put another way, there is no short-term
additional cash cost incurred by this plant to produce electricity in a low-carbon mode. The lack of any
tangible short-term or marginal cost of abating CO2 emissions means that capital intensive low-carbon
technologies, such as nuclear and many renewable technologies will never set the marginal CO2 abatement
price in the EUETS despite the fact that the average costs of electricity production from these technologies
may be more expensive than conventional carbon intensive generating technologies.

The corollary of this is that the ETS will never recognise the value of CO2 reductions delivered by capital
intensive low-carbon technologies as the marginal price of CO2 abatement will fall to the next cheapest
option despite the emissions cap requiring the use of more expensive abatement options. This increases the
nervousness of investors in low-carbon technologies as they find themselves in an uncomfortable position
of being price takers.

In the absence of low-carbon technologies with a high variable cost component to set a relevant marginal
price, it is likely that the carbon price in the EU ETS will be set by the cost of switching generation form
coal to gas for at least the next two decades. While this price will continue to reflect the value of carbon
required to achieve marginal CO2 reductions, it will be unrelated to the additional cost of new low-carbon
technologies required to deliver the deep cuts in CO2 emissions required.

The price that emerges from the fuel switching arbitrage process has been volatile and this volatility is
driven by two factors. The first is that the price of CO2 allowances changes in response to changes in the
underlying cost of gas or coal. CO2 allowance prices also change in response to the level of abatement that
the market perceives is required. This volatility in the immediate future is a further reason for a transitional
measure to support the carbon price.

15 June 2009

Second supplementary memorandum submitted by EDF Energy

I am writing to you following the EAC’s recent evidence session on Tuesday 2 June.2 I understand that
EDF Energy’s views on carbon pricing and investment decisions were raised during the session and I thought
it would be helpful to clarify our position on these matters.

EDF Energy is strongly supportive of Government providing clear sighted leadership to the energy sector
as we construct a secure, aVordable and low-carbon energy future in the UK. We need a “pathway” that
everybody can refer to but not with too many potentially conflicting targets and distorting subsidies. I
believe this is the single biggest priority for the development of policy.

We believe that there is a need for a robust carbon price with a realistic floor which would be paid for by
fossil fuel generators who choose to continue to emit carbon dioxide. This is categorically not a subsidy for
nuclear or any other technology, but a cost payable by carbon emitters. EDF Energy has always said that
it is not looking for Government subsidies for new nuclear build in the UK. This remains the case. A robust
carbon price and a floor mechanism would help create a level playing field for all low-carbon technologies
in the UK, and give investors confidence that the value of CO2 reductions delivered through low-carbon
generation would be recognised in the long-term.

As I am sure you will appreciate, this is consistent with the evidence our Managing Director of Nuclear
new Build, Humphrey Cadoux Hudson, presented to the Committee on 28 April 2009.3 He said that “we
are not asking for help for new nuclear” but “a mechanism that gives some certainty for support for the
carbon price over a long period of time”.

2 Ev 83
3 Ev 83
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Clearly, there is a need to develop these proposals further, but, in our view, they represent ways to deliver
a market mechanism that will provide a minimum cost for carbon pollution and much-needed clarity to
potential investors in new generating capacity.

The UK will not achieve its target to cut carbon emissions by 80% by 2050 unless we decarbonise
electricity generation. The process to deliver on that vision for 2050 must start now ahead of the Copenhagen
Summit on climate change in December. EDF Energy believes that a long-term carbon price can contribute
to that goal.

I do hope that this clarifies our position.

12 June 2009
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Tuesday 12 May 2009

Members present

Mr Tim Yeo, in the Chair

Mr Martin Caton Mr Nick Hurd
Colin Challen Dr Desmond Turner
Martin Horwood Joan Walley

Memorandum submitted by the Carbon Markets & Investors Association (CMIA)

1. Introduction

1.1 The Carbon Markets Investors’ Association (CMIA) welcomes the opportunity to respond to the
EAC Emissions Trading inquiry issues paper (the “Issues Paper”). We would welcome further engagement
in the consultation on the wider issues raised by the Issues Paper

1.2 The EU ETS plays a dominant role in the achievement of the internationally agreed targets for the
abatement of carbon emissions to the atmosphere. It also plays a central role in the future evolution of a
number of key industrial sectors within the EU and will direct the extent to which those sectors make
investments designed to reduce their net carbon outputs.

1.3 Price stability within the EU ETS over the longer term provides accurate investment signals. This
enables investors to make the targeted investment decisions which will, ultimately, deliver the CO2 emissions
reductions demanded by Government (and which Government is committed to delivering as a result of
ratification of the Kyoto Protocol to the UNFCCC). Enabling investors to make those decisions against
a backdrop of appropriate levels of political certainty and transparency, along with suYciently predictable
commercial risks, will result in those CO2 abatements being delivered at the lowest possible cost to industrial
and domestic end consumers.

2. Existing Regulatory Measures

2.1 CMIA would like to stress that a considerable set of tested existing regulatory measures eVectively
smooth price fluctuation and achieve cost containment with predictability for investors and households.The
are recalled here in the following.

2.2 Banking and Borrowing: Banking of EUAs and the facility for entities to purchase those EUAs
between the 2nd and 3rd phase will significantly lessen price fluctuations which might otherwise arise due
to the closure of one accounting period and the opening of another.

2.3 Robust Emissions Data: Emissions data for the last three years is available. This will mean greater
transparency, enabling allocation setting to be more accurate and for the market to operate within more
certain parameters. As such, the surprise eVect of April 2006 have very little chance to happen again since
only the year on year relative changes, and not the absolute level, are now looked at by market operators.

2.4 Greater Market Experience: With the passage of time market participants have developed a thorough
understanding of the drivers underpinning the market. Their strategies are far more refined now as compared
to previous years and this can be expected to result in a more stable trading environment. Moreover, the
much larger number of participants, the higher volumes and liquidity are a strong factor in favour of intra-
day price stability.

2.5 Well Designed Frequent Auctions: Well designed auctions of EUAs undertaken at appropriate
intervals incentivise the eYcient functioning of both the primary and secondary market. This, in turn,
reduces EUA price fluctuations and promotes stability.

2.6 Furthermore, the cap will be set well in advance of the trading period. This will provide suYcient
market certainty to ensure that uncertainties over the cap and the price impact this produced will not occur
in phase 3.

2.7 Longer Trading Period: The eight year trading period as opposed to the platform used previously will
also promote long-term stability.

2.8 Linking to Cap and Trade Schemes: Linking of the EU ETS to other cap and trade schemes emerging
in the world, in particular in North America as directed by President Obama and currently being considered
by Congress, enable price fluctuations to be smoothed through the ameliorating eVects of a wider buyer base
and a greater range of interests and drivers in the linked markets. Nascent schemes should be encouraged
and integrated over time so that the expansion of a global carbon market, which is consistently supported
by a wide spectrum of EU policy-makers, will in itself be a substantive bulwark against escalating costs.

2.9 Imports of CDM/JI: CERs and post-2012 carbon credits will act as a market-based dampener on
prices by providing an anchor price within the wider world markets for emission credits. CDM has an
important dual role of incentivising low-carbon investment in the developing world and of containing costs
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for those subject to regulation under the EU ETS. This is important to consider as some analysts have put
the price of carbon as potentially high as ƒ100 at the tail end of 2012. CMIA has designed a set of principles
around which the EU Comitology procedures for CDM quality post-2012 should be run to allow for
transparency of decision-making and market certainties.

2.10 Force majeure: Force majeure is a concept readily applicable and definable across jurisdictions and
exists under the ETS Directive enabling entities to claim in relation to key market events will help avoid the
occurrence of significant and damaging price movements due to unforeseen events

2.11 Regulation under MIFID: Many aspects of the carbon market are regulated by MIFID. This
regulation introduces safeguards, transparency and certainty which promote a stable trading environment
without major price volatility.

3. The Role of Public Authorities in the Carbon Market

3.1 A well-functioning carbon market is needed for decades, not months or years. Whether economies
grow or contract, public authorities have to maintain regulatory stability. If the carbon price is lower than
analysts forecast once our economies recover, abatement may be cheaper than we thought.

3.2 CMIA agrees with the European Commission that pushing forward ad-hoc measures now around
concerns about what are likely to be short-term low prices, would likely end up triggering a chain of more
ad hoc measures and turn the market into a betting game on the next intervention by public authorities.

3.3 In any event, when considering intervention in a market it is essential to have a clear understanding
of what the aim of any intervention should be. Failing to develop a clear reference point will lead to the
implementation of insuYciently well defined economic policies which fudge the issues and fail to deliver the
appropriate safeguards. Accordingly, it is appropriate to initiate any dialogue on this subject with a
statement of the desired aims.

3.4 The current debate as to whether or not a price floor should be introduced has arisen due to the recent
fall in the market price for European Union Allowances (EUAs) traded under the EU ETS and associated
emission credits eligible within the scheme. This has raised concerns over whether the EU ETS is capable of
delivering investment signals capable of incentivising the necessary investments in (i) the clean development
mechanism and/or joint implementation activities, and/or (ii) activities which contribute to lowering
emission reductions on a domestic or regional level. However it should be noted that the main goal of
emissions trading is to reduce a fixed amount of CO2 over a period at least cost to the economy, and that
the incentivisation of investment in specific technologies or sectors is by contrast a secondary consideration..

3.5 Our view is that there are three basic categories of price movement which should be considered. These
are (i) short-term movements (lasting for less than a day to a couple of months), (ii) medium-term
movements (lasting between a couple of months and two years) and (iii) long-term movements (over two
years).

3.6 Accordingly, if artificial price constraints have to be applied within the market as a last resort they
must be designed so as to:

3.6.1 address the specific market failure (in this case a fall in prices, if that is considered to be a
market failure) without causing unintended eVects; and

3.6.2 be targeted so as to address that failure within the class of price movement(s) within which it
occurs in order to reduce distributional eVects elsewhere.

4. Short-Term Movements

4.1 Extreme short-term price volatility occurs infrequently but grabs headlines. Most of the short-term
movements experienced to date have been upward spikes. Despite their apparently newsworthy status (or
at least their ability to create turnover for the media industry) they hardly ever have a material adverse eVect
on households. They are usually not representative of overall market demand. Like extreme price
movements in stocks or other commodities they often reflect the urgent need of a few market participants
to shorten or close their positions. However, even short-term volatility can exemplify EU ETS price risks
without sustained investments and can thus serve as useful investment signals. It is worth noting that the
abilitiy to borrow allowances from one Compliance year to the next, within a phase, reduces price volatility
as compliance buyer are not forced into the market to find a seller of last resort.

4.2 The current drop in price, if relatively short term (most analysts are predicting a depressed price into
2012 in line with general predictions of economic downturn and depressed commodities prices across the
board), will not impact consumers in terms of the whether or not low-carbon products are available to them.
Similarly, the cost pass through of these changes is likely to be minimal. The decisions of companies subject
to the scheme to invest in emission reducing activities represent sunk costs in the short term; the impact on
their delivery of the outputs from those decisions will be marginal at most.
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5. Medium-Term Movements

5.1 Medium-term movements are important as they provide a mechanism through which the market can
continually refine its price and encourage consistent reductions in emissions without step changes in the
market. Without medium-term movements the market could stagnate, fail to develop the long-term signals
and potentially lead to a loss of liquidity.

5.2 A medium-term drop in the EUA price could lead to a reduction in the amount of money invested
with a view to reducing emissions on either the domestic or international level. Although this is the case, if
the reduction in demand is a function of falling industrial output at time when economic growth slows or
reverses, this would not necessarily mean an increase in emissions. Activity to reduce emissions may fall, but
this should not equate to a rise in emissions. In fact, the price will reflect an relative abundance of allowances
which would indicate that emissions are falling.

5.3 We understand that this situation appears to raise two main concerns for market regulators. Both are
concerned with the fact that EUAs are long-term products capable of being traded on a short-term basis.

5.4 The first is that EUAs currently held by companies today are not an asset with an immediate use and,
until the end of phase reconciliation process they are eVectively creatures of a balance sheet, given the ability
for companies to bank and borrow. This could mean in theory that, in diYcult economic times (especially
where output is declining) there may be an incentive on companies to realise the value tied up in this type
of asset. This, some might argue, could lead to a glut of supply within the market which may drive the price
of allowances lower.

5.5 A second concern may be that, unlike many other products, EUAs cannot be created in the short term
to meet a sudden upswing in demand. Therefore, if market participants are currently selling their EUAs in
order to access capital to see them through diYcult times they may find themselves in a position where it is
extremely costly to buy back the necessary EUAs at the end of the Phase. Conversely it is possible that, if
the downturn is particularly severe, companies will take the view that the allocated EUAs plus available
CERs/ERUs will be suYcient to enable them to meet their target cap. This would also lead to an incentive
to sell in the short term, but over the long run of Phase 2’s operation, could lead to a costly final period if
assumptions that industrial output will not recover significantly prior to the end of the Phase prove incorrect.

5.6 However, we believe that these concerns are unjustified as regards practical occurrence and
significance of a scale that would warrant market intervention. Rather than glut of allowances pushing
prices lower,it has been our experience that the low allowance price has deterred installations from selling
allowances. In addition, in current market conditions, the narrow spread between primary and secondary
CERs (and then EUAs) would also appear to have disincentivised companies to swap primary CERs in and
sell EUAs, reducing supply further.

5.7 Moreover, whilst there may have been temporary net eVect of companies liquidating EUAs, driving
supply up and putting a downward pressure on allowance prices we have not on a large scale experienced
companies selling more allowances than they expect to use on an annual basis, eVectively speculating on
their output and future market prices. Rather, companies are still predominantly selling allowances they no
longer need from the previous year. This is because installations will, on average, behave rationally within
the design parameters of the scheme. They know their allocation as well as that the total supplied by
governments is price inelastic at least within the Phase. These are key determinants for their investment and
trading decisions. Having taken this in account their decision to sell now as opposed to later can not
subsumed under market failure.

5.8 Consequently, we do not currently see a requirement for market intervention to correct this normal
and expected market behaviour. In the cases of the distressed sales having a sustained impact on price, which
is rather unlikely, it would be detrimental however for such industries in distress to introduce price
regulation, because this would reduce their ability to incentivise sales through pricing.

5.9 Section 7 below provides our observations on inappropriate and appropriate regulatory responses
should the concerns described in this section become of an actual occurrence of a magnitude that threatens
the integrity of the market design. It should be clear however from the aforesaid that we do not believe the
market has experienced these concerns on a scale or in a form that would be symptomatic not of the wider
economic downturn but of systemic market failure providing perverse incentives within the regulated market
for allowances, exacerbate negative price trends (however this negativity may be established) and thus
calling for regulatory intervention.

6. Long-Term Movements

6.1 EU ETS investors and covered entities desire stable and transparent long-term EUA price trends.
These features lead to predictable and cost-eVective investments to reduce CO2 emissions by investors and
eYciency measures by households. A price trend and thus movement is necessary to attract investments and
eYcient behaviour. The EU renewable energy market greatly benefitted from such long-term price signals.

6.2 We consider it likely that, in the long term, the carbon price will continue to move to a position that
gives clear signals and incentives for investment , although the nature of the market means that short and
medium-term variations will continue to be seen. In the event that the current economic slowdown were to
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persist into a much more long-term depression spanning the majority of compliance periods until
2020 (something we strongly doubt), and only then, it is appropriate to reconsider the core elements of the
market design.

7. An Appropriate Response

7.1 Considering the points identified in the paragraphs above, namely that:

7.1.1 any market intervention should be used as a last resort and be targeted to address only a clearly
identified market failing whilst having a low an impact as possible on the price setting function
of the market and the behaviour of participants external to this curative function; and

7.1.2 the problem to be addressed is not one of wholesale or long-term market failure, but rather one
in which detailed features of the market are exacerbating irrational, although understandable,
behaviours over the medium term,

What would be an appropriate response?

7.2 We do not consider that introducing a price floor at this stage would be appropriate. A number of
arguments in favour of a floor price have been suggested. We do not find these convincing for the
following reasons:

7.2.1 concerns over whether a volatile ETS price leading to lower investments than would otherwise
be the case are unfounded; the long run market signals within the EU ETS are suYciently
stable, investment has come forward to date against a backdrop of short-term volatility and
the market has several eVective existing and proposed regulatory mechanisms within it that act
to smooth price fluctuations;

7.2.2 questions of whether low carbon prices/price volatility damage the credibility of the EU ETS
are concerned only with the headlines not the fundamentals. The current price drop has mainly
been driven by the economic slowdown and is entirely understandable. Introducing an
artificial price floor would be to force costs upon businesses when they least need them, have
the eVect of cross-subsidising the carbon industry at the expense of the sectors which it is
supposed to assist in driving down the cost of emission reduction activities, risk creating a race
to the bottom and, more fundamentally in economic terms, be a measure which a dispassionate
analysis would not support the need for. Price controls of this kind would be taking us down
the route of a carbon tax;

7.2.3 we do not consider the likelihood of a long-term reduction in price to be likely; emissions and
the demand for permits will at some stage start to go back up again. Certainly now is not the
appropriate time to introduce “nuclear measures” in order to head oV a future and as yet
uncertain risk;

7.2.4 a price floor would be almost impossible to police in the context of the over the counter (OTC)
market, the only way this could be eVectively achieved would be to introduce a system within
which every trade is approved by a national regulators or the CITL. The cost of introducing
such an administrative regime would be significant and, we believe, unjustified.

7.3 Rather, we consider that an appropriate response would be to avoid un-necessary market intervention
at this stage but consider how existing problems might be addressed on the continuing basis of the core
market-based principle. The remainder of this section sets out a number of potential solutions which we
consider may be worthy of further consideration.

Firm up interim commitments

7.4 At present companies can borrow from future years’ allowances within Phase. This eVectively means
that organisations subject to the obligations within the EU ETS can eVectively defer the incurrence of costs
should they choose to do so, potentially back loading them into the final year of the Phase. Similarly, a
company can choose to liquidate some of these non-immediate assets in the short-term in order to create
working capital. Accordingly, one possibility would be to scale back the ability of company’s within the
scheme to borrow from future years. This may reverse some of the marginal decisions to not buy EUAs (or
even to sell EUAs) in the short term, thus introducing an element of stability absent within the current
system. On one hand such an approach would result in a clear incentive against short-term decisions being
made. However, any restriction in this area would place additional costs on companies in the immediate term
and the desirability of this would need to be carefully evaluated. The level of such a restriction would have
to be carefully evaluated, most likely with the assistance of considered economic analysis. It is worth noting
that the ability to bank and borrow contributes significantly to smoothen price fluctuations. If, as in other
commodities such as gas and power, this did not exist the price spikes and troughs would be severe.
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Introduce a ratchet

7.5 If the concern is that as output drops so the need for allowances decreases it may be appropriate to
introduce a ratchet against which obligations are adjusted on an annual basis such that industrial output
can be taken into account.

7.6 Such a measure would have the merit of maintaining the growth of emission reduction activities on
the international and regional/domestic level whilst enabling the costs associated with doing so to be linked
to the wider economy. However, this would be a potentially diYcult mechanism to introduce fairly. DiYcult
questions to answer would be whether the ratchet should be applied globally within the community, at a
member state level, or against business sectors at the member state level. It would also be diYcult to
determine when such a mechanism should be dissapplied and some vested interests may call for it to remain
present within any subsequent upturn in the market. We do not consider this would be an appropriate long-
term approach: any artificial market intervention of this type should be for the minimum duration necessary
to alleviate the reason for which it was introduced and should not be retained beyond that period.
Conversely, if this measure is deployed a corollary measure should then be deployed in times of economic
growth. Where ratcheting takes place over Phases and it is established that emissions target was or is
achieved more easily and cheaply than expected, tougher targets should be set in the next phase.

Governments can retire NER credits

7.7 One option would be for MS government to retire spare credits from the NER. This would have the
eVect of reducing potential supply and potentially pushing up prices without any overt intervention in the
market.

Do nothing

7.8 It is entirely reasonable to leave decisions as to when to buy/hold/sell EUAs and associated allowances
to the companies subject to the scheme. Ultimately the carbon market exists to service the needs of
companies falling within the arrangements. It may be reasonable, taking into account only the needs of the
sector as a short-term free market, to allow the relevant entities to decide how best to use their funds and
when to make their moves to meet their emission reduction targets. If the entities currently selling EUAs
make the right long term call they will achieve the necessary emission reductions at the lowest possible cost
to the consumer: exactly the raison d’être for the existence of an emissions market. Should they make the
wrong choice the costs will be significant. The key question must be: does the market need to save a company
from those risks. The answer is: probably not.

7.9 Notwithstanding the validity of the comments above, It is true that allowing the carbon sector to
“stall” would have a detrimental eVect on the future delivery of carbon abatement projects. As such
considerations of market maintenance, investor confidence and indeed the public interest are factors of this
decision. Whilst we consider that such an event is not an immediate prospect we recognise that, it is a possible
scenario.

Introduce a reserve price for auctioning

7.10 This is a potential option and may have a beneficial eVect or detrimental eVect on the carbon market.
Until the auctioning rules for post-2012 are decided and the split between centralised EC control and MS
auctions it is hard to determine the precise eVect of using a reserve price.

8. Conclusion

8.1 The appropriate approach given what we know about the reasons for the decline in the allowance
price and the fact that it is not yet clear how severe the downturn in the sector will be suggest that the
approach should be to implement measures which address the core of the problem to the extent it is created
by features of the market and to leave aside those created by features of the market cycle.

8.2 For the moment there is no justification for introducing knee-jerk changes which could well represent
a net negative ability for the market to produce accurate investment signals in the long term. It is, however,
probably appropriate for the Government to take an approach which deals with the exacerbating factors
now. It should also use this time make a detailed evaluation of its favoured remedies for more significant
restorative should these be necessary/justifiable in the future.

Clean Development Mechanism/International OVsets

8.3 The CMIA would also like to underline the importance of CDM and international oVsets to the
market. The CDM has lately been on the receiving end of a lot of criticism in the media, primarily because
of concerns that projects are not generating “additional” emissions reductions to business-as-usual. We fully
acknowledge that the CDM has its failings. Apart from scepticism about “additionality” in some projects,
it needs an overhaul in the areas of governance, process and transparency, and CMIA has submitted ideas
to the UNFCCC that address these failings.
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8.4 On the other hand, we should not allow these failings blind us to the significant achievements of the
CDM: in generating much-needed investments in low-carbon projects in developing countries such as China
and India; in spreading more general awareness about climate change in the developing world; and in
providing a cost control mechanism to enable businesses to oVset some of their carbon costs in these projects.
CMIA fully accept the point consistently made by the European Commission that European member states,
if they are to make an eVective individual contribution to tackling carbon change, should abate carbon in
their own backyard. But the costs that developed countries have to incur in meeting their commitments have
to be a factor as well, which is why we believe that there will be a continuing need for a flexible mechanism
like the CDM in the comprehensive post-2012 international agreement on climate change.

8.5 In fact, there is a strong argument—which has been advocated by Lord Stern amongst others—that
a reformed and improved CDM should be scaled up as part of the post-2012 settlement. We all acknowledge
that any settlement will have to involve significant financial flows from the developed to the developing
world, and a scaled-up CDM can play a valuable role as part of that—alongside other possible private and
public sector mechanisms.

8.6 It is interesting to note that policy-makers and legislators in the United States, as they consider how
a federal cap and trade programme might operate, are considering the need for international oVsets. There
is one other important but linked issue here, which is how diVerent national and regional markets can be
linked to assist the development of and evolution of the global carbon market. Issues related to linkage will
be complex; but there is some acceptance that a fungible unit of some kind, that can be used to trade between
markets, will be needed to support linkage. CDM credits, commonly accepted and recognised by all those
signing up to the new international agreement, could well provide that fungible unit.

Carbon Markets and Investors Association (CMIA) is an international trade association representing
financial institutions and other service providers to the global carbon market as well as investors in low-
carbon technology. Formed to represent businesses working to reduce carbon emissions through the market
mechanisms of the United Nations Framework Convention on Climate Change (UNFCCC), CMIA
member organisations are involved in an estimated three quarters of the value transacted in the global
carbon market, worth roughly $100 billion in 2008.

March 2009

Memorandum submitted by Barclays Capital

Barclays Capital welcomes the opportunity to respond to the Committee’s inquiry. As the investment
banking division of Barclays Bank plc, Barclays Capital has been at the forefront of emissions trading since
the inception of the European Emissions Trade Scheme, and has emissions trading desks in London and
New York. To date, we have traded over 1 billion tonnes of CO2 and were the first bank to both take delivery
of physical CO2 allowances under a spot market trade (2005) and the first company to deliver CERs into an
EU registry the day the International Transaction Log went live (2009).

Executive Summary

— International emissions trading is an essential tool for delivering carbon emissions reductions in
the most economically eYcient manner.

— The use of emission trading schemes (ETS) that place binding caps on the emissions of private
sector entities should be the primary tool used to limit carbon emissions. In order to provide the
necessary consistent price signal for the same commodity to all actors in the economy such ETSs
should be economy-wide and cover all emitting sectors.

— In terms of the EU ETS, the European Union Allowance (EUA) price is performing its function
when it puts a price on meeting a defined set of emission reduction targets (the EU ETS cap). The
reduction in EUA prices seen in the last six months prior to this submission reflects the
fundamental drivers behind the price and the relationship between emissions and the cap.

— The current EUA price level is evidence that the EU ETS scheme is working and should be
applauded.

— The function of the EUA price should not be to stimulate investment in specific technologies such
as wind power, regardless of the underlying level of emissions in the economy. Rather, the EUA
price should be able to signal to investors whether the implied carbon cost of a specific green
investment is higher than the marginal price of abatement needed for the carbon market to clear.
If this is the case, then the prevailing market price need not incentivise that investment.

— We welcome the extension of the EU ETS to include aviation, new gasses and potentially other new
sectors. A more comprehensive scheme which exposes all sectors to the same price signal will
increase the overall eYciency of the market.
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— With a view on market eYciency, we support the greater use of auctioning in the market, as this
will allocate allowances to those participants which ascribe the highest value to them. The use of
auction revenues should not be targeted at particular emission reduction solutions or used in ways
that will crowd out private sector investment. Governments should not impose an arbitrary floor
on auction prices as introducing a price floor, much like a price ceiling, can only be maintained by
ignoring the environmental goals defined by the cap, thereby introducing ineYciencies into the
market.

— We welcome the on-going development of ETS’s around the world and the potential for linking
these ETS across borders and jurisdictions. However, we recognise that a pre-condition of such
linking is both political agreement and comparable levels of ambition for each scheme.

— The CDM and JI mechanisms are valuable transition tools for providing access to third party
finance in emission reduction eVorts by creating property rights for emissions reductions. We
believe that these are transitory mechanisms, which should ultimately lead to restrictions on
emissions of all developing economies. Emerging economies should be encouraged to have a bigger
role in global carbon markets than just being CDM hosts. Ultimately all countries should be
involved in economy-wide cap and trade schemes.

Overview

1. International emissions trading is an essential tool in delivering carbon emissions reductions in the
most economically eYcient manner. Trading emissions reductions allows these reductions to be made
wherever they can be delivered at the lowest cost, and be paid for by those with the largest responsibility for
undertaking abatement. As the issue of man-made carbon emissions is a global rather than a local issue, the
location of the abatement eVort is irrelevant. What is important is who is taking the financial responsibility
for that abatement eVort.

2. The process of negotiating an international agreement that will cover the period beyond the current
Kyoto Protocol period will provide domestic trading schemes with wider legitimacy. The caps should be set
in relation to a global average per capita level of emissions consistent with IPCC recommendations for
stabilisation of temperatures. Having said this, caps will be set according to political considerations, and
any global scheme for emissions reductions must be viewed within the confines of those political realities.
An emissions trading scheme can only deliver emissions reductions in line with those politically defined caps.

3. The use of emission trading schemes (ETS) that place binding caps on the emissions of private sector
entities should be the dominant tool used to limit the reduction of emissions as the private sector is the most
eYcient at allocating capital.

4. An eVective ETS should be economy-wide, covering all sectors involved in emissions including
industry, power, space heating and transport. It is important to provide the same price signal for the same
commodity to all sectors so that all actors in the economy will use carbon in a way that reflects its scarcity
and value. To minimise the administrative burden on an ETS with regards to a multitude of smaller emitters
such as in transport and space heating, the compliance requirement should be moved upstream to encompass
fuel supply rather than being focused on the point of emission. Only when such a move upstream is diYcult
(such as possibly with agriculture and land-use practices) should alternative policy measures be considered.

The EU ETS

5. In terms of the EU ETS, the EUA price’s function is to put a price on meeting a defined set of emission
reduction targets (the EU ETS cap). The reduction in EUA prices seen in the last six months prior to this
submission reflects the fundamental drivers behind the price and the relationship between emissions and the
cap. In particular, the global economic recession which has led to a significant reduction in European
industrial output and emissions means that the marginal cost of emissions abatement is lower, correctly
translating into lower carbon prices.

6. Figure 1 shows the diVerence between Barclays Capital’s estimate of EU ETS emissions less the cap in
July 2008 and in February 2009. A negative number means the cap is greater than the level of emissions
(such as in phase 1) while a positive number means emissions exceed the cap. The reasons for the significant
diVerences between these two figures are due to strong emerging evidence of a downturn in European
industrial output and a significant write-down in prospects for European economic growth. In the period
between June 2008 and February 2009, Barclays Capitals’ forecast of economic growth for Europe in
2009 went from 1.2% to 2%. Such a large reduction in the outlook for economic growth has been magnified
in the outlook for industrial output which is now expected to be almost 9% lower than in 2008.

7. The current EUA price levels are therefore reflecting that carbon is not very scarce at the moment. Far
from being evidence that the scheme is somehow not working, this is the clearest evidence that the scheme
is working exactly as it is intended by signalling that in the current economic and trading environment, an
onerous carbon price is not beneficial. This recent fall in EUA prices is one of the strongest arguments in
favour of cap-and-trade schemes over taxation as a tool to meet a defined set of environmental objectives,
since taxation would neither react nor recover as quickly as a price.
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Figure 1

CHANGES TO THE LEVEL OF EXPECTED EMISSIONS TO CAP (Mt CO2)
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Figure 2

ENERGY PRICES: A VOLATILE 2008
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8. Various arguments have been made that the reduction in the EUA price is a market failure in that some
favoured projects, such as CCS or nuclear, may no longer look as attractive as they may have once done.
The function of the EUA price should not be to stimulate investment in specific technologies or projects
regardless of the underlying relationship of emissions levels to the cap. If the implied carbon cost of a specific
green investment is higher than the marginal price of abatement needed for the carbon market to clear, then
the price will, correctly, not incentivise that investment. The EUA price is therefore not, nor should it ever
be, a guaranteed tool for green investment. If the policy goal is to have green investment regardless of the
level of carbon emissions in the economy (for instance, to meet security of supply concerns) other policy
tools should be used.

9. Following from this line of argument, any attempt to manipulate the price through the use of floors
or ceilings would introduce ineYciency in that it stops prices from fulfilling their role in balancing the
market. Such interference in the working of the market price can only be maintained at the expense of
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underlying environmental goals being missed, and this applies equally to a price floor or ceiling. Indeed, the
risk of interference in the price will serve to deter investment in carbon reduction projects, by increasing the
likelihood that potential returns will be curtailed.

10. To emphasize this point, no market provides price certainty and we only have to look at the recent
history of pricing in the oil, coal, gas or power markets (Figure 2) to prove this. Most investors in the carbon
markets regularly take risks in these energy markets, and a range of other markets. In addition, no one
investing in a long-lived asset that will take years to construct is doing so on the basis of current spot prices.
Rather, they do so on the basis of expectations and are taking risk—which is why the return on capital they
expect to make is greater than that associated with a risk-free investment such as a bond. In this, many
industrialists claim that they want carbon prices that are predictable. Looking at the aforementioned energy
price behaviour of 2008, we believe European carbon, with a good view of the fixed EUA supply to 2020,
is at least as predictable as any of the other energy commodities. Moreover, if price certainty is the goal, then
this is specifically what the market is there to provide.

11. In particular, all that is needed to facilitate investment is the development of eYcient secondary
markets, open to all participants, which will allow risk capital to be used in risk management products, such
as forwards, futures and options. With such tools, both emitters and investors can manage their price risk
exposure eVectively. In turn, the role of policy makers in providing long-term consistency and therefore
market certainty is critical to enable the market participants to take longer-term views and positions.

Extension of EU ETS

12. We welcome the extension of the EU ETS to include aviation, new gasses and potentially other new
sectors. A more comprehensive scheme which exposes all sectors to the same price will increase the overall
eYciency of the market and the associated price signals.

Auctioning

13. We support the greater use of auctioning of EU Allowances, as this allocates allowances to those who
place the highest value on them thereby increasing market eYciency. The use of auction revenues is
fundamentally a policy choice and will reflect competing policy priorities. The basic principle that should
govern the use of those revenues is that they do not crowd out or replace private sector investment that would
otherwise have occurred. Indeed, the introduction of the carbon market is specifically to deliver a defined
level of emissions reductions at the lowest cost, and thus targeting auction revenues at specific green
investment appears unnecessary from the viewpoint of achieving a specific level of emissions reductions. If
such revenues are used for emission reduction eVorts, they should focus on those abatement opportunities
not successful in attracting private sector investment due to significant market failures such as financing
reductions in emissions from deforestation and degradation.

Linking of Schemes

14. The linking of regional–national carbon markets is to be welcomed as such moves will enhance the
depth and liquidity of the global carbon market, while also exposing all linked economies to a similar level
of carbon price. Exposing all participants in the linked economies to the same carbon price will address
competition issues that arise from carbon leakage (the moving of production to non-carbon constrained
locations) and will ensure that carbon allowances will be used on an economic basis.

15. While linking is desirable in practice, it is imperative that schemes that do not have a binding absolute
cap are not allowed to corrupt those schemes that do have binding caps. Over-allocation of allowances
against forecast requirements, or the inclusion of highly interventionary price “safety-valves” in scheme
design would seem to rule out a two-way direct link with robust schemes such as the EU ETS.

16. The most important issue in linking is that the level of ambition embodied in the caps must be
compatible. For instance, the European Commission’s stated desire to link EU ETS with a US federal
scheme by 2015 is an ambitious goal. The general thrust of EU policy in this area is aimed at increasingly
establishing a robust CO2 price—through aggressive targets and limits on oVset use. The likely thrust of US
policy, if the theme of the major cap-and-trade bills is anything to go by, is that the market will start with a
soft landing, with soft targets and high oVset use in the period to 2020, followed by more aggressive targets.
What this means in practice is that there is likely to be a structural diVerence in prices between Europe and
the US in 2015, and linking would lead to immediate convergence with considerable upside for US prices
and downside for European prices. The sort of price movements this suggests does not sound politically
feasible on either side of the Atlantic on this time scale. If the desire for linking outweighs the desire to
manage the carbon price around a particular level, then suYcient notice before linking is required so that
market participants can realign their behaviour to match the new price expectations.

The Global Carbon Market

17. The Clean Development Mechanism (CDM) and Joint Implementation (JI) mechanisms, and
baseline and credit schemes in general, are valuable tools for providing access to third party finance in
emission reduction eVorts that would not otherwise have occurred as they create property rights for
emissions reductions.
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18. However, the environmental case for the eYcient use of these credits hinges on having a project that
is clearly additional, so that the issued project credits do represent a reduction in emissions that otherwise
would not have occurred. In this respect, the 250 Mt plus level of abatement that the CDM process has
already delivered is a significant achievement. The CDM can also be an important tool in fostering
investment in sustainable development, particularly with regards to the LDCs.

19. The CDM should be seen as transitory mechanism for most emerging economies. In this respect, we
support the EU negotiating position for Copenhagen on the CDM, which calls for emerging economies to
take on sectoral targets in the next compliance period, with an eventual view to taking on economy wide
targets.

20. So long as the CDM remains a policy tool, the CDM Executive Board (EB) still needs to find an
appropriate balance between scrutiny on additionality and creating undue barriers to project realisation.
Above all a transparent process and consistent approach to projects is paramount. The proposed reforms
of the CDM EB discussed at Poznan should be accepted.

21. The main issue with the EU ETS rules on the use of credits from the CDM–JI is the open-ended ability
for restrictions on project types to be applied. The current text of the phase 3 EU ETS legislation is that any
Member State can propose a restriction on the use of CERs from a specific project type. This could become
law following appropriate comitology and the passing of the decision by a qualified majority of committee
members. While this provides a large degree of policy flexibility, it does so at the expense of market certainty.
Uncertainty will be reflected in lower investment in emissions reduction projects, which will stem from the
inability for a market to operate under such uncertainty. This impact can already be seen with there currently
being no 2013 price for CERs, despite their being a 2013 price for EUAs. No price signal and no market
liquidity increases the risk premium that is required from each project, meaning only the lowest cost emission
reduction projects will be realised. If the quality of CERs is a key issue for policy makers, a more appropriate
forum for dealing with this would be through the CDM reform that is part of an ongoing debate through
the UNFCCC.

March 2009

Witnesses: Mr Abyd Karmali, President, Carbon Markets & Investors Association, Mr James Cameron,
Executive Director & Vice Chairman, Climate Change Capital and Mr Louis Redshaw, Head of
Environmental Markets Trading, Barclays Capital, gave evidence.

Q220 Chairman: Good morning and a warm
welcome to the Committee. We have seen at least
two of you before I think, and it is nice to see you
again. I think all of you are supporters of trading and
the role it can play in tackling climate change;
however, it has to be said, on the basis of what has
happened in Phase I it does not look as though it has
actually delivered very much, apart from
demonstrating that you can have an international
system which covers a lot of countries and a lot of
individual components. What would you point to as
being the actual contribution it has made so far in
cutting emissions?
Mr Cameron: The most important point is that it has
made a start. A system has been constructed;
institutions have been built; a value for carbon
established; an awareness of the value inside the
business mind; investment decisions are being taken
in key industries that now routinely take account of
the price of carbon in their forward planning. There
is a narrative about how you invest to reduce
greenhouse gas emissions; that narrative includes
many of the key factors that need to be involved in
the solutions to climate change globally. It is a very
remarkable achievement to have done all of that in
a relatively short period of time, given that, if you
like, the true market has only been running since
2008. It has certainly managed to channel very
substantial amounts of money into reducing
greenhouse gas emissions; not least in some
countries where you would not have had that kind of
investment but for the market. Just to pick our own

particular fund—one of our funds in the business
has invested over a billion dollars in China in the last
couple of years; it would not have happened without
the carbon market. We have made investment to
places like Pakistan; and there are lots of reasons
why you would not want to do that just at the
minute, but the carbon market gives you a reason. I
regard that as a success. One wants to qualify it with
all sorts of experiences that tell you that
improvements have to be made. You can measure
tonnes of carbon reduced. It is very early on in the
game to be sure whether the total amount of tonnage
is extracted out of the global economy through the
carbon market. Do not forget, we have got several
years to run in the first commitment period, until
2012. It is a bit early to be making the sort of
judgment you did in your question; but I think when
you add up all that has been done to construct a
regime that values carbon and to involve players that
need to be involved in the collective action eVort to
resolve a collective action problem, it has been a
success. Now really it is a question of ensuring that
we improve and expand the system. It only has one
objective after all, which is to take tonnes of carbon
out of the atmosphere. That is how it should be
judged. Whether it is a bit early today or in 2012 or
in 2020—that is how it should be judged.
Mr Karmali: I think James has touched on many of
the key points, but maybe just to add a bit more
granularity in a few areas. What we have seen
emerge in the past few years is that places like China
and India, that absolutely need to be part of the
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solution, are developing their own clusters of low-
carbon technology. We see leading wind turbine
manufacturers coming out of India. We see leading
Chinese solar companies listing themselves on the
New York Stock Exchange. I think this is a very
important contribution that the carbon market has
made, and one that is often not discussed. I would
also point out that the existence of a price of CO2 in
the European marketplace has catalysed action not
just at the entities covered by the scheme, the 11,000
installations across Europe, but also in fact
installations, companies who are electricity-
intensive and energy-intensive. They have seen a
knock-on eVect on the price of electricity because of
the links between the carbon markets, the fuel
markets and the power markets; and I think that has
catalysed a significant degree of interest in energy
eYciency amongst companies who otherwise would
have had a bit more time to think about their
reaction to climate change. Those would be some
additional points I would like to make.
Mr Redshaw: It is obviously a shame that Phase I
ended up the way that it did. The over-allocation
highlights the problems of deciding or setting out
how much companies should get as a free allocation.
On the positive side of that, what Phase I has done
for the whole world is provide a set of examples of
things to do and things not to do, probably more
importantly. Obviously over-allocation is something
to not do; and to counter industry complaining
about their allocation or even getting more than they
need, politicians can point to a failing or a failure by
Phase I and its over-allocation as a factual example
rather than a conceptual one. Of course it is a pity
and money, arguably, has been wasted, but it does
have those benefits. During Phase I we have
obviously traded a lot with companies that are
facing compliance obligations. It is clear that they
are optimising their portfolio of assets throughout
the process. Even though it was over-allocated
throughout Phase I, the companies were facing up to
their economic responsibilities. When the price was
ƒ30 you can be sure there were companies doing
quite a lot to reduce their emissions and cash in on
ƒ30. Okay, so the price came down later on but that
emission reduction has now taken place and is
permanent. There were utilities, for example,
moving from lignite to hard coal and from hard coal
to natural gas. Finally, like the UK led the way with
the UK Emissions Trading Scheme and helped build
capacity within the systems—so I am talking about
accountants, lawyers, as well as trading companies
and financial intermediaries—the European
Emissions Trading Scheme has put Europe, and
London as a consequence, at the centre of global
emissions trading as the trend picks up.

Q221 Chairman: We are obviously at a very
important stage now in negotiations about what
happens post-Kyoto. Nick Stern identified the need
to accelerate moves towards new technology, reduce
the barriers to behavioural change but also,
crucially, to get a carbon price whether that is
through taxes, regulation or trading. Looking
ahead, how much importance do you think we

should place on trading, given at the moment the EU
has got the only system that is really up and
running—there are one or two things, RGGI and so
on in America, and Australia are putting it back a
bit? Do you think we should be getting on the map
on training as a key component in the future
framework?
Mr Cameron: I think this is a critical question that
needs resolving very clearly very early on. There is no
doubt that in our type of economy this problem is
very hard to reach with single instruments. The
climate change problem is really all about
everything. We are all involved; we are all implicated
in everything that we do. Decisions are taken every
day all across the country, small and large, that make
a diVerence to climate change. You have got to think
of what policy mix can best reach the widest range of
most important decisions that aVect what our
emissions are in this country, and of course beyond
this country. I would very much support Nick
Stern’s views on this. I would place emissions
trading in the essential category of policy responses.
My experience as a negotiator in the climate change
negotiations over many years representing the small
island states tells me that as an idea it works to
connect the people you need to connect to solve the
collective action problem that we have. It works
better, for example, than a global carbon tax; which
was something we tried early on in the negotiations
and failed, and failed dismally: but it would be quite
wrong to assume that emissions trading is a
panacea—that it is the only measure that we have—
or that somehow it exists exclusively, removed from
other measures, like taxation for example. Of course
you could combine fiscal measures with a cap-and-
trade system. There are some sectors of the economy
where you know very well what the answers are; yet
we have plenty of experience and knowledge of what
works to say, “I can command that solution. I,
the politician, the public policymaker, the
administrator, have enough knowledge and
experience to say, ‘We will have this outcome’”. In
trying to understand what emissions trading can do
to solve a global problem, you have to think of it as
being essential in the toolbox; absolutely not the
only thing that is available to you; it has got to be
able to cross borders to galvanise eVort beyond your
jurisdiction; and it needs to engage a very wide range
of responses across an economy. I think Nick Stern
has got it about right. He does not pretend that it is
the only measure to be adopted. We have to think of
clever ways of combining what is a price signal and
a new set of values in our economy—reducing
greenhouse gas emissions is a value in itself—with
the other measures that we know can work, without
being wholly dependent upon one; because, let us
face it, there is a lot of learning still to do about how
to make emissions trading the eVective instrument
that it should be.
Mr Karmali: Clearly emissions trading, from our
Association perspective, is one of the most critical
instruments to address climate change in a way
which is most cost-eVective for society. We have to
remember that the premise of the market—and the
success of the market so far has demonstrated this
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premise—is that it is going to deliver emissions
reductions at lowest cost to those who have the
compliance obligation: but clearly every
government is going to have its own mix of policies
and measures which reflect its own trade-oVs
amongst the need for economic eYciency, the need
for intrasectoral equity, and competitiveness
considerations. So we will inevitably see a mix of
complementary measures which need to fit with
emissions trading. Our concern as an Association is
that we clearly want to avoid an outcome where
public sector intervention through some of these
other policies and measures crowds out the
investment decisions that would have been made
through having a price of CO2 in a market. That is
one of the issues that needs to be resolved as other
measures come to the fore. I would also say that the
experience in the negotiations is that emissions
trading is complex, but in fact is the one instrument
that is easiest to implement given the diYculties in
reaching international consensus on taxes or
international consensus on performance standards;
as well as of course the potential interrelationship
between having standards and the need to have free
trade through WTO. Emissions trading, from our
perspective, is the least complex: there are many
improvements that can be made to take us into the
next phase of trading; those need to go hand in hand
with a serious reduction commitment, because
otherwise the system is going to fail regardless.
Mr Redshaw: Of course the obvious benefit of
trading—versus, the other obvious market
mechanism, tax—is that the cap will be achieved
under an Emissions Trading System; bearing in mind
our requirement is to reduce emissions and not to
just make things more expensive. Clearly that has to
be foremost in people’s minds and in the
policymakers’ minds. My colleagues have
mentioned the clear benefits of trading, being
eYciency to the economy. What I would urge though
is that people do not confuse the conceptual purity
of trading and the European Emissions Trading
Scheme; because you have a constructed market that
has inherent ineYciencies built into it. Trading will
deliver the lowest cost solution to the problem, but
only if it is allowed to do so by having a well
constructed trading system. An obvious example is
the over-allocation of Phase I, but between us we
could come up with a very long list of other examples
of things that could be made better. One glaring
omission, yes, emissions trading should be at the
core of the solution to the global warming problem,
but Barclays’ view is that actually it should be the
vast majority of the solution to the problem. At the
moment something like 45% of carbon emissions are
covered by the Emissions Trading Scheme in
Europe. The US is already going a very big step
further—that the current most popular bill is
looking at 85% coverage. We have long advocated as
an organisation the inclusion of the entire economy
in Emissions Trading. Yes, if you put the trading
obligation on individuals the administrative cost
would be onerous; but you do not have to put the
obligation on individuals. I notice in the National
Audit OYce Report the average cost of audit is

something like £35,000 per year. Companies that
have a small obligation, all the way down to
individuals, should have the opportunity to opt out
of trading and allow their fossil fuel supplier to make
good their obligation. At the moment you have got
a complete distortion in the market. You can buy
fuel for domestic consumption and you have no
carbon liability; whereas if you buy electricity for
domestic consumption you are paying a lot for it
because you are paying the carbon cost on top. That
is just an example, but road users are the same: you
are not paying for the cost of carbon in road fuel use,
yet we are talking about paying for the cost of
carbon in aviation and in other products that we all
use. An economy-wide emissions trading set-up
would be considerably more eYcient and avoid
distortions, compared to what we have at the
moment.

Q222 Colin Challen: Just following on from that,
does that mean that you would agree with the
position taken about two years ago when we had the
DTI advising ministers going to Brussels not to
commit to too much eVort supporting renewable
energy, because that would damage the ETS? Is that
your position too?
Mr Redshaw: I do not say it would damage the ETS
as such, but if you are looking to reduce emissions of
the economy, putting in an extra subsidy for a pet
technology will distort the market, so I do agree with
that. It will make the cost of reducing emissions,
assuming the renewable investment is purely about
reducing carbon emissions and not also about
security of supply—but you will be crowding out
other investments if you subsidise renewables over
and above the benefit they are going to get from the
carbon price.

Q223 Colin Challen: That is a sort of built-in
institutional bias against new technology, is it not;
because what the ETS encourages then is going to be
a greater reliance on older technologies, coal and
nuclear perhaps, which perhaps could be tweaked a
little bit but supports a vibrant carbon allowance
trade?
Mr Redshaw: Renewable electricity would be
suYciently supported, probably at current prices
actually, for some technologies; but for some of the
more exotic technologies you might need to see
higher carbon prices. The bottom line is, if you are
looking to reduce emissions and there is a cheaper
way to do it than an exotic renewable technology,
other than the capacity-building that might justify
an extra subsidy for one-oV or five-oV
demonstration projects, if it is cheaper to do it
through another technique, via energy eYciency in
industry, in the home or wherever it needs to be, to be
cheaper than an exotic renewable technology, then it
should be done elsewhere. There is no point in
causing that extra cost to everybody.

Q224 Colin Challen: It is really a question about the
domestic eVort we make in the European Union and
how the ETS actually supports the domestic eVort to
reduce our carbon emissions. I understand the
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argument a tonne of carbon is the same here as it is
in Kenya, but there is more to it than that. That is a
very simplistic way of looking at it. We have to have
a domestic eVort, do we not, which should be
compatible with the EU’s targets of containing a
temperature increase to 2o. What is your estimate of
our eVorts in the EU ETS in achieving that 2o

containment increase?
Mr Karmali: There is an initiative which has been
underway for the last year called “Project Catalyst”,
which is some very, very detailed analysis backed
with involvement from some negotiators, scientists
and people from the financial community, myself
included. It is looking at essentially: what is this
mathematical challenge? How do you keep the
increased temperature to a maximum of 2)? Working
backwards from that: what is the ppm that is
required in the atmosphere to stabilise the
temperature; and, working back from that, what are
the emissions reductions that would be required vis-
à-vis the baseline—the business as usual scenario?
The answer is I think quite revealing, in that it would
require in the order of 17 gigatonnes of CO2 to be
reduced by 2020; and that is assuming of course that
society is going to pick the cheapest reductions. That
17 gigatonnes takes you up to ƒ60/tonne. Within
that 17 gigatonnes if you break it out you get roughly
five gigatonnes only in all of the OECD countries. So
the question is: where does the residual 12
gigatonnes come from? The answer is: eight
gigatonnes from actions at the low end of the cost
curve, if you like, in developing countries, improving
energy eYciency in some of the lower-cost renewable
energy improvements, as well as forestry and
agriculture; and then the rest is carbon oVsets. The
rest is roughly four gigatonnes; so what that implies
is that up until 2020 there has to be a healthy carbon
oVset market in order for us to achieve the goal that
you have outlined here at home. We cannot do this
alone; or rather, let me rephrase that, we can do it
alone by focussing on domestic reductions but, let us
face it, the cost is going to be far too prohibitive for
UK industry and UK society.
Mr Cameron: Can I attempt to bring the two
questions together in one answer. There are reasons
for supporting renewalble energy technologies that
go beyond their CO2 savings. There are reasons for
supporting innovation in technology generally,
particularly in the energy and transport sectors,
beyond their CO2 reductions. It is perfectly possible
to combine an economy-wide emissions trading
system that is focussed exclusively on CO2 or the
other greenhouse gases, that is all about finding
eYciency, lower cost, making big relative shifts,
maybe involving some of the old industries that are
going to be around for a while; and layer on top of
that particular incentives, because a decision has
been made that it is good for our society, it is good
for the diversity of supplies, it is good for the security
of supply, it is good for employment creation around
innovative new technologies. I would encourage you
not to see these as a pure trade-oV so that renewable
energy is exclusively supported by the carbon
market or not; or that new technologies need only
rely on the carbon price. To my mind it is vitally

important that we look at all the ways in which we
can encourage innovation, not least in small
businesses, in entrepreneurial businesses that are
going to be the creators of the solution to the future,
the ones that we do not know about yet. At the same
time, this is a global problem and it is foolish to
consider domestic action as if it were in some way
superior to action taken overseas. When an
investment is made through the carbon market in
China several things happen at once which are good
that we need to build upon. Firstly, money goes into
a developing country to solve a collective action
problem that we created. There is a morally
important gesture being made in the investment that
takes place in that country. Secondly, every tonne of
carbon that is reduced there is, as you say, the same
as a tonne of carbon reduced in Cambridge; but it
has the benefit of also helping a US citizen and a
Peruvian citizen in solving the problem too. Every
tonne of carbon reduced there is not just in the
interest of the Chinese citizen but ours and others in
the rest of the world. That global market, in reducing
greenhouse gas emissions, has a moral purpose and
delivers a public good. I do not like the phrase
“oVset” because it encourages people to think that it
is a zero sum gain; that a tonne taken out in China
is an excuse for having an additional tonne in
Europe—it is not. The firmer we can be on this the
better we are going to find the solution to this
problem. The obligation to reduce creates the value
in reducing emissions in China. It comes to an
international agreement and you get a protocol; the
European Union has implemented it; and we have
our own domestic version—but it is not a free lunch.
We occasionally get very lazy; we get lazy in the
media. The media loves to talk up how somehow
investing in China is an escape; it is not doing what
we should do at home. No, it is not; it is a real
reduction done in the public interest; but it is also not
the answer on its own. We have to have innovation
in our own economy. There are reasons for doing
that, but you cannot expect the carbon market to
cover every single one of these goods that public
policy should be focussed on.

Q225 Martin Horwood: I would love to have a
discussion about what you have just said. Surely, if
it is important to decarbonise our own economy,
especially so that we come out of recession without
a false sense of how much progress we have made, in
a sense every other tonne oVset somewhere else is a
tonne of oVsetting or tonne of reduction that is not
actually happening in our own domestic economy?
Mr Cameron: We could come back to it. It depends
on how you set the system and what other methods
you use.

Q226 Martin Horwood: My other question is: in
terms of subsidising and trying to bring forward
renewables, there are reasons which are not to do
with domestic eVort or even the kind of society and
other type of reasons. Surely in order to get those
technologies to the point where they are competitive
within the carbon market, as the Carbon Trust has
been telling us for years, you have to remove barriers
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to development, and you have to encourage and
subsidise them surely. So subsidy is actually in the
end an aid to a competitive carbon market, is it not?
Mr Redshaw: By way of an example, I was once
involved in an energy from waste project where there
was an innovative combination of diVerent
technologies. The idea of combining boiler X with
steam generator Y and turbine Z with the waste
stream coming, it had never been done before—the
idea of energy from waste is nothing particularly
new, but this combination was new. Because it was
new it could not get insurance; because it could not
get insurance it could not get financing; because it
could not get financing from the more regular
markets because of lack of insurance it had to make
a greater return that was so high that it could not
work even under the Renewable Obligation Scheme
which is very generous. In that set of circumstances,
yes, there is a case for moving that project over the
barrier to entry; because once it is proven it will then
get insurance for the next time it gets built; but to
blanket provide such a large incentive to these
projects probably is not the most eYcient way.

Q227 Martin Horwood: Even something like
oVshore wind, which clearly needs some subsidy to
be competitive now, if that subsidy is provided and
it becomes competitive surely that would be part of
a healthy functioning market in the future? Surely we
should give that subsidy now in order to get it to that
stage because the market will not deliver, will it?
Mr Redshaw: Yes, and perhaps if the subsidy is
required to improve technology to get it over that
barrier on a one-oV basis or several-oV basis then
that would make it cheaper in the future. What I am
saying is, if the price of carbon reflects the cost of
reducing emissions and that cost of emissions is too
low for oVshore wind because the marginal
reduction in emissions is made by a much cheaper
technology, then why would you chase after
something that is more expensive?

Q228 Martin Horwood: Because in the long term it
could be just as cheap, and that is actually more
important in the long-term, if not in terms of your
spot price right now?
Mr Redshaw: Yes, I absolutely see your point of view
but the spot price now is a function of the certainty
that we have got in the future of this market; and
right now we do not have long-term certainty that
provides strict enough targets that provides
suYcient price to subsidise your example of an
oVshore wind farm. Do not forget, the wind farm
gets the benefit of a carbon price via the electricity
price. The electricity price completely reflects the
cost of carbon on any given day in the UK. If the
carbon price is higher because the target is strict
enough, then oVshore wind will become viable
because it is getting rewarded via the higher carbon
price; but if with the targets that we have set
ourselves, which are presumably scientifically based
with some form of cost-benefit analysis to say that
we should be reducing by this much, if we can
achieve that by other technologies that are cheaper
then that is what we should do.

Q229 Martin Horwood: I do not want to dominate
the Committee’s time, but you are not just talking
about these becoming competitive because the price
goes up; you are talking about them becoming
competitive because you have got the costs down,
which requires investment, does it not; and that
requires subsidy, not on a one-oV or four-oV basis
but on an industry-wide basis?
Mr Redshaw: There is merit therefore in making that
investment initially to get the cost down; but to give
a blanket subsidy to the entire industry until the end
of time would not be an eYcient use of
government money.

Q230 Martin Horwood: I am not sure anyone
suggested doing it until the end of time.
Mr Karmali: One of the challenges we always face in
talking about diVerent energy technologies is that
the reality is the existing mature technologies all
have very significant subsidies at every stage of the
value chain: whether it is the mining, whether it is the
extraction, whether it is the transport, whether it is
the distribution, there are subsidies direct and
indirect at every stage of the way. If I was sitting here
in the capacity of someone from a renewable energy
company I would probably be making the case that
my particular technology also deserves some form of
subsidy to level the playing field: I am not, so I will
stop there.
Mr Cameron: It makes perfect sense to build
capacity as well in clean energy technologies, to
spend money on the infrastructure that will enable
clean energy technologies to flourish. That
infrastructure exists for the fossil fuel industry; it
does not, to a suYcient degree and with the right
opportunities available, to the clean energy
technologies which are out there.

Q231 Joan Walley: I just want to pick up something
you touched on just now, Mr Cameron, in relation to
the Stern Report. You said that emissions trading
was not a panacea and it was really part of the policy
mix. In the evidence we have had, it seems to us if
you take what Lord Stern has actually said that there
will be less need for emissions trading as we get
nearer to 2050. My question is: as well as this policy
mix that you refer to, how do you inject the kind of
constant rebalancing and reconfiguration that needs
to be taking place? Therefore, how much do you
accept that analysis of Lord Stern? Can you see that
emissions trading would eVectively need to cease
long before 2050 in order for countries to
concentrate on the carbon reduction at home? How
do you see this panning out?
Mr Cameron: I think Lord Stern’s analysis is really
quite insightful because it tells you immediately the
value of an instrument that you can learn from and
that over time, if it is really successful (and one has
to emphasise that it would have to be supremely
successful) it causes its own redundancy; because the
values associated with reducing greenhouse gas
emissions are so completely absorbed in our
economy that it is not necessary to use this
instrument any more; it has made the
transformation to the lower-carbon economy by
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2050. It is true that the carbon market has the
capacity to adapt and respond to scientific input at
one end, information about how the market is
behaving—supply and demand—and the public
policy obligation that creates the market. They can
all be tuned from time to time. One of the diYculties
we have at the moment is learning at what point we
can do fine-tuning if we set allocations for a period
of time—especially if we give them out for free or we
get the allocation wrong. How do we correct that so
that it fulfils its sole purpose, which is to reduce
tonnes of carbon from the economy at lowest cost?
His insights are very, very valuable here. We have got
to build a system that is capable of responding to
scientific knowledge as it comes in. You have not set
the target at the right level. Supply and demand
dynamics—which we have to assemble through
experience and through the work of people like
Louis and his colleagues in the trading community,
and people like us who are investors so we can tell
you, “Well, this works and that does not work”, to
cause money to flow into reductions—that poses a
severe institutional challenge to us. How do we take
all that information in and make sure that we have
got it constantly rebalanced so that it does the job of
protecting our society from the risk associated with
climate change? I think in the system we have got
today we have got a reasonable start. It also tells you
how important it is not to have gentle sloping starts.
Quite contrary to the evidence you generally get
from industry, who tell you, “Be gentle on us to begin
with. Give us a gentle curve. It has been very
successful recently in Australia. Don’t touch us now
that the economy is in trouble”, actually the reverse
is true. You really want emissions trading to
confront you right away with a significant challenge
to make you face up to the obligation to reduce—the
imperative to reduce—and get cracking with the
investment decisions that are necessary as a result. If
you do that, and you do it in an eVective way, you set
the right targets; and the eYciency managers—the
people who trade to deliver public policy, because
that is what they do—they frequently get criticised
for somehow doing their job; they are doing the job
of the administrators of the system; they are finding
the eYciencies; they are delivering your public
policy; that is what the traders do.

Q232 Joan Walley: Two questions arise out of that.
Firstly, when might we be seeing the phasing out of
emissions trading if all of that gets successful? Would
you hazard a guess?
Mr Cameron: I really do not know. There is a long
way to run. We have got a big system to create.
Mr Redshaw: I am not sure that it phases out,
because you make the transition to a diVerent kind
of economy with diVerent technologies; if you make
carbon pollution free again then you become
incentivised to become more polluting again. So
emissions trading never goes away; it is always there;
it has to be there in order to manage the resource.

Q233 Joan Walley: You see it as a transitional
building block?

Mr Karmali: Yes, the reality is that the quantum of
carbon budget is decreasing over time. That is the
rationale of the market. As Louis rightly points out,
you cannot suddenly lift oV the lid, because then you
have a potential for a reversal and the carbon budget
will increase: so you have to keep the lid there but
probably keep it at quite a low level, consistent with
whatever the science is.
Mr Cameron: My point is, if it is really successful, it
has done its job and got lots of technologies
flourishing and it becomes the normal way of using
energy and transporting people, then you have
cracked it.

Q234 Mr Hurd: James, I completely shared your
analysis of the downside of the softly, softly
approach. Do you think that with Phase III we have
finally got to the point where the scale of emission
reductions required are going to force companies to
change the frame and think beyond “business as
usual”?
Mr Cameron: Louis can tell you more from inside
the market. Our experience as advisers and
investors, rather than traders, is that it is already
having an eVect on executive decision-making in the
key industries you want to change or to redirect; but
there is still a significant uncertainty over what
happens in Copenhagen at the end of the year, or
what happens in the US domestic legislative process;
whether additional demand will be created by
Canada, Australia and Japan around 2012–13.
There are still very big uncertainties that make a
profound diVerence to how much you commit to
that vital period beyond 2012 up to 2020. Of course,
the European Union like others have got these
conditional targets that can be ratcheted up if there
is global agreement. Certainly, if you are looking at
a 30% reduction in that period—and there is not a lot
of time left before 2012 to make investments that
would reduce demand in that period; a lot is going
to be held back until post-2012—then there is a huge
capital requirement in Europe alone, to deal with the
problem. As Abyd correctly says, we do not have a
chance of protecting our own citizens from climate
change unless that demand is there and in much
larger amounts in the so-called developing world.
Emissions trading is one of the ways in which that
demand can be created. If you analyse where we are
at the moment, we do not have a capital problem in
the global capital markets. We have a capital flow
problem—whether it is to try and get a loan to
develop a project, or whether it is to find clean
technology investments in a developing world. The
system we are talking about now is an aid to capital
flow into the right places; but it has got to be at the
right scale and at the moment it is not. The next
phase, Phase III in Europe, looks a lot better, but
really we want it to be conjoined with a global
agreement, some more incentives in China, some
more incentives in the US and then we are looking at
the right scale of reaction.
Mr Karmali: I can maybe rephrase some of that. I
think what we are facing between now and certainly
December 2009 and possibly a little bit further than
that is the height of policy uncertainty, which means



Processed: 29-01-2010 21:08:53 Page Layout: COENEW [E] PPSysB Job: 433057 Unit: PAG1

Ev 116 Environmental Audit Committee: Evidence

12 May 2009 Mr Abyd Karmali, Mr James Cameron and Mr Louis Redshaw

from an investor perspective there is a massive risk
premium associated with any investments that are
made. From my experience, companies are taking a
real options approach; valuing the option to wait
and see how the policy unfolds before they commit
their capital. Once some of these critical decisions
are made, hopefully in December, possibly some of
the key roles thereafter will then begin to see the
flows of capital into some of the lower-carbon
technologies.

Q235 Joan Walley: I just wanted to follow up what
you just said about the current recession and about
the opportunities for innovation. You obviously feel
that more needs to be done to encourage companies
wishing to get through the recession to look at this
from a diVerent perspective. That seems to be one of
the things you were just saying?
Mr Cameron: I think you can approach this from
two perspectives. One is that eYciency gains of any
kind at the moment have economic value. Anything
that can encourage people to do what, frankly, they
know they ought to but tend not to—whether it is in
their own home or in their business, or find
opportunities to reduce cost associated mostly with
energy consumption—all those spaces for eYciency
gains should be looked at hard. Most business
leaders would acknowledge that they could deal with
pressure on their businesses, cost pressures, and
reduce emissions if they had programmes that were
focussed on energy eYciency in particular. We know
there are incentives out there; they could be
improved but the trend is to encourage energy
eYciency more and more. We have got to find some
better business models for energy eYciency, but that
is a secondary matter. On the other hand, I happen
to believe that moments of crisis are very good for
creativity in any sector—whether it is the arts or in
business. We have some severe pressures right now in
our recession that are forcing us to think diVerently
about how we do things in our economy. That can be
connected to innovation in science and technology
and dealing with the climate change issue, which is
not completely but largely a technology innovation
question.

Q236 Joan Walley: Therefore, how do you square
the need to do that with the other side of the coin?
The evidence we got from EDF last week really put
this into stark context. We are waiting on the one
hand for Copenhagen, but then we are also waiting
to see how successful the emissions trading is going
to be, and it is probably not going to be at its
optimum for another 20 years’ time. How then do
you link that with the public good which you just
referred to? Because the investment decisions that
are being taken by the larger companies in terms of
power and energy supplies are being taken as a result
of market pressures, without necessarily either the
regulators or the whole worldwide system taking
into account the public good that we would need to
be arriving at in terms of cutting back on carbon
emissions. Therefore, you are in a situation where
you are always cart before horse, or horse before
cart; because you cannot see with certainty, with the

long-term investment decision risks, that they have
not got that information to go ahead and proceed.
How does all that come together in terms of
decision-making where investment should go?
Mr Cameron: My colleagues will have views from
their own experience. We are a slightly unusual
organisation in that everything we do is focussed on
this. Our whole business interest is trying to find the
solution to your question. What is it possible to
invest in today that makes a material diVerence to
climate change; produces an acceptable risk-
adjusted return to our investors, which tend to be
large pension funds, and quite conservative types of
investors; and can enable a business to be sustained
over a diYcult period? Allow for, say, three years of
this and you realise you have got to be very careful
with the investment judgments that you make. I
think all the eYciency investments look sensible at
this stage, whether they are in a project or companies
that specialise in eYciency. We are finding that
investments in renewable energy infrastructure are
good investments to make, whether it as a result of
a subsidy, or through the carbon market in the
developing world through the carbon price. There
are good investments that can be made today,
despite the conditions we are talking about. In fact,
pretty much across the whole of the clean technology
sector there are good stories. There is a lot of
innovation happening; there is capital flowing into
clean technology; there are industrial responses
being made to the crisis—the twin crises, if you like,
of climate change and the economy—that look
promising and will attract investment. My concern is
really following on from Nick’s question, that we
have not yet got to the right scale and we are still
underestimating the urgency of time, and we must
not have delay that is really implicit in your
question. We cannot wait until somehow we have
sorted out the economy and then we are going to
deal with climate change; that would be fatal. That
is one of the reasons—and I do not want to take time
discussing it here because I think it is a bit lateral—
why I am so keen on special financial instruments
designed to deal with that problem, like the issuing
of climate bonds or environment bonds, where I see
some hope of Government stimulating scaled
investment in the infrastructure that we require to
reduce emissions across our economy.

Q237 Joan Walley: On this issue of your proposals
on bonds, have the Committee had details of that in
terms of relative to current financial instruments
going through?
Mr Cameron: No.

Q238 Joan Walley: We would be very interested to
have details.
Mr Cameron: I am happy to send something to you.1

Mr Redshaw: I just want to perhaps look at that
problem from a diVerent angle, and ask: how does
the oil industry satisfy itself that it should make an
investment? The oil industry takes a view—with no
certainty—that demand will be maintained and

1 Note: Green Alliance: From crisis to recovery new economic
policies for a low carbon future. ISBN: 978-1-905869-23-7.
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indeed may grow over the investment time-horizon
of their investment. They find a way to find the
money to drill several holes in the ground, and
eventually one of them will come up with oil and
they will sell it; and that costs them a hell of a lot of
money upfront. We can take the view at the moment
that governments will legislate to have more and
more strict carbon emission targets; but because this
is created from regulation, industry probably
requires more signals that this is going to be the case,
so longer-term signals, and take the same view as the
oil industry when making an investment: but also,
because it is born from regulation, there will be an
awful lot of special needs and special case lobbying.

Q239 Mr Caton: Can we move on to look at the price
of carbon under the EU ETS. The Carbon Trust told
us that, “The series of booms and busts in the cost of
carbon are a problem in achieving the scheme’s goals
because it creates uncertainty for firms’ investment
decisions”. Your submissions seem more sanguine
about the impact of this volatility. Why is that?
Mr Redshaw: It gets back to the point we were
discussing on renewable energy. The market will
deliver. When you have a cap the market will deliver
and the price is what it costs to make that reduction
at that point in time. Volatility is inherent; it can be
reduced by various policy changes. For example,
there is disincentive amongst industrials at the
moment to sell an excess, if they have an excess,
because they got it for free and they sit on it; it is not
on the balance sheet and they do not account for it
as if they bought it themselves. As a consequence,
they do not value the asset and they do not perceive
it as much of a risk as, say, the utilities who are
constantly optimising and they get a big shortfall in
their allocation. The National Audit OYce response
supports that, because it says the board level in
industry is generally less interested in carbon as an
issue than the board level in utilities, where it is a
major cost. Volatility could be reduced by a number
of means that are not interventionist, just by
designing the scheme better. However, we should not
be afraid of volatility. We should not be afraid of low
prices, because if the price is low that is great. That
is great news, is it not, because we are achieving the
objective, and assuming the objective is based in
science and is going to deliver all we are looking for,
then a low price is fantastic news. If the price is high
we should not be afraid of that, so long as every
country has a similar cost to its emissions. Two steel
companies, one in the US and one in Europe,
competing for a contract, there is going to be a
distortion because of the carbon price in Europe: but
if Europe and the US and other steel-producing
nations have a cap and they all face the same carbon
price then there is no impact in relative
competitiveness terms. Lastly, price spikes are what
cause innovation. The oil shocks of the 1970s, and in
fact the oil shock of last year, we saw very high
prices; we saw a massive behavioural change among
US consumers in terms of their desire to buy SUVs,
so volatility changes behaviour. Low prices are

great; high prices will create the innovation or the
change in behaviour everyone is looking for and I do
not think we should be afraid of it at all.
Mr Karmali: While I respect the work of the Carbon
Trust, a lot of the analysis inherently has had to be
based on data from 2005–07—the first phase of the
EU ETS. There are at least eight measures I can
think of that will help to mitigate volatility in Phase
II and in fact beyond. Banking: we are finally into a
phase now where we can bank allowances from
Phase II to Phase III that will help to smooth some of
the potential spikes. Borrowing: companies are still
allowed to borrow forward from their next year’s
allowances; or in fact if they wish to work with a
financial intermediary they can follow forward
through longer-term rebuild transactions. We of
course now have verified emissions data; something
we did not have at the end of year one in the first
phase. There is greater experience in the
marketplace. I think all of the participants in the
market realise that, yes, there can be short-term
spikes but what is key is to keep an eye on the longer-
term trends and the longer-term fundamentals as
well. In addition, we now have auctions which are
beginning to provide some additional liquidity into
the marketplace. Of course, the intention, based on
the package that was agreed in December last year,
was that there should be more auctions, more
allowances coming to the market via auction; that
will help to smooth some of the spikes. We have a
longer trading period with moving from a three-year
trading period to a five-year trading period to an
eight-year trading period—2013–20. Linking back
to some of the earlier discussions, that allows
industry to plan investments over a longer time-
horizon. In many sectors life of the equipment is well
beyond that of the trading period, so it is important
that we begin to stretch out those periods as well. In
addition, there is the potential for links to other cap-
and-trade schemes; nothing actualised yet, but of
course with the emergence of potentially a US cap-
and-trade scheme, with an Australian scheme, we
will begin to see linkages, one hopes, and that will
also have an impact by addressing some of the
competitiveness concerns that Louis raised, because
everyone is exposed to a more similar carbon price:
but also by broadening the buying base, the supply
side and demand side get bigger and bigger and you
begin to smoothen out all of the abatement cost
curves. The final point is, of course, the linkage with
the carbon credit market. Those carbon credits,
needed for the reasons we talked about earlier, will
also provide some supply which will begin to
mitigate the risks of higher price spikes.

Q240 Mr Caton: There does seem to be a division
amongst you. Mr Redshaw feels volatility is entirely
a good thing, and you seem to be accepting the need
to smooth it out at least to some extent?
Mr Karmali: No, let me clarify. I am simply saying
that my expectation is that volatility in Phase II, and
in fact in Phase III, will be less than we saw in Phase
I for the reasons I have mentioned. I am indiVerent
on whether volatility is a good thing or a bad thing,
because I think it is not the right thing to do, to focus
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on the very short-term price movements; that is not
how companies make their capital allocation
decisions. They make investment decisions based on
what their expectations are for the medium-term for
CO2 pricing; and, in fact, if we can get a futures and
derivatives market that goes beyond 2012, they will
make decisions based on what the pricing is all the
way up to 2020.
Mr Redshaw: I was not suggesting that volatility was
a good thing; but that we should not be afraid of it
because it does provide signals and incentives. Just
to underline what Abyd is saying, there are various
policy changes we can make and I do not think my
example was a particularly good one earlier. There
are policy changes that we can make that will reduce
unnecessary volatility. By linking globally as much
as possible you have a bigger pool from which to
draw allowances. If it was a cold winter in Europe
you would pull from a pool of allowances globally
and you would not necessarily cause a price spike.
Having an economy-wide emissions trading system
would, again, deepen that pool of liquidity and
reduce volatility. Correcting the accounting for
carbon, which was the point I was making and has
been backed by Abyd in terms of increasing
auctioning, would help. Obviously having
experience of emissions trading, the banking is
important; and having a clear long-term regulatory
path we know we are going to follow, will all help
reduce unnecessary volatility: but we should not be
afraid of the price moving. Carbon is a market like
every other; every other market is able to find the
investment that is required and, therefore, carbon
should not be any diVerent.
Mr Cameron: Just a small addition because I think
you have had a really good analysis: perhaps
marking up the marginal diVerence between
someone who is more on the investment side than on
the training side is that volatility can be diYcult in
early stages of markets where you are not sure where
you might be in several years’ time in making
investments over a decade or 15 years or so,
especially for infrastructure. It is very diYcult to
finance when you really are not sure at all what the
band of pricing would be. However, I do believe we
are getting to the stage where it will be a lot easier to
make those kinds of judgments; and that the real
challenge is to set the market at the right level of
demand. I would agree with my colleagues, rather
than focus on volatility itself as if it were a bad thing,
one should really concentrate on how you get the
system to deliver much larger reductions over a
longer period of time; and then such volatility as
there is would at least be consistent with a significant
eVort to reduce over a long enough period of time.
Large amounts of capital can be deployed to the
solutions rather than getting over-excited about the
trading patterns in the very early stage of this
market.

Q241 Chairman: We are running out of time,
unfortunately. Let us conclude with one question, if
we can deal with it reasonably concisely. Some of the
advocates of carbon tax as a preferable route to
cutting emissions, preferable to emissions trading,

such as William Nordhaus, they have said that the
Emissions Trading Schemes—and I guess this would
apply particularly as they become more
international—are vulnerable to manipulation,
dodgy accounting and so on; and that the CDM,
although it has, as James said at the beginning,
provided a channel for a lot of investment which
otherwise might not have taken place, is nevertheless
potentially a loophole. Do you think that the
transparency and robustness of the existing and
potential trading systems is suYcient to head-oV
these kinds of concerns; or could it be that that might
be an obstacle to more widespread adoption of
emissions trading?
Mr Cameron: A good question but with more than
one element in it, obviously. I have made my views
known about a carbon tax for the world and how
unlikely it is; and I am often suspicious of those who
advocate it. It seems to me it is going to take so long
for such a system to be established we will have
emitted an awful lot of greenhouse gases in the
meantime and we have always got one that limits
greenhouses gases today—it is called cap-and-trade.
Reverting now to the other part: clearly it is in
everybody’s interests, and maybe particularly those
who invest in it; and do not forget this is risk that we
are taking in the private sector in this market; it is
not public money that is being risked here; it is
private capital that is delivering the public good in
the CDM. It is in everybody’s interest for that
system to be trustworthy, robust and eYcient and,
boy, is there some work to do on that front.
We do not yet have an institution that is capable of
delivering the emissions reductions that we should
have through the CDM, or whatever it becomes in
the future, whatever name it has. We have not built
the thing to scale. One of the diYculties is that it is
constantly criticised for things that are, to my mind,
minor infractions in the delivery of the public good.
Many of those people who criticise it do not really
understand how it works and do not understand that
much of the material is public. There have been some
very silly scare stores about HFC-23 as if somebody
overnight invented a new atmospheric chemistry
and somehow HFC-23 was not a greenhouse gas all
of a sudden. We have had some very silly scare
stories about a young market that is, in some
respects, running an experiment in public policy to
see how well we can do with it. I would join anybody
who was steadfastly focused on improving the
capacity of the international system to manage the
flow of capital that we need into investments,
especially in the developing world, where we have no
option but to move the capital that we have in the
world to those places to solve the problem. We do
not have adequate separation of powers between
negotiators and decision-makers on the executive
board of the CDM, and we should. We do not have
a streamlined process for those projects that we
know full well contribute to the public good because
they support a switch to lower-carbon technologies.
We have got very confused about whether energy
eYciency is a good thing or a bad thing given that it
is a cost-eVective to do (although people do not do
it) so we have been hoodwinked by the idea that
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financial additionality is an important criterion in
deciding what is in the interests of the environment,
so we have got a lot of work to do to make the system
function eVectively but, have no doubt, we have got
to put that work in and make that system eVective.
There is no alternative that is ready. Carbon tax is
definitely not an alternative globally. It can work
domestically, it can work locally, but a global
solution it is not. We have not much time in which to
build an international institution that is competent
enough to channel the scale of capital that we need
into the solutions in the next decade.
Mr Karmali: I think Professor Nordhaus has
concerns to do with volatility which we have
addressed. He talks about the potential for
manipulation. On manipulation I think it is worth
pointing out that the notional value of the European
market is of the order of two billion allowances times
ƒ20, so ƒ40 billion. The potential US market would
be bigger because of the wider coverage so roughly
six billion tonnes and let us say $20 a tonne, so $120
billion per year. It is diYcult to find players, these
days in particular, who would be able to move the
market. I think the reality is that the size of the
global carbon market or even the size of the regional
carbon market is simply too big for manipulation to
be a serious threat at all. On the question of CDM,
I just want to reiterate James’s points. I talked about
the need for four gigatonnes per year of carbon
credits if we are to reach this scientific target which
tells us that we need 17 gigatonnes of reductions in
2020. That is four gigatonnes in 2020 as compared
with what we are seeing now through the pipeline of
carbon credit projects which if all goes really, really
well will deliver, let us say, two gigatonnes over five
years. We are talking about a scale-up of ten to one
that is required, so, yes, we absolutely need to make
sure that the governance of the CDM is vastly

Witness: Mr Anne Theo Seinen, DG Environment, European Commission, gave evidence.

Q242 Chairman: Good morning. I am sorry we are
running a little behind time. You will understand
why we wanted to conclude the previous session.
Welcome to the Committee and thank you for
coming in. I think it is the first time you have been
a witness in front of us. I wonder if you could begin
therefore by explaining what you actually do inside
the European Commission.
Mr Seinen: Thank you for the invitation. I am happy
to be here as a witness. I am working in the European
Commission DG for Environment, the unit dealing
with the administration of the Emissions Trading
System, so last year we went through the whole
codecision process for revising the Directive and
now we are continuing with a lot of follow-up issues
following the revision. Another unit has
responsibilities with respect to the international
negotiations on climate change.

Q243 Chairman: When we looked at this a couple of
years ago, our judgment was that Phase I showed
that you could have a system that worked but it

improved and the institutional structures that go
along with it are vastly improved, otherwise we
really have a significant challenge.
Mr Redshaw: In terms of dodgy accounting, tax is
exactly as susceptible to dodgy accounting as
emissions trading may be, essentially. If you are
working out what your emissions inventory is you
are as incentivised to dodgy account for that in a
taxation system as you are in an emissions trading
system, so I do not see any diVerence, and no benefit
of tax over the alternative. Obviously we can talk
about the pros and cons of tax versus emissions
trading but the thrust of your question is on this
dodgy accounting and manipulation. To back up
what Abyd is saying, it is too big a market to
manipulate. Beyond that carbon is very much a
market of its age. A lot of trades go through brokers
but every single one of those trades is reported
electronically and that information is available to all
participants in the market. The vast majority of the
trades that go through brokers ultimately get given
up to an exchange which take away all the credit
implications of trading with lots of diVerent people.
By going on exchange the carbon market
automatically falls on to a recognised investment
exchange. The carbon market automatically falls
underneath the UK FSA’s regulatory environment
and the risk of unlimited fines and going to jail far
outweigh any benefit that I can perceive of market
manipulation, not to mention the majority of
players obviously have very strict internal controls
against that sort of thing.
Chairman: I will resist the temptation to go down the
route of how adequate the FSA has proved itself to
be in relation to other markets! This has been very,
very useful for us. Thank you very much all three of
you for coming in. I hope you will keep in touch as
we do our report because I think a lot of what you
have said will be reflected in what we conclude in
due course.

could not really claim much success in terms of
cutting emissions. We have got Phase II which looks
more promising with tougher caps and so on but
unfortunately we have now got this background of a
sharp economic downturn. Do you think we are
going to make better progress now and how would
you rate the progress we have made so far?
Mr Seinen: The first phase was a learning phase so,
as was mentioned, all the infrastructure was set up,
all the institutions, there were national allocation
plans, monitoring, reporting and verification, and all
that has been set up and there has been a significant
carbon price, in particular in the first half, which also
generated some real abatement. Indeed in the second
phase we have more scarcity than in the first phase
and already scarcity conditions are considered over
the whole period until 2020 and there is a positive
price at this moment so that in a way is proof that
something is working. At the same time there is
uncertainty in the light of the revision of the targets
after the international negotiations. If they conclude
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then there will be a review and also the ETS cap is
likely to be tightened. So there is some uncertainty
but the market works and there is a carbon price.

Q244 Chairman: Do you think you can point to
evidence that it is now actually having the eVect of
cutting emissions?
Mr Seinen: I think the evidence is in the cap itself and
the fact that we managed to set a cap cut in stone in
the legislation and also the fixed limit on the use of
credits coming from the Clean Development
Mechanism and Joint Implementation Project. It
means that in the legislation the objective to reduce
emissions is enshrined, so that is the basic answer to
your question. I think in earlier discussions there was
a lot of emphasis on technology and I do appreciate
that because technology is indeed the key for the
long term. The ETS is not the only instrument for
achieving long-term technology abatement. ETS is
not only about technology; it is also about fuel
switching and it is also about replacement of old
installations by current technology (hopefully the
best of course). All that is being used to make sure
that we respect the cap as it is now set in legislation
so thereby the immediate environmental objective is
secured. That does not mean that we do not need a
technology policy and also a policy for renewable
energy. Indeed, there is also a Directive with targets
for renewable energy, so they are complementary,
and we will need them and they reinforce each other.
The ETS makes sure because of the carbon price that
you need fewer subsidies for getting renewables and
new technological development and at the same time
the technological development and more renewables
will make it easier to set even stricter targets in the
ETS.

Q245 Joan Walley: I think you will be aware that our
Committee has been following Phase I and Phase II
and that we asked the National Audit OYce to
report on how the proposed cuts would actually be
achieved in respect of Phase III. I want to have a
look at the changes that were made, I think in
December, by the European Union heads of state to
what was originally proposed in respect of Phase III
and the consideration of what was previously in
Phase II. Our concern from the National Audit
OYce Report is that if the full quota of project
credits is used the reduction of emissions within the
EU could shrink to just 7% whereas eVectively we
were looking towards a cut of 21%. If that is the case,
would that not be wholly inadequate in respect of the
objectives that we seek to get out of this?
Mr Seinen: There was a whole debate about the use
of credits coming from the Clean Development
Mechanism and Joint Implementation and the fact
was that, already for the second trading period in the
national allocation plans, it was foreseen that
installations could use up to 1.4 billion of
allowances. If you spread that out over the whole
period 2008–20 that would already make up 40 to
45% of the reduction eVort. Therefore, the
Commission proposed not to allow any additional
use. In the negotiations, that has proven to be a hard
point, in particular for Member States that had not

allowed their companies so much use of CDM. The
compromise in the end is an increase of about 10%
higher use of JI/CDM which is permitted, so it is a
limited increase and it is half of the eVort, so that is
the political balance achieved. I do not think that
puts at risk the eVectiveness of the ETS. I also think
when you look internationally Europe shows
leadership by a unilateral, unconditional promise
that we will have a reduction of 20% compared to
1990 with half of it now being done through CDM.
Indeed, the rest of the world, in particular the
developing countries, expect Europe to make
domestic eVorts.

Q246 Joan Walley: But would you not agree with me
that if the purpose of the cap in respect of 2020 was
to achieve 21% average reductions and if the reality
as a result of the exchanges is that we only end up
with 7%, then we have got something to be
concerned about?
Mr Seinen: The reductions still take place but not in
Europe. There is also a discussion about the Clean
Development Mechanism and the solidity of the
Clean Development Mechanism and Europe has a
strong position for a very fundamental reform of the
Clean Development Mechanism to improve its
quality to go beyond just individual projects, to
make it broader so that it covers the sectors, to make
sure that it does not credit for anything beyond the
current status but that it credits beyond a certain
level of ambition that developing countries should
do themselves. So there is a great scope for reform
and it is an important discussion. The use of CDM
still represents largely a real reduction but elsewhere.

Q247 Joan Walley: Okay. We have recently seen that
in Australia Kevin Rudd has deferred their
emissions trading scheme. Do you see evidence that
in Europe because of the recession that there is a lot
more pressure to water down the terms of the current
European Emissions Trading Scheme?
Mr Seinen: No, I do not see that because at the
moment the legislation is agreed. There is not a new
proposal for revision. The international negotiations
are on-going. After the conclusion of negotiations in
Copenhagen we will have to see what the outcome is
and what needs to be done, but for the rest in the
implementation of the package the rules are firmly
set in the December agreement.

Q248 Joan Walley: Okay. Just on a very practical
level, what do you see as the main actions that
industry in Europe will be taking to get their
emissions levels down under Phase III of the EU
Emissions Trading Scheme?
Mr Seinen: It is a diYcult question for me to answer
because the ETS is precisely a trading instrument
where we leave it to the market to find the most cost-
eVective solutions. We do not prescribe precisely the
ETS as a trading instrument by which we avoid
setting and prescribing what the companies should
do. That is why I am really a bit careful.
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Q249 Joan Walley: If I said to you that the Chief
Executive of the Committee on Climate Change
suggested to us that it could just end up, with for
example, countries like Germany switching from
coal to gas, would you agree with his version?
Mr Seinen: I would need to have a look at the
numbers whether that would theoretically suYce to
respect the cap with only these measures. I do not
think it is likely. It will be very costly and it is most
likely to be one of the elements among many
measures that will be taken, so what weight it will
have I do not know. I think one of the surprises in
the first years is that there was more switching from
lignite to hardcoal, which was not something that
many people predicted as such. Still it had a
significant impact, so we are open to be surprised
and see what measures turn out to be most cost-
eVective.

Q250 Mr Caton: What will happen to the Phase III
cap if the EU moves to a 30% target at 2020?
Mr Seinen: There will be a new codecision process,
so the Commission will make a proposal on how to
implement the new target, hopefully as agreed in
Copenhagen. There will be a need for a new split as
to how much needs to be done in the emissions
trading system and how much needs to be done
outside, and then it needs to be decided how. It must
be agreed of course in Council and in Parliament.

Q251 Mr Caton: What means does the Commission
have for making the ETS tougher, say, in the middle
of Phase III if new scientific evidence reveals that we
need to make steeper cuts in emissions?
Mr Seinen: Of course the Commission has the right
of initiative and it can always make a proposal for a
change. At the same time, throughout the review
process there has been great emphasis from all
parties on predictability and giving long-term
certainty, so a change in the middle of a trading
period would not be the first thing I would think of,
but I do not think it is legally excluded. At the same
time if you make a change after the trading period,
one option could be to set the linear reduction factor
for 2021 much higher than it is now, if that were to
be agreed in Council and Parliament. By creating a
scarcity later on, you would also expect an increased
banking of surplus allowances. If the operators of
the installations expect greater scarcity later on they
will try to save some of the allowances now to use
later on, so you can achieve the same objectives
probably by just respecting the trading periods.

Q252 Mr Caton: I heard what you said about the
ETS not being prescriptive but do you expect the
ETS to actually help deliver the EU’s targets on
renewables and energy eYciency?
Mr Seinen: Definitely, and the impact assessment
shows that the ETS will help greatly to achieve the
renewables targets. It is not suYcient, and that is
why we also have a new Directive with targets for
renewable energy, but it definitely helps.

Q253 Mr Caton: Are the EU’s overarching emissions
reduction targets based on robust science?

Mr Seinen: You mean in terms of what needs to be
done to avoid dangerous climate change? Yes,
definitely, it is based on robust science but I think it
is important to realise that Europe cannot save the
climate on its own. For that we need a good
international agreement, a very ambitious outcome.
30% reduction by 2020 is indeed within the margins
of what science tells us would be necessary for
developed countries as a target. 20% to be realised by
the EU on its own would not. I think the science tells
us that for avoiding climate change in developed
countries should reduce emissions by 25 to 40% by
2020, so the 20% is indeed not enough but it is still
the most ambitious target around unilaterally.

Q254 Mr Caton: Do you think it will help the
objectivity of decision-making if the Commission set
up something equivalent to the Committee on
Climate Change here in the UK?
Mr Seinen: I cannot positively answer that question
because I do not know what would be needed in
addition to what the UN already does in this respect.
Of course there is a lot of scientific knowledge and
studies in the UN context on what needs to be done
and the recent evidence suggests that we should have
more abatement rather than less. I do appreciate
your question and concerns. Of course, we are at the
beginning of a process, well, not at the beginning, we
have had the ETS already so it is a second step, but
much more needs to be done.
Mr Caton: Thank you.

Q255 Colin Challen: Is it not quite wrong for the
Commission to claim that it is making net reductions
in carbon emission from the ETS if that includes
project credits from countries that do not themselves
have caps? All you are really saying is that there is no
net increase, it is carbon neutral; it is certainly not a
reduction.
Mr Seinen: In Bali, the roadmap for the negotiations
was set out and one of the elements is that it was
agreed that the developed countries should have
binding targets, but for developing countries there
should be policies to ensure abatement, compared to
the business as usual scenario, so there should be real
policies to abate emissions but not necessarily
binding targets on total volumes.

Q256 Colin Challen: This is the problem, is it not,
because I was just reading the press reports of our
Secretary of State, Ed Miliband, coming back from
China last week and was very impressed with their
plans for targets. It sounds great to have a target but
if the target is only to reduce the carbon intensity of
the unit GDP growth that is not the kind of target
we actually want. That kind of target is what I would
describe as a George Bush target.
Mr Seinen: But of course we must also ensure that
we get an agreement in Copenhagen, so it is an
element in the negotiations.

Q257 Colin Challen: Not if it is a bad agreement.
Mr Seinen: At the same time I think this is a very
important element in our views on the reform of the
Clean Development Mechanism. Currently it is a
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system based on projects and we have about 1,500
projects. These are dots in the landscape and what
we would want is to make that a system that covers
the whole landscape by having sectoral approaches
to make sure that there are policies so that all the
low-hanging fruit, all the normal abatement is done
by domestic policies and that credits are generated
only for policies that go beyond that which really
achieve higher reductions. From that perspective
you will need monitoring and reporting and you will
need much more knowledge on the sector and we see
this really as a stepping stone towards cap-and-trade
because once you have these sectoral policies there
then you make it easier also to integrate these
economies into a global carbon market and you
make it easier to accept real caps on emissions.

Q258 Colin Challen: But the proposal from the
Commission, as I understand it, which may go to
Copenhagen is that it talks of an OECD-wide
carbon market by 2015, to be further extended to
economically more advanced developing countries
by 2020. Is that proposal cap-and-trade for all
participants or does it include the possibility of an
agreement which allows others to have targets based
on carbon intensity rather than a cap?
Mr Seinen: Indeed the Commission foresees a
carbon market for OECD countries by 2015 with
linked cap-and-trade systems. That does not
necessarily cover the entire economies. Like in
Europe, it now covers 45% of emissions and with
aviation it will increase to about 55% of emissions.

Q259 Colin Challen: What I mean is if China were
coming into this agreement—
Mr Seinen: You could have a cap-and-trade system
for certain sectors. China is not part of the OECD
but they could also join with a cap and trade system,
and we would hope they would join, but there still
remains the question should there be a binding target
for all emissions in China. In a way these are two
separate issues.

Q260 Colin Challen: That binding target being a
capped target?
Mr Seinen: Binding targets like we have under
Kyoto for Annex I countries.

Q261 Colin Challen: Is it very likely that they will
come into this, do you think, the Chinese
particularly?
Mr Seinen: In our communication we focus in the
very first place on the OECD. I think everybody
realises the need to fight climate change and to do it
in the most cost-eVective manner, so I certainly do
not exclude that.

Q262 Colin Challen: What about the United States,
they talk now about introducing cap-and-trade, but
what do you think the prospects are for that and
what are the key issues we would have to address if
we want to see some linkage?

Mr Seinen: I think the key issues are fairly sensible.
There should be an absolute cap on the system so
there should not be a leakage. There should be sound
monitoring and reporting and verification. I think
these two are the most important and then you can
still see which design features would need to be
adapted to make it fully compatible. You would
have to decide whether you have full linking where
you accept unconditionally each other’s credits for
compliance or whether you do it through a gateway
which puts a quantitative limit on to the use of each
other’s credits.

Q263 Colin Challen: If for any reason they do not
have a federal cap-and-trade system could the EU
ETS link up with the existing regional US cap-and-
trade markets?
Mr Seinen: The provisions in the revised Emissions
Trading Directive also allow linking to sub-federal
systems.
Colin Challen: Thank you.

Q264 Joan Walley: Could I turn to the inclusion of
aviation in Phase III of the ETS and ask you how
have you projected the impact that this will have and
what do you think the eVect is likely to be on airfares
and on carbon emissions from flights?
Mr Seinen: The impact assessment that
accompanied the proposals for the inclusion of
aviation predicted that the increase of emissions
from aviation would no longer be 142% but fall
down to 135%, so still a significant increase and not
a very big reduction. We would expect aircraft
operators to pass on the cost of emissions in prices
which would mean for flights within Europe a
limited amount, around perhaps ƒ5 to ƒ15; for
inter-continental flights it would be higher. I do not
recall exactly the amount but in the impact
assessment all these figures were there.

Q265 Joan Walley: Okay. Just looking at the
windfall that the energy companies made from Phase
I, what kind of windfall do you expect the operators
of aviation will be making from Phase III? Have you
specified at all, and if so how have you specified the
environmental action that you would expect to be
made in return? Has this been spelt out by the
Commission?
Mr Seinen: Yes, in the impact assessment it was
clearly explained that one can expect aircraft
operators to pass on the cost of emissions, whether
or not they receive them for free, like they do with
fuel costs. If the kerosene price increases you also get
a surcharge on your ticket, so there was no reason to
expect it to be diVerent for carbon costs. That is why
the Commission proposed less free allocation. Also
in the Parliament there were voices but this was
not adopted.

Q266 Joan Walley: Mr Challen has briefly touched
on the US but I just wondered how the Commission
is dealing with objections to the plans in respect of
aviation from the US Government and also from the
aviation industry? It would be useful just to have a
sense of how you are addressing that.
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Mr Seinen: With the new Obama administration we
have not heard objections against the system that
Europe now has adopted and is putting in place.

Q267 Joan Walley: Do you mean formal objections?
Mr Seinen: There are no formal objections and no
legal cases. Rather to the contrary, contacts with the
AFA rather suggest a willingness to co-operate and
I think it is also interesting to note that in all the draft
bills about cap-and-trade systems in the US,
aviation and also maritime transport were always
included, not necessarily directly, but via the fuel
sales. Of course if a US cap and trade system comes
into being and covers aviation the Commission of
course is open to discuss what needs to be done to
avoid double counting.

Q268 Joan Walley: I am right in believing that there
have been vociferous objections from the US
Government towards these proposals, am I not?
Mr Seinen: Under the former administration the
language was tougher, yes.

Q269 Joan Walley: But you say that there has been
a change in approach with respect to aviation?
Mr Seinen: I think so. We have not heard the same
objections.
Chairman: Unfortunately I think we are out of time
now. We are very grateful to you for coming in. I
hope we will keep in touch with you and your
colleagues in the Commission.
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Memorandum submitted by the Department of Energy and Climate Change

Summary

— The Stern Review of the economics of climate change highlighted the need for a carbon price signal
across countries and sectors to ensure that emission reductions are delivered in the most cost
eVective way.

—The UK is committed to building on the EU Emissions Trading System (EU ETS) as the principal
way of pricing carbon in the economy.

— Building on the lessons learnt from Phases I and II of the EU ETS, including as set out in previous
reports from the Environmental Audit Committee, Phase III (from 2013) has been significantly
revised. The combination of a more ambitious, EU-wide cap on emissions with an annually
declining trajectory to 2020 and beyond; auctioning as the preferred means of allocation; and
limited access to project credits from outside the EU will result in more emission reductions, more
predictable market conditions and improved certainty for industry and investors.

— The potential of the global carbon market is only just being realised. It is important to get the
design of the EU ETS right. With the right focus, and improved credibility, the EU ETS can
become the basis for a global carbon market.

— National and regional carbon markets oVer significant potential for international climate policy.
Making the global carbon market deeper, wider and more liquid will increase the potential to
reduce emissions at least cost. The UK Government and the EU are keen to build a global carbon
market by linking the EU ETS to other emerging trading systems which demonstrate a high level
of environmental integrity and robust design.

Overview

1. This memorandum sets out the Government’s view on the issues highlighted by the Committee as areas
it would like to explore in its inquiry.

Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2oC

2. The Stern Review of the economics of climate change highlighted the need for a carbon price signal
across countries and sectors to ensure that emission reductions are delivered in the most cost eVective way.

3. International emissions trading through a cap and trade system can keep emissions within set limits,
whilst allowing emission reductions to be made at least cost through the trading of allowances. This is the
UK’s carbon price instrument of choice.

4. Participation in national and regional carbon markets oVers a significant contribution to tackling
global climate change, in particular we consider:

— mandatory cap and trade systems developed with a high level of environmental integrity and
robust design are cost-eVective instruments to reduce greenhouse gas emissions;

— robust monitoring, reporting and verification rules underpin credible emissions trading;

— future linking of emissions trading systems may provide more emissions reductions at lower cost,
and accelerate the scale of innovation;

— larger trading volumes and improved market liquidity are likely to yield more robust price
signals; and

— linked systems may stabilize investor expectations, provide political certainty on the continued
existence of the carbon market and help mobilize capital for the transition to a global low-carbon
economy.
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Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

5. Emissions trading uniquely provides the opportunity to set a global price on carbon, delivering true
transparency of the cost of carbon and ensuring this cost is met by those who produce emissions. However,
emissions trading can only be part of the solution to tackle climate change. Other measures such as tax
incentives and regulation will also be required.

6. Taxes and trading will have equivalent outcomes in certain circumstances. When there is uncertainty
over the damage value of the marginal unit of emissions, trading is preferred, because emissions trading
imposes an absolute cap, above which emissions cannot rise.

7. The Stern review highlighted the need for polices such as the EU ETS, which price carbon, to be
supplemented with other policies which overcome the barriers to innovation of low-carbon technologies,
and the barriers to consumer behaviour change. Additional policies, including taxes and regulation, will
complement the aims of emissions trading systems by unlocking opportunities to reduce emissions at lower
cost than otherwise possible.

The EU Emissions Trading System

The record of Phase II of the EU ETS, and prospects for the success of Phase III

8. The challenge of Phase II, running from 2008–12, has been to address the problems of Phase I and
improve the credibility of the EU ETS as an eVective tool in tackling climate change. In Phase II, UK eVort
is expected to produce a reduction of 29.3 Mega tonnes of CO2 (MtCO2) annually compared to projected
business as usual emissions for 2010. This is due to a tighter Phase II cap of 2082.68 MtCO2 (per year). EU
eVort compared to 2005 is expected to produce a reduction of 215.8 MtCO2. This is 9.3% per year below
2005 emissions—with UK eVort 13% below 2005 emissions.

9. To increase the eYciency of the system and to help prevent windfall profits, auctioning of allowances
has been introduced as an allocation methodology. The UK is auctioning 7% of its allowances in Phase II,
with fewer free allowances to the large electricity producers sector.

10. The next Phase of the EU ETS from 2013, builds on the lessons of Phases I and II, and contains a
number of major improvements. Most importantly, the EU has put in place the measures to deliver a
unilateral 20% reduction in greenhouse gas emissions by 2020 from 1990 levels, with the potential to rise to
30% as part of an international climate agreement.

11. The revised EU ETS Directive provides for a fundamentally diVerent and more rigorous approach to
setting the cap on emissions. A central EU cap will guarantee that the EU ETS will deliver its share of
emission reductions. The cap is set at a more ambitious level. For the first time, there is an annually declining
trajectory for the cap to 2020 and beyond which will deliver emissions 21% below 2005 levels by 2020.

12. There will also be a significant increase in auctioning in Phase III, including 100% auctioning in the
power sector in the UK and across most of the EU, and a greater harmonisation of the rules of the system
to eliminate distortion across the EU.

13. Detailed implementation measures will be agreed through technical comitology procedures led by the
European Commission over 2009–11.

14. We believe the revised EU ETS should result in more predictable market conditions, a more stable
carbon price and improved long-term certainty for industry.

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

15. Setting the emissions cap on the EU ETS in order to meet our emissions reduction targets creates a
price for carbon allowances arising from abatement costs in the industrial sectors covered by the system.
This price is a result of the cap setting. Government has not taken a view that any particular price of carbon
is the “right” price for other policy areas, other than through internal Government guidance on how to cost
carbon impacts in policy appraisal. The carbon price creates dynamic incentives for firms to invest in low-
carbon technologies. The level of incentive will depend on the carbon price, and on future expectations for
the price. High carbon prices will increase returns from low-carbon investments or from developing low-
carbon technologies. However, in order to meet emissions reductions at least cost—particularly in sectors
outside the ETS- further policies to support innovation in low-carbon technologies and to drive behavioural
change, will also be required.

16. In order to provide the correct incentives for low-carbon investments, firms need to form expectations
about the future level of the carbon price. This is particularly important for capital intensive sectors with
lengthy payback periods on investments, such as electricity generation. Failure to signal future carbon
constraints clearly could result in investors underestimating future prices, and to lock-in of high-carbon
investments, increasing the overall cost to the economy of meeting emissions reduction targets. The revised
EU ETS Directive agreed in December sets an annual reduction in cap of 1.74% per annum from 2013 to
2020 and beyond, and so gives a long-term price signal sought by investors.
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Impacts of economic recession on the workings of the EU ETS

17. In the EU carbon market we are currently witnessing a reduction in volumes and lower prices resulting
from reduced manufacturing output, lower electricity demand and lower forecasts for GHG emissions in
the short term. The fall in the price of carbon has also followed the fall in other commodity prices. Due to
reduced manufacturing demand some companies are also selling their allowances, thus increasing the overall
supply. Allowing carbon prices to reflect these changing market fundamentals is necessary for achieving
fixed emissions reductions at least cost as it incentivises participants to change their behaviour accordingly.

18. It should become easier for firms to comply with emissions targets under a lower carbon price as
compliance costs will be lower. In turn, the cost pass-through to consumers should fall.

19. There are significant risks in attempting to manage the carbon price. Introducing price caps or floors
could make emissions trading more uncertain by in eVect generating speculation on the next possible
Government intervention in the market. Our approach is to set the right, long-term regulatory framework
with a reducing cap on emissions (as with Phase III of the EU ETS), and allow the market to help achieve
these reductions cost-eVectively.

Impacts on and responses by UK firms covered by the EU ETS

20. In Phase II, UK emitters are expected to be net purchasers of allowances from installations in other
Member States. That said, some installations received more allowances than required and were able to sell
them on. Increased auctioning of allowances in Phase III and the tighter cap will reduce the potential for
such gains to be made.

Implications of the EU ETS for business competitiveness, and how to address them

21. The UK Government recognises that carbon leakage (production moving out of the EU because of
the price of carbon) is an issue which must be addressed in Phase III of the EU ETS. However, current
analysis indicates that only a small number of sectors will be at significant risk of carbon leakage. Of course,
the best solution in the long term is to develop the global carbon market as part of an international
agreement so as to provide a more level playing field for business. In the interim, we support the allocation
of allowances for free, based on eYciency benchmarks, to those sectors at significant risk. This assessment
should be made on an evidence based approach. The revised EU ETS Directive provides for a reassessment
of this approach based on a reappraisal of the carbon leakage risks facing EU manufacturing industries,
considered in light of any future international climate agreement.

EVects of the expansion of the EU ETS to encompass aviation

22. On 24 October 2008, the Council of the European Union adopted a Directive that will include all
flights arriving at and departing from European airports in the EU ETS from 2012 onwards. This means
that net aviation emissions cannot increase beyond 97% of average 2004–06 emissions levels in 2012 and
95% of average 2004–06 emissions levels in 2013. Any growth in aircraft emissions above these levels will
only be made possible by the aviation sector paying for commensurate carbon savings elsewhere in the EU
economy.

23. The European Commission estimates that by 2020 a total of 183 million tonnes of CO2 will be saved
per year on the flights covered by the EU ETS, a 46% reduction compared with business as usual.

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

24. The Government supports high rates of auctioning under the revised EU ETS from 2013. Auctioning
is the simplest and most transparent allocation methodology and it reinforces the incentive to reduce
emissions, and to invest in and develop cleaner technologies.

25. The revised Directive provides for a substantial increase in auctioning levels and overall at least 60%
of allowances will be auctioned by 2020, compared to around 3% in Phase II. Auction levels will be 100%
for the power sector in the UK and across most of the EU.

26. As part of the revised EU ETS Directive, the European Council adopted a non legally binding
political declaration indicating Member States’ willingness to spend at least half of the auction revenues or
equivalent to tackle climate change both in the EU and in developing countries. The Government is content
with this approach, which we believe will provide a strong signal of the EU’s willingness to invest in a low-
carbon economy and oVer support to the international community ahead of negotiations in Copenhagen at
the end of this year.
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Development of a Global Carbon Market

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

27. We recognise the economic and environmental benefits of expanding the reach of the EU ETS and
are working with our international partners towards linking of emerging emissions trading systems. There
are practical constraints to linking with other trading systems, with comparability one of the main
challenges. The European Commission has developed criteria for linking to the EU ETS. These include:

— A robust and environmentally ambitious emissions cap. The EU will only link to mandatory cap
and trade systems—with an absolute cap on greenhouse gas emissions.

— Trading systems should be free of Government intervention, such as price caps or ex post
adjustments.

— Credible emissions trading systems that deliver real greenhouse gas emissions reductions. This
means covering sectors or sources where reliable monitoring and reporting of emissions is possible
and having robust and trustworthy compliance and enforcement.

28. The first regional cap and trade system in the US, the Regional Greenhouse Gas Initiative covering
North Eastern States, became operational this year. There are two other regional cap and trade initiatives
under development; the Western Climate Initiative and the Midwestern Climate Change Accord. President
Obama has announced his intention to seek the agreement of Congress to a Federal cap and trade system.
The EU is committed to encouraging a single US Federal emissions trading system that can link to the
EU ETS.

29. Australia’s Carbon Pollution Reduction Scheme is due to commence trading in 2010. They have
introduced price caps for the first phase of their system and the EU will not consider linking the system to
the EU ETS whilst these are in place. A voluntary emission trading system has been developed by Japan—
however there are no moves as yet to make this mandatory. Regional voluntary Emission Trading Systems
are under development in Taiwan, and are also being considered in South Korea.

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

30. The Clean Development Mechanism (CDM) helps to drive global investment in low-carbon
technologies. It provides a source of income and technology valued by developing countries to support a
shift away from high-emitting “business as usual” development, essential for their long-term transition to
low-carbon economies.

31. Nevertheless, the Government regards CDM as a transitional mechanism towards building our long-
term vision of a truly global carbon market. In the medium term, we wish to see advanced developing
countries move away from CDM towards sectoral crediting and trading under sectoral caps.

32. CDM will continue to play a role in the least developed countries. The Government believes that a
number of reforms are needed of CDM, including:

— Improvements to administrative eYciency and transparency of the assessment process.

— Improved methods for assessing emission reductions. Benchmarking should replace the less
reliable, more subjective, assessment against “Business As Usual” emission projections.

— Development of special approaches for sectors where abatement is particularly cheap in
comparison to the number of emissions that can be generated.

33. The UK Government has been clear that the EU must demonstrate it is serious about the transition
to a low-carbon economy through emission reductions within its borders. We should not rely
disproportionately on third countries in order to meet Europe’s own targets. Therefore, we see a limit on the
use of international project credits as appropriate in the context of the EU’s unilateral commitments to
reduce emissions.

34. There has been a small increase in access to CDM credits in Phase III of the EU ETS, to harmonise
some of the discrepancies in allocation that occurred in Phase II. However, this increase has been limited
such that at least 50% of absolute reductions (in terms of eVort) in the EU ETS take place within Europe.
This compares to access to credits in Phase II equivalent to more than four times required eVort. This
restriction on access to credits provides a strong incentive for developing countries to sign up to a global
deal in order to increase their access to a global carbon market.

UK Carbon Budgets

The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

35. The Climate Change Act 2008 creates a new approach to responding to climate change in the UK
through setting ambitious targets, taking powers to help achieve them, and strengthening the institutional
framework in this area. To help provide long-term clarity, the Act requires the Government to establish a
system of “carbon budgets” capping emissions over successive five-year periods.
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36. The Act allows carbon units purchased from overseas to be counted as credits against carbon budgets,
while units sold to other countries should be counted as a debit. This is important to ensure that the UK
and UK businesses are able to participate in emissions trading systems such as the EU ETS, and access cost-
eVective abatement opportunities outside the UK. The independent Committee on Climate Change is
required to provide advice, in relation to each budgetary period, on the appropriate balance between
domestic and international eVort, and the Government must set a legally-binding limit on the amount of
credits that may be counted towards each budget. In addition, the Act requires the Government to consider
the need to reduce UK emissions when considering how to meet the targets and budgets. Together, these
provisions ensure the maximum possible transparency about our plans for meeting targets and for moving
the UK to a low-carbon economy, while retaining the option of using international credits where
appropriate.

Transparency of and justification for counting the purchase of emissions credits (especially from “oVset”
schemes) as decreasing emissions from the UK

37. The concept of tradable carbon units is an important part of the international climate change
architecture. Under the Kyoto Protocol, countries may trade carbon units with each other provided this is
supplemental to domestic action to reduce emissions. The provisions in the Act allowing overseas credits to
count towards carbon budgets are therefore consistent with the existing international approach as well as
the policy approach set out in the Stern Review.

38. In terms of whether credits from “oVset” schemes may count towards carbon budgets, we propose
that only units which are internationally recognised under UN and EU rules may be eligible. These units
have been subject to significant scrutiny and are widely accepted as representing genuine and verifiable
emissions reductions.

February 2009

Witnesses: Mr Mike O’Brien QC MP, Minister of State, Mr David Capper, Head of EU Emissions Trading
System, National Carbon Markets, Ms Jill Duggan, Head of International Emissions Trading and Mr Chris
Dodwell, Head of Policy, International Climate Change, Department for Energy and Climate Change,
Department of Energy and Climate Change (DECC), gave evidence.

Q270 Chairman: Good morning. Thank you very
much for coming in. You will be aware that we had
a very helpful session with Jill Duggan a few weeks
ago, and we are very glad to see her with you again
this morning. Do you have an opening statement?
Mr O’Brien: No, but perhaps I could introduce my
colleagues: David Capper, Head of the ETS team;
Jill Duggan, who, as you know, is the Head of
International Emissions Trading; and Chris
Dodwell, Head of Policy, International Climate
Change, in the Department, who will be dealing with
particularly with some of the issues around
Copenhagen.

Q271 Chairman: Thank you very much. Would you
like to start by telling us what your aims are in terms
of the emissions trading strategy?
Mr O’Brien: The key aim of emissions trading is to
enable us to get emissions reductions by setting a cap
and to get those emissions reductions at the least
cost. That is the primary aim. There are some other
subsidiary aims but I think they should be seen in
that context. For example, a carbon price will help
assist certain technologies and make them much
more viable. I have put it in that way, but the
objective over the coming decade is to establish a
strong emissions trading system so that we can
enable the cap to be eVective not just over the next
decade but over the longer term, up to 2050, and no
doubt beyond in due course. We also have the
objective of trying to encourage the development of
ETS systems in other parts of the world. We know
the Obama administration, for example, is very

interested in developing it. We know the Waxman-
Markey Bill is just completing its process through
the House of Representatives and will shortly go into
the Senate. That makes a certain amount of progress
and includes a cap and trade mechanism. We would
then need to link up the various ETS systems so that
we can create a global market. We also need to see if
we can bring the developing countries into it. We are
in the business, therefore, of developing a global
mechanism in due course—and I think it is still some
way away in terms of being global—which will
enable us to have an eVective means of contributing,
substantially to the reduction of emissions.

Q272 Chairman: There are a number of issues there
which we will pursue in the course of the morning.
To start with the issue of the carbon price, when we
did a previous inquiry into Emissions Trading a
couple of years ago, we felt that there was some
tension between the aim of achieving a carbon price
which would incentivise faster investment in the low-
carbon economy and a desire to prevent costs from
rising too much as a result of a higher carbon price,
and that perhaps one of the consequences of
expanding the scale of the ETS might be to keep the
carbon price down. Could you clarify how you
propose to resolve this tension? There is no doubt
that a higher carbon price does encourage businesses
to think about low-carbon investment but it may
also feed through into prices. How do you resolve
that?
Mr O’Brien: It certainly will feed through into
prices. The whole aim of creating an ETS is
essentially to develop a market and that market will
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have a price. That price will go up and it will go
down. We have seen that it was quite high at about
ƒ29 and it has dropped to about ƒ10 and it dropped
at one point to about ƒ8. We have seen a bit of
variability in that market. That is not necessarily a
bad thing, in the sense that the aim here is to create
a market—and when we were in Phase I it went right
down to zero for a period, which I think was a bad
thing. We want to ensure that we have a mechanism
that has a degree of variability in it—because that is
what markets do—but also a level of certainty,
because in order to deliver, the market needs to be
able to send signals to those who are looking at
various kinds of technologies that those
technologies will be commercially viable. We need to
create an eVective market, where you have a
reasonable level of certainty, but in so far as you can
create it—and remember we are creating something
political here—that it moves towards, as soon as we
can, an eVective commercial market where it is
setting a price and where there is a proper system of
trading. To some extent we are at the start of that
process still, but we can do that and create that
market. There will always be a tension between
keeping the cost of this low and keeping the
technologies in a position where the carbon price
encourages. That tension will be there. In a sense, the
market is there to help us move through and seek to
resolve that.

Q273 Chairman: Does it mean that if you see the
price consistently low you would be willing to take
action to try to force it up?
Mr O’Brien: Are you talking about by creating some
sort of floor in the carbon price?

Q274 Chairman: Or perhaps by reducing the cap.
Mr O’Brien: Reducing the cap is something that will
obviously be looked at at Copenhagen and, indeed,
by the EU as part of that process. We have been
consistently trying to ensure that we reduce the cap
in order to hit an emissions target, but what you are
now suggesting, it seems to me, if I have this right, is
that we manage the cap merely to manage the carbon
price. The primary objective here is to give some
certainty in reducing the level of emissions. The
secondary objective is to have this market and to
ensure that we use that market to support certain
technologies. I think we need to keep in mind that we
need to look at it in that way. As far as creating some
sort of management, so that if it falls below a certain
level—and there is a question at what level—we
would then intervene by reducing the cap in order to
create a much more constrained market or to use
other kinds of mechanisms, I am concerned—and let
me put this carefully. This is a market which has been
created by politicians, essentially, and we are trying
to build it into a market which eVectively works
commercially and achieves a political outcome, an
environmental outcome. We do not want to create a
market where the main bet is on what governments
will do next. The bet, the investment, should be in
what is going to happen in the long term in terms of
this market. It should be a much more commercial
proposition rather than a bet at the next election in

Italy. We also need to be careful that we do not create
a level of dead weight in these mechanisms so that
we, by creating a price, by intervening politically,
prevent a market from delivering what it is supposed
to do, which is essentially to reduce emissions at the
lowest cost. If you are intervening at a certain price
and you are saying, “This is it, it won’t fall below this
level,” there is the issue of whether we are then doing
some of these technologies at the lowest possible
price. That is a second concern I would have. A lot
of political interference I think would start to
undermine some of the confidence in the market and
that would cause me some concerns. Also, at the
moment prices have gone down, but they have gone
down for a reason. They have gone down in the oil
industry, they have gone down in a whole load of
other industries because we have a global recession.
We have a serious problem across the world in terms
of the economy—the biggest problem we have had in
decades. That will aVect prices, including the carbon
price. Should we then start to intervene and start to
adjust it? We need to be very cautious about it, but
we can, I think, recognise that we are in the early
stages of creating a new market and our objective
here is to have a market that works. We need not to
be so dogmatic about it and say we would never
intervene, but say that, in so far as we can, the long-
term objective here is to have a limited amount of
political interference. Copenhagen will be political
interference, but that we limit it in so far as it is as
predictable as possible. Everyone knows
Copenhagen is going to happen, a deal could arise
out of it, that will aVect things, that is predictable,
but we do not want it being adjusted constantly
depending upon our national preferences—and
remember that may well be, say, in terms of nuclear,
national preferences for a particular technology.

Q275 Chairman: If we are trying to create a market
that is reasonably stable and operates in reasonably
predictable conditions, your memo has made it clear
that you favour expansion of the scope of the ETS,
and we know that aviation is clearly prime candidate
for that, each time its scope is expanded that
introduces an element of uncertainty and, therefore,
the terms on which any new sectors are brought in
are crucial. Do you think it is possible to expand the
scope in this way without undermining the desirable
degree of predictability and stability?
Mr O’Brien: Yes. I think it is possible to do that. I do
not want to sound Rumsfeldian, but there are things
that the market knows are going to happen, that it
can see. We have indicated that we want to bring
aviation in and that, therefore, will create a new area
of trading. The market can cope with that sort of
change. I think it is more diYcult for the market to
adjust to constant interventions, sometimes at a
national level, which will cause problems for the way
in which the EU ETS or a wider global ETS, if we get
there or when we get there, might operate. It is
always a careful judgment but can it manage new
sectors? Yes, providing we give warning that they are
coming in and we say what we plan to do in terms of
bringing them in, I think that is entirely acceptable
and does not create a level of uncertainty for the
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market which the market cannot manage. If we go
beyond that, and we constantly, as somebody put it
to me, “mess about” with the way in which this
market operates from a political point of view, it may
bring short-term benefits but in the long term we
undermine the way in which the development of this
market might occur.

Q276 Chairman: How will you judge if Phase II has
been a success?
Mr O’Brien: I think we have to see whether we hit the
emissions targets under Kyoto. My view, as I have
set out to you, is that the objective of the whole
mechanism, the whole system, is to see if we can
reduce the level of emissions. That over the long term
is the test. But there are other tests too with Phase II.
That is the big picture test, but the others are: Are we
creating a market which is more sophisticated than
certainly it was under Phase I, which was really just
a pilot. Are we able to deal with some of the
problems that have developed—not just in Phase I,
which we sought to resolve to some extent in Phase
II and have had a fair degree of success in resolving.
There are still issues around CDMs; there are still
issues around the administration of the ETS; there is
still a lot of refinement to be carried on, the
methodology, the accounting. I know everyone
thinks it is very slow and everyone wishes it could be
done more quickly, but we are creating a very large,
very sophisticated, very important mechanism, and
we are having to refine it constantly. Will we at the
end of Phase II be in a position where we have
identified some more of the problems, resolved some
more of the problems, so that we go into Phase III
with a clearer view? We will in Phase III probably not
have got it perfectly right, but we will still be in the
process of developing markets. As we all know,
markets tend to develop over a long period, but it
will constantly require the level of long-term
political steer but a commitment still to have a
trading system rather than to have a politically
guided system.

Q277 Chairman: Do you have any concrete evidence
that emissions trading has so far produced a
reduction in emissions?
Mr O’Brien: There has been a lot of criticism of
Phase I, but if you look at the Massachusetts
Institute of Technology Report that suggested that
Phase I had produced a 4% reduction. Does it work?
The solid evidence we have up to now is that—and
the MIT report seems to suggest that there is some
reason to believe that, yes, it works, and even in a
pilot scheme that was much criticised—quite
rightly—it seems to have produced some reduction.
The NAO report which has looked at this has said
that 64% of the businesses which operate in this
scheme, about 900 installations in the UK, take into
account that there is an ETS system in terms of the
decisions that they make. We also have a market
which is absolutely massive and trades 25 million
tonnes a day. So there is a lot of work going on in this
market in itself, and therefore you are creating a
commercial opportunity, and that with a cap, and a
cap that will progressively tighten, aims to reduce

emissions. I think there is quite a significant amount
of evidence to show that the system over the long
term will work. Up to now it has produced some
results but we have to work with it and try to refine
it and make sure we have a system that delivers in the
long term.

Q278 Chairman: Would you agree that because the
severity of the recession understandably was not
foreseen at the time that the tighter caps for Phase II
were being set, unfortunately, it will be the recession
that cuts emissions now in Phase II and not the cap?
Mr O’Brien: It certainly is the case that as a result of
the level of activity in the economy going down we
will see the level of emissions going down. The test is
not so much whether the recession would have done
it or whether the ETS would have done it, but
whether or not we had a recession, would the ETS
have done it. I think there are some grounds for
believing that the answer to that is yes. Also, because
companies, 64% of them in the NAO Report, are
indicating that the ETS is aVecting their decision
making and if it is the case that they are making
decisions based upon the ETS, then I think we can
say that, in any event, recession or not, the ETS is
having an eVect by reducing emissions because
companies are saying it is having an eVect upon the
decisions that they are making and because the
market is building now. The prediction is that It will
be worth £97 billion in the course of this year.1 The
EU ETS market was worth ƒ63 billion in 2008, and
the global market was worth ƒ86 billion. That is a
big market. That is bound to produce an impact.
Therefore, I think we can say that in any event the
ETS is having an eVect. Whether the recession will
have a bigger eVect than the ETS, we will have to
wait and see. If that is the nub of the question you
are asking, I think we will just have to wait and see,
but I think we can say with some reasonable
confidence that the ETS is having an eVect in any
event.

Q279 Dr Turner: Government climate change policy
places a great deal of reliance on the EU ETS in
achieving a policy outcome of limiting temperature
rise to no more than 2)C. Given that background,
one assumes that there ought to be some numbers
attached to this policy and to the ETS. What levels
of CO2 equivalent reductions does the Government
feel that the EU ETS needs to deliver within the EU
to meet the 2)C target?
Mr O’Brien: To some extent this will depend on the
outcomes at Copenhagen. As far as the UK is
concerned, we want to see a 16% reduction in our
emissions in sectors outside the EU ETS up to 2020,
and if we have a deal, a 30%, say, deal, across the EU
as a result of Copenhagen, we will be looking at 26%.
That is overall outside the EU ETS. What
contribution ETS will make in addition to that—and
remember you cannot place all weight of climate
change policy on the ETS alone—

1 Note by Witness: The EU ETS market was worth ƒ63 billion
in 2008, and the global market was worth ƒ86 billion.
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Q280 Dr Turner: It would be foolish.
Mr O’Brien: It is a very important part, but there is a
range of other policies which we are pursuing in any
event. We have to look at the way in which we reduce
emissions as a whole, across the board. We are taking
the view that we want to see these reductions and we
think the ETS will make a substantial contribution
to it, but the extent of it will be dependent upon the
way in which the ETS operates. The 16% is in non
ETS areas, but I think in terms of what we expect
from the ETS itself, perhaps David might set out
some of the figures.
Mr Capper: The Phase II cap across the whole of the
EU is set at just over two billion tonnes of CO2

equivalent. The cap that has been agreed in
December as part of the EU climate and energy
package takes us down to about 1.7 billion tonnes by
2020. That in itself is a 300–400 million tonne saving
across the EU. If you compare it to the baseline
figures, the verified emission data for 2005, which are
just over 2.2 billion tonnes, then you see it is about
a 500 million tonne saving. In terms of the amount
of emissions covered by the UK within the EU ETS,
this is diYcult to calculate for 2020 because we have
a number of EU procedures and EU discussions that
need to happen before we get to the point where we
will know exactly what numbers of allowances we
will be auctioning in Phase III and also the numbers
of allowances we will be giving free to installations
on UK territory. The estimates that the European
Commission made in their impact assessment on the
EU 2020 package is that the combination of those
two things, the free allocation and the auctioning,
would lead to emissions of around 199 million
tonnes in 2020, which is below the current levels. We
saw 265 million tonnes, I believe, as the 2008
emissions from the UK installations. That hopefully
gives you some order of the magnitude, that really
very, very big savings happen in those sectors
covered by EU ETS across the whole of the EU. A
saving that delivers something like 500 million
tonnes over 15 years is really a pretty significant
carbon saving.

Q281 Dr Turner: Can we look at the process of cap
setting itself. Has that involved former scientific
modelling using numbers to arrive at a cap which
will produce the result we want, or has it in fact been
a pragmatic process of what can be politically
achieved within the EU?
Mr O’Brien: I think it is part of both. Perhaps David
could go through some of the technical stuV and
then I will deal with the political side.
Mr Capper: The emissions trading theory is that you
set your overall target in relation to what the science
is telling you. This is why the EU has ended up with
this 20% unilateral target or the 30% target assuming
a comprehensive international agreement at
Copenhagen. Under those targets, you need to make
a decision about which of those emissions will be
covered by the EU ETS and which of those
emissions will be covered by other policy
instruments. The decision that the EU faced in
December last year was to determine the split of
eVort between those sectors that are covered by EU

ETS and those that are not covered by EU ETS. The
logical decision from an economic point of view that
the EU came to was that you would do it on the basis
of economic eYciency. The whole idea behind the
EU ETS is that you reduce emissions at least cost. It
was agreed in December that two-thirds of the eVort
to meet our 20% target will come through the EU
ETS cap, and so you have that process where you
have the overall targets which are determined by the
science and what is politically agreeable and then
you have the process by which you try go get those
emission reductions at least cost. Because of the
eYciency of the EU ETS and the abatement
potential within the sectors covered by EU ETS, we
have ended up with this position where EU ETS
sectors will reduce across the EU by 21% compared
to 2005 emissions by 2020.
Mr O’Brien: Chris will say something on the science.
Mr Dodwell: Global emissions are the key thing in
terms of the 2)C target, because a tonne of carbon
emitted here is the same as a tonne of carbon emitted
anywhere else. The 30% target which the EU
adopted was adopted in line with the IPCC
recommendation that we needed to have, in Annex
1 terms, within the 25–40% range by 2020 and that
other developed countries also needed to take
comparable eVort to come on board with those kinds
of targets. Basically, this is aiming towards a global
peak in emissions by around 2020 and then
decreasing to very low levels, and at least half 1990
levels, by the middle of the century. There are a
number of ways you can draw these trajectories. You
can either frontload eVort, which requires obviously
early political will, or you can delay eVort, which
requires belief in the technical feasibility of rapid
reductions that can turn things round. We are doing
some further work with the Hadley Centre on trying
to establish what these trajectories really look like in
global terms and then how you can relate that to
target the US is willing to take on but also the
deviation that you need from business as usual from
developing countries as well. The EU 30% is
consistent with the IPCC’s recommendation. As
David explained, the rest of the target for the EU
ETS flows down from those headline figures.
Mr O’Brien: In terms of politics, obviously how
much you are able to frontload depends on your
domestic politics. We and Italy may have diVerent
views on how much you can aVord to frontload and
obviously the issue is still a very moot one in the
United States.

Q282 Dr Turner: We have heard some interesting
comments from David Kennedy, Chief Executive of
the Committee on Climate Change, that in Phase III
of the EU ETS the UK purchases of credits would
mainly be paying power companies in countries like
Germany and Poland to switch from coal to gas. In
other words, our energy bills would be going up to
pay German power companies to do what they
should be doing anyway, and in no way would this
be financing a step change in low-carbon technology.
Is this an intended outcome of the policy? I am sure
it is not.
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Mr O’Brien: It is not an intended outcome. The
overall aim is to reduce emissions and, clearly,
depending on carbon capture and storage issues—
but let us leave those aside for a moment—the move
from coal to gas will contribute towards doing that,
but the objective is to move more eVectively towards
low-carbon generation rather than moving simply to
gas—which of course has quite significant emissions
in any event.

Q283 Dr Turner: Does it not suggest that there is a
weakness in the cap-setting mechanism? If that is
what is happening in Germany and Poland, clearly
the correct incentive for Germany and Poland would
have been to tighten the cap on Germany and
Poland rather than them being able to buy their way
out at our expense.
Mr O’Brien: We are part of EU ETS. Some countries
are taking a somewhat diVerent view from us in
terms of how far they are prepared to move and how
quickly and how protective they want to be with
some of their industries. Whilst you are right in
saying that from the UK’s point of view, as a country
which is seeking to take a lead in encouraging the
process of reducing emissions, we would hope that
other countries, including countries like Poland,
would have a view that they too would want to see
significant reductions, they, at the same time, are also
concerned that for all sorts of historical reasons they
want to continue to support the power generation
that they have for a bit longer. They are part of the
system but they have problems which they feel
domestically they have to work through. In a sense,
it is precisely the point that I made earlier, which was
that for ourselves, for Italy, for Poland, the degree of
frontloading on all this depends on what the
domestic politics will wear. Here we have a broad
consensus that we need to deal with this issue. In
some other countries there is a level of debate and
also a level of concern about the impact on their
economy—which is much greater than ours.

Q284 Dr Turner: How are all these processes going
to contribute to the development of low-carbon
technology development? What contribution do you
think the EU ETS process is going to make towards
low-carbon technology development?
Mr O’Brien: It will ensure, as the NAO Report says,
that companies look when making decisions at not
just what the Government and the EU is suggesting
they should do but at what the emission trading
system encourages them to do and also at where the
penalties would be if they do not start to cut
emissions. The more eYcient companies will see that
there are benefits for them; the less eYcient
companies will see that there are downsides,
disadvantages for them, and hopefully adjust their
behaviour. In Phase III, when we are looking at some
of the benchmarking, we see that there is quite a lot
of encouragement there for companies in particular
sectors to match the best in their sectors. The
average of the top 10% is the benchmark. We are
looking at trying to find ways in which we encourage
companies to do the best that they can in terms of

reducing emissions. Will it have an eVect in the UK?
Yes. In fact, all the evidence is that it is already
having an impact.
Dr Turner: We will come back to that.

Q285 Colin Challen: The attention in Washington as
to the Waxman-Markey Bill—which is being
reduced, it seems, in its ambitions as it goes through
Congress: I think it is now down to 17% CO2 cuts,
2020 target, but based on a 2005 baseline, unlike our
1990 baseline—eVectively, as I understand it, it is
equivalent to 4%. What implications does that have
for our 2020 targets in the EU, because we are
seeking to be a lot more ambitious than that?
Mr O’Brien: We are. I spent four or five days in the
United States the week before last talking to some
people from the administration and from Congress,
and also from some of the think tanks and the
companies, about, among other things, Waxman-
Markey. It is clear that this has quite significant
implications. It is a major step for the United States
from the previous eight years. I think we need, first
of all, to recognise that. The debate in the United
States is quite diVerent, it seemed to me, from the
debate here. The debate there is primarily around
energy security rather than climate change. Climate
change is there, but as a secondary issue, whereas
here climate change is very much a leading issue and
energy security is important too. The debate in the
US is diVerent. We have seen quite a broad-based bill
and a very serious attempt by Waxman and Markey.
They are both seriously committed on these issues
but they also operate within a system where they
know they have to do compromises. They have tried
a very broad-based bill. It has a number of
controversial areas in it, some of which will
contribute towards dealing with global warming—
particularly some of the issues around nuclear are
quite controversial, and they have tried to steer clear
of them—but we also know that when it gets into the
Senate the bill is going to have a lot more diYculty.
We therefore need to watch with care how this
develops. If they are able to set up a cap and trade
system in the United States, that in itself will be a
major advance. That will be enormously important
for us and of great benefit for the EU ETS and of
great benefit for dealing with emissions on target.
Will it be set up in the way we would best like? Well,
they are going to make their own decisions rather
than being told what to do by us—that is very
clear—but it is an ambitious bill within the
American context. It is subject still to a lot of debate.
I suspect there will be some further amendments to
it. All the indications I got were that there was a lot
of controversy still around it. What are the
implications for us? I think the big one is really what
are the Americans going to do at Copenhagen. If
they can get Waxman-Markey through this year,
that is the best window of opportunity—because
next year is into the mid-terms, and this produces all
sorts of political issues for them, particularly in some
of the coal states. The question is: What is the
administration’s point of view going to be? If they
have got Waxman-Markey through by the end of the
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year, or it looks like it is going to get through within
a month or two of the start of the following year, I
think the administration is in a stronger position.
The administration’s indications for Copenhagen at
the moment seem to be that they have learned some
of the lessons of Clinton on Kyoto (that is that
Clinton wanted Kyoto but Congress did not) and the
impression I got from talking to various people was
that the administration had taken the view that they
wanted to ensure that whatever negotiating position
they had at Copenhagen was one which they could
deliver through Congress. They did not want to be
back in the same position where they just could not
deliver this agreement. I think Waxman-Markey will
have quite an important impact for that on Europe
and an important impact too in terms of the way in
which we are able to negotiate and the deal we are
able to negotiate at Copenhagen. If we are able to get
a cap and trade system at whatever level that
operates eVectively in the US, that is a big step
forward and we must not underestimate the
importance of it, even though it may not be at the
same sort of level that the EU has. One additional
point is of course if it is all set at a diVerent level it
makes linking up the systems a bit more diYcult, but
I think in a sense we have to work our way through
that process over the coming decades, developing
this system by linking up various ETSs that have
been created is not of itself going to be an easy
process.

Q286 Colin Challen: I would agree with the
statement that is taking a big step forward,
particularly on the record of the last eight years, but
it does beg the question of what benchmark we
should put in place—and I assume that we ought to
put a benchmark in place—in Copenhagen for our
intended budget of 30% by 2020. EVectively what
the Americans might be oVering—and this is their
best oVer—is worse than Kyoto. Kyoto was 5%
based on a 1990 baseline. If the Americans are
talking about 4% on a 1990 baseline, how is it we can
tell the public that we are going to increase our
targets by 2020 merely because the Americans are
oVering us that? That surely is not the basis of a deal
with Copenhagen.
Mr O’Brien: I think these things are going to have to
be negotiated. The American administration will
come to Copenhagen and we are hoping that they
will come with a view (a) to making a deal—which
is important—but (b) to doing it on a basis that will
seriously drive down emissions. At the moment there
is a lot of contact going on, not just with the United
States and the EU but also with other countries, to
try to feel out what the negotiating positions are
going to be at the end of the year. The picture is still
to some degree opaque. The EU set out broadly
where we want to go in January but the US is still
working its way through some of that process. If it is
the case that the US have a view about where they
are going to set their limits and that is very diYcult
for us, obviously that is what negotiations are about
and we will have to see how that comes out. I mean,
it is diYcult to predict.

Q287 Colin Challen: I fully understand the
diYculties. This is perhaps the most intractable issue
on which to negotiate. A secondary point about
Copenhagen, given that we are talking of the 30%
target if there is a deal, is what constitutes a deal.
People can sign an agreement, just as they did in
Kyoto, and then, as far as the States are concerned,
they have the same problem now as Clinton faced
and that is getting the treaty ratified.
Mr O’Brien: Yes.

Q288 Colin Challen: A big diYculty: 67 majority
required in the Senate, I understand. Do we say,
therefore, that we would change the third phase of
the ETS to a higher target purely on the basis of
people agreeing a deal, or is it based on ratifying the
deal? That is a key point as we have had all the
experience of Kyoto. What is the timing involved?
The third phase starts in 2012. Copenhagen or
Kyoto plus whatever it is should be ratified by 2012
to be continuous. What is the timing? How do we
start planning?
Mr O’Brien: At the moment we are setting out where
we want to be and what our proposals are. Once we
have got through Copenhagen—and we all hope we
will get to a deal—we are then in a position where we
will have to make some judgments about what is
going to be delivered and by whom. It will not just
be the United States that we are concerned about,
but the United States will be an absolute key player
in a successful outcome. We are going to watch very
carefully what is likely to be ratified by Congress. I
have indicated where I think the administration are
looking at it. You are asking what do we do and
when do we announce things: Do we wait for the
ratification or not? I think we look at where we are
when we have the deal and we then make a judgment
about where we go from there. We are in a position
where we are trying to set an ambitious agenda. To
some extent, some in America see it as much too
ambitious. We take the view that if we are going to
hit some of the targets, if we are going to have the
reductions in emissions that we need to have, then
we need to be very ambitious indeed, but there is still
domestic politics in the US and other countries that
we have to take into account. I know that Chris
wants to say something about the US position.
Mr Dodwell: The Waxman numbers that you have
been citing refer to the 85% of the economy covered
by their cap and trade system and it is important to
recognise that they do envisage additional
reductions being made on top of that. First, through
a significant portion of finance going to finance
reductions in international deforestation that could
add up to a further 10% on top of the numbers that
you were mentioning. This would take them to
around 15% against 1990 levels, since we are viewing
this as a “target” rather than necessarily where the
reductions actually take place. Secondly, there are
complementary measures in the Bill standards and
other policies for the energy sector. Also, the Obama
administration have just announced a new initiative
on vehicle standards. It may well be, therefore, that
there are additional measures that take America
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further than the headline number that you have just
been citing. We are really looking for countries to
come forward with initial propositions and then the
ability to move forward further, to higher targets. We
have just seen the Australians in the last month or so
come out with a revised target where they will say
they will move to 25% under the right sort of
political conditions at Copenhagen. The Japanese
will be announcing a mid-term target later this
month. It looks like that, again, is going to be some
form of unilateral target which might suggest that it
could go further under appropriate conditions or by
the use of financial flows, oVsets into other
countries. Then, finally, just to come back to the
process in the EU, what is set out in the European
legislation is that the Commission will review the
situation after Copenhagen on the basis of what the
agreement looks like and then will come forward
within three months with a proposal on how the EU
should move forward, including where the relative
distribution of eVort should be between the traded
and non-traded sector, and that would be what
would lead to the renegotiation of the ETS Directive
and the legislative measures covering the non-
traded sectors.
Mr O’Brien: When I was saying “we” I was talking
about the EU at that point. The UK has a view
about what the EU should do. The EU will then
have to work through its own negotiations with the
Commission and agree what it decides collectively
to do.

Q289 Colin Challen: In terms of the proposed
increase of 30%, what is your view on how much of
that should be domestic eVort within Europe or how
much of it is going to be, if you like, bought in from
developing countries?
Mr O’Brien: This is very important. The maximum
amount of domestic eVort should be made, but we
also have to recognise that the global phenomena of
global warming means that we want to encourage
developing countries also to make an eVort. There is
not a complete answer to your question because we
will need to see what the outcome of Copenhagen is
for developing countries and whether CDMs or
something similar, sectoral deals, or however we are
going to go forward in developing countries. Let us
see where we come out at the end of Copenhagen,
with the mechanisms that are available for
developing countries, and, therefore, how much
contribution the developed countries have to make
and what their role is, what the nature of those
contributions is and how they are going to be made,
and whether we are keeping CDMs and in what
context, in what reformed way. There are a lot of
question marks around this, but as a basic
proposition, a sort of position of principle, we want
to see the maximum eVort made domestically. We
want to keep open the option of purchasing various
kinds of credits because they can have a significant
eVect in other countries—and this is a global issue—
but we have been clear in saying that we want the
maximum amount of eVort domestically.

Q290 Colin Challen: If that 30% does not kick in and
we stick with the 20%, what happens after 2020?
Because everything is going to have to be upped, the
ambition will have to go practically oV the scale. The
Kyoto experience does not inspire a great deal of
confidence that we can up our eVorts after a long
period of endeavouring to get 5%, regardless of our
own UK position or that of Germany, which, for
various reasons, has hit he Kyoto target.
Mr O’Brien: I was listening yesterday to Mr Tanaka
from the International Energy Agency. He gave a
lecture at Chatham House. It was on the record, so
I can talk about it. He was emphasising the amount
of expenditure that there needs to be to make the
emissions reductions, the change, the energy
revolution that we need, and comparing it to the
stimulus packages that have been announced in the
last year. He claimed that we are talking, over a
longer period, of figures six times that amount, just
in terms of the level of investment, much of it coming
from the private sector, that you have to put into
making the level of change happen. I have not had a
chance to look at Mr Tanaka’s figures, so they are
not government figures, but you are right to say that
if the level of ambition post-Copenhagen is not as
high as we hope it will be—and there is a great deal
of ambition on the part of the UK that Copenhagen
should succeed and deliver significant changes, but
if, say, it does not work out that way—by 2020, yes,
we will be in a very diYcult position worldwide
because the level of eVort required to be made will be
enormous, and Mr Tanaka’s figures may well be on
the low side by 2020. Who knows?

Q291 Chairman: Looking at the global position, you
have touched once or twice on the question about
how the EU Emissions Trading System might be
linked up with the wider system realistically? When
do you think we could see a global system which is
robust enough to drive a carbon price which will
incentivise investment in low-carbon economies?
Mr O’Brien: I do not have a clear date. Jill wants to
say something on this.
Ms Duggan: We have a European position on how
we think that might be developed—which is
probably optimistic and ambitious, but there is no
harm in being optimistic and ambitious—which is to
have OECD countries, have a series of linked
trading systems by 2015 with major sectors from
advanced developing economies linked into that by
2020, looking towards the development of a global
carbon market at a company level, company-based
trading, by 2015, based on the assumptions that
developing countries reach a certain stage of
development before joining into that cap and trade,
so that they get the benefits of the Clean
Development Mechanism or its successor prior to
that. We are looking at, over the next four decades,
building up a carbon market. Our experience in the
UK and Europe is that we have learned an awful lot
over a relatively short space of time, but there is still
more to learn, and so certainly over the next decade
there will be a step-by-step process towards this.
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Q292 Chairman: Are we arguing actively with other
countries to try to encourage them to move in this
direction?
Ms Duggan: We are certainly talking to other Annex
1 and OECD countries about the benefits of linking
long-term, particularly linking company-based
trading systems. I think our experience would
indicate, particularly our pilot phase of the
European Trading System, that it was useful for
most trading systems to run on their own for a
couple of years to deal with any unintended
consequences. It is not an immediate goal; it is a
medium-term goal where other countries are open to
those arguments, but they do need to deal with
domestic acceptance first.

Q293 Chairman: Are you encouraged by the
response that you are getting to these conversations?
Ms Duggan: I think we need to recognise, as in the
UK and Europe, that you need to get political
acceptance of cap and trade, which is something that
they are working very hard at in Australia, in the US
and in Japan and South Korea and other countries.
The immediate goal is to get acceptance for cap and
trade and to get cap and trade running. Once you
have done that and you can deal with that within
your own domestic legislation, that is the time to
start looking outwards towards linking. Prior to that
there is a need to be aware of what you might need
to design into your trading system in order to make
it linkable.

Q294 Chairman: Has any thought yet been given to
how we could link together schemes? Some will have
weaker caps, some will allow for a much greater use
of oVsets, some might want to have price ceilings or
price floors, but there are a number of diVerent
characteristics which people could incorporate.
Certainly our discussions in Washington recently
made me anxious about the potential of oVsets, for
example, in the US cap and trade system. Has work
been done on how you can make all these diVerent
schemes compatible?
Ms Duggan: There has been a certain amount of
work. The work that has been done to date indicates
that there are technical fixes for everything pretty
much, but of course it is the political certainty and
the transparency, as far as business is concerned, that
is going to be important. I think that will be a
negotiation and probably a certain amount of
compromise between trading systems to do what we
have learned in Europe, which is that we have
learned that we need to harmonise to get that
transparency over time and Phase I to Phase II to
Phase III has taken us in that direction. Other
nations are not yet in that position and I think you
need to start trading quite often in order to recognise
the need for harmonisation.
Mr O’Brien: Australia and New Zealand are in a
position where they are looking to start in 2011. The
Japanese have their voluntary scheme. The South
Koreans and Taiwanese have expressed interest: they
want to do something, but what will they do? In a
sense, we are in a situation where we do not know
what the other ETS schemes will be like. Much of the

work we can do now, in a sense, is to speculate and
to try to work out how we can deal it, but, as Jill says,
the view is that there are technical fixes to these
things and that should enable us to begin some
element of linking up. The view generally from
talking to other countries is that they envisage a link
up—of course, always on their own terms.

Q295 Mr Caton: Minister, in your opening
statement you foresaw us continuing to use cap and
trade even beyond 2050—at least as a possibility.
Lord Stern has argued, however, that in the years
towards 2050 the scope for trading will get less and
less as the opportunities for low-cost abatement dry
up and the countries have to do more at home. He
says, “We would expect the volume or trade to rise
over the next 20 years or so and then start to fall.
That would be a feature of success.” In your opinion,
when would emissions trading eVectively cease, with
all countries having to concentrate on decarbonising
their own economy?
Mr O’Brien: I do not know the answer to the
question, in the sense that it all depends. I suppose
that is the only answer I can really give. But you are
right that Lord Stern took a view that the volume of
trade would potentially, in due course, start to
reduce and countries would have to find
technological and other means. We see the ETS as an
enormously important mechanism to help us move
towards less emissions but we also know, all of us,
that there will be a range of other ways in which we
do this. There is domestic government action in each
country. We have the energy eYciency and insulation
projects announced last September in this country
and a range of other things that we are doing. We
know that other countries will also develop their
own schemes and technology, the introduction of
electric cars and the way in which we have a more
sophisticated grid, the so-called smart grid, where
you can manage much more eVectively the amount
of emissions that there are and the amount of use of
energy. There are a range of ways in which this
market will change over the years. Whilst I think
Lord Stern is probably right that the volume of pure
carbon trading will reduce in the long term, quite
what the nature of the market will be in the long term
depends on a number of other technological as well
as other kinds of changes. It is, therefore, very
diYcult to predict what exactly the ETS will look
like, and we do not really know, in 2040/2050, so I
am sure, as sure as we can be looking into crystal
balls, that there will be a market mechanism ahead
there which will ensure that there is a commercial
incentive in order to reduce the level of emissions,
that the amount of carbon emitted hopefully will be
substantially lower and, at that point, you are in a
position where the level of trade reduces, so it is
diYcult to predict, but there will, I suspect, be some
kind of trading scheme into the future. The detail of
how and what it will look like, I bow to Lord Stern
and his views.

Q296 Mr Caton: Returning to what we were
discussing a little earlier, the objective of creating a
world-wide carbon market, can I quote from the
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evidence that we had from EDF,2 who said that the
evolution of a global carbon market will take too
long “to meet the specific needs of the UK, where
decisions on the role of low-carbon technologies in
replacing capacity over the next ten to 15 years need
to be taken now”. By the time the EU ETS has
developed into a global carbon market, exactly how
relevant is it going to be to the kinds of actions that
we need to take to decarbonise the UK?
Mr O’Brien: Essentially, what you are looking at is
the way in which we have support available for
companies like EDF, for a carbon price and so on.
They have taken the view that they want to see some
support for renewable targets and for the
development of nuclear as well through a carbon
price, and quite how, they are not entirely specific
and I would be interested to know precisely what
they have said would be their answer on this. They
have various diVerent views about what they would
want to create, so I would be interested in how they
would actually deliver on this.

Q297 Mr Caton: Do you share at all their concern
just about the timescale?
Mr O’Brien: Not to the extent that they have put it,
no. I think that what we do need to do is make sure
that we have other mechanisms which will ensure
that we deliver the reductions, and those have to
happen in any event, but I think you have to look at
where EDF are coming from and precisely what it is
that they are looking for in terms of their commercial
position. They have been a very forward-looking
company in many ways, but they have also been a
company that is operating in a market.
Ms Duggan: I think you are right in that it is very
diYcult to get a very high carbon price in the short
term that sends those very strong signals. I think
what we have learnt in Europe actually is that the
continuation of the market has been particularly
important. The Minister has quoted figures from the
National Audit OYce and also from the Point
Carbon Survey which found that participants,
because they have certainty on the continuance of
the emissions trading system, do take its future
existence in account and the carbon price into
account in making investment decisions. However,
we also have other policies that are intended to help
induce the right behaviour in the short term, so in
Europe we have a renewables target for 2020 as well
as the emissions reduction target which sends that
very, very strong signal to EDF and other companies
about the direction of travel that is required. We
have various funding available through a variety of
measures and a recognition that there will be funding
available, and David might want to say something
about the use of auction revenues across Europe
post-2012 which can help support some of those
technologies which will be required in the shorter
term.
Mr O’Brien: I saw the comments of Vincent de Rivas
the other day in the newspaper, saying that we
needed to have more intervention to hold up the
carbon price. I know that that is his and EDF’s view,
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that, in order to ensure that the commercial
propositions around nuclear are as good as they
want them to be, there should be that level of
intervention. I think, for the reasons I have already
set out and I will not repeat them, there are questions
as to whether we should take a political view and
intervene and start supporting prices. We have said
that, as far as nuclear is concerned, we are not
providing subsidies for nuclear and that is our view.
We think that nuclear will actually wash its face itself
and that is the view that EDF have taken up to now,
interestingly, as the carbon price has fallen
somewhat, as have other prices, due to the economic
situation globally, but EDF have taken the view that
they would make the statement that they have in the
last few days. I think David wants to say a few words
on this.
Mr Capper: I was actually only going to reflect on
your previous question about what trading will look
like in the longer term because it is, I think, a
surprisingly poorly known fact that in terms of the
EU ETS the world does not stop in 2020. I think
some people have the idea that what was agreed in
December is that we have set our cap to 2020, but we
have not said what happens beyond that, whereas
actually what was agreed in December does set the
cap out in fact all the way until it gets to zero, which
is about 2066. Now, of course after Copenhagen,
assuming a successful agreement, we would hope
that you would have a tighter cap which would
reduce even more quickly than that, but I think that
does give a good indication of where in the longer
term we would see trading going.

Q298 Colin Challen: Just following on from this
theme, I am a bit worried when we think too much
about the longer term and try perhaps to avoid
getting our house into order more immediately. The
National Audit OYce, in their recent report, where I
think the facts of that report were agreed with
DECC, concluded that the current price of EU ETS
allowances is “insuYcient to stimulate major
investment in low-carbon technologies”. Now, given
that this report was agreed with DECC, do you agree
with that conclusion and what is being done about
it?
Mr O’Brien: Well, there are other mechanisms in
place to encourage low-carbon technologies, but, in
a sense, it comes back to Martin’s point which was
to what extent and indeed Tim’s point about the
extent to which governments should be intervening
here, and I think we need to intervene in particular
ways to encourage, as we have done with the RO, the
development of certain kinds of renewables, and we
have indicated that we will support particular kinds
of renewables and there is, in a sense, a consumer
subsidy which is in there to develop those
renewables, so we are not entirely reliant—

Q299 Mr Caton: That is a recognition of the failure
of the ETS, is it not, in driving low-carbon
technologies?
Mr O’Brien: No, far from it. It is a recognition that
you cannot put all the burden on ETS. ETS is a
mechanism, not the only mechanism, a very
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important mechanism, but we have got to have a
range of other mechanisms that will enable us to
deliver the amount of emissions that we need to
make. The idea that the ETS and the cap of itself can
deliver everything is just wrong. We are going to
have to pursue in the coming decades, and indeed
now, a range of policies which enable us to reduce
emissions and to move to low-carbon technologies
of diVerent kinds, and some of those are low-carbon
technologies we have decided that we will give
subsidy support to through the consumer and some
of them we have not. I have got the signals from
colleagues who want to come in and add something
to this.
Mr Capper: I think that this is a widely accepted
strategy for reducing emissions and I think it goes
back to, as somebody mentioned earlier, Lord Stern.
The Stern Report said very clearly that what you
needed was to put a price on carbon, which is what
the EU ETS does, but that, in order to reduce
emissions, you do not just need to do that, you also
need to do other things, and one of the other things
that you need to do is develop specific mechanisms
to bring forward certain technologies that will be
needed for a low-carbon future, so, as the Minister
said, what we are doing on renewables and what we
are doing on CCS are things which complement
putting a price on carbon. It is not a kind of either/or,
but you need both of these things in order to move to
a low-carbon future.

Q300 Colin Challen: But an infamous DTI leaked
document a couple of years ago, widely reported in
the press, argued that we should not invest too much
in low-carbon technologies through direct public
support because it would damage the ETS. Those
arguments are still quite live, I imagine.
Mr O’Brien: Well, I have not particularly been party
to any debate like that in recent months, certainly
since the setting up of DECC, but it is the case that,
in anything you do, you have to look at the
implications for other policy levers. What we are
doing is developing an ETS which, we hope, will be
a significant policy lever that will have substantial
benefits for decades to come, but I would just repeat
that it is only one of a number of policy levers and
we have got to pull the whole range of them in order
to get the sheer level. I think there still is not out there
broad public comprehension of the degree of change
that needs to be undertaken if we are to reach the
levels of reductions that we have to do. The sheer
scale of the level of investment is massive and it will
require big investments in nuclear, in renewables, in
the grid, in wider connectivity over a number of
decades and at a high, sustained level of investment.
What we have with the ETS is a market mechanism
which drives down the level, we hope, or the aim of
it is to drive down the level of emissions and to create
a market which will encourage the development of
those low-carbon technologies. Taken together, we
can achieve this green revolution. I often say to small
groups of businessmen in the energy industry who
are sort of very perhaps conservative in their outlook
in all sorts of ways, basically the Che Guevaras of the
energy revolution, that the scale of what they are

going to do is going to be massive and they have got
to grasp the sheer scale of this and they and their
companies are going to be making these changes
over a number of decades. This is a long-term thing,
and the ETS is one of the levers that we will use to
deliver this, but we will use a lot of other things as
well.

Q301 Colin Challen: I agree that we need a portfolio
of things, including cap and trade, but is it not true
that the ETS has been the weak link in the chain up
to date, and perhaps it will get better, but perhaps
one of the ways it should get better is with a tighter
cap which drives up the price of carbon? Let us
forget floors, let us just talk about a tighter cap
because is that not one way that we should address
this problem of its weakness?
Mr O’Brien: Well, a tighter cap for ETS is certainly
a mechanism that of course we are looking at both
at Copenhagen and beyond, so a tighter cap is part
of the mechanism, but putting everything on to that
and saying that that of itself will deliver everything
is not going to be enough. Has ETS been a weak
link? Well, the weakest part of ETS so far, and we are
only at the start really, has been Phase I and, even
there, MIT suggest we had a 4% reduction. Now, if
it had been tighter and the cap had been tighter and
we had not had all these surplus allowances, maybe
we could have delivered a lot more. Well, of course,
yes, in that sense, it was weak, but it was also a
success, so there is not a simple way in which we can
either dismiss it or say that ETS has been a great
success. We are at the start of developing a
mechanism that will have to define itself, get more
sophisticated and change significantly over a longer
term so that it starts to deliver more eVectively the
things which it is there for.
Mr Dodwell: A lot has been said on the idea of
trading schemes being eVectively necessary, but not
suYcient, and I think that is clear. As David
suggested, we are over time wanting to send out a
long-term signal that we are moving to a zero-
carbon energy economy and the cap eVectively does
reduce to zero. That is what needs to happen over
time and to get to those parts of the mitigation cost
curve that are more expensive, you are going to need
complementary measures, as we are doing on CCS.
But, in the meantime actually, with the abatement
techniques and the abatement that takes place, other
things will play a role, so the example you cited of
moving from coal to gas, that actually is a legitimate
abatement technique. Were it not for the
establishment of a carbon price, coal would continue
to be burned in those plants in Germany and in
Poland, and it is a positive signal that people have
seen that a carbon price is eVectively changing their
behaviour and reducing global emissions. The other
thing I wanted just to comment on was actually the
interdepartmental working relationship which you
sort of alluded to. Let us not shy away from the fact
that there is a potential tension between diVerent
objectives, an objective of security of supply and an
objective of low-carbon technology, and the
challenge that we face and the challenge that DECC
was put in place to address is how to resolve those
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two things and take them forward in a way which
not just reflects both of those imperatives, but also in
a fair deal for consumers, for industry and business.

Q302 Colin Challen: The specific point made in that
leaked document was that, if you invest public
money and subsidise low-carbon technologies, that
depresses the price of carbon and, therefore, the
ETS. That was the argument that was used in that
document and, I guess, that must still be true.
Mr O’Brien: Well, it depends on the cap, does it not?

Q303 Colin Challen: Well, yes, that is why I came to
the point about the cap.
Mr O’Brien: If you put in your subsidies and
encourage low-carbon technnologies, yes, I suppose,
if your cap stays at a certain level, that will depress
the price of carbon, but, if your cap reduces at the
same time as you are doing the subsidy, then you
have still got the market, therefore, and a price
should be being set within that market.

Q304 Colin Challen: And that work is being done
presumably?
Mr Dodwell: But, equally, if you are complementing
an existing price in order to eVectively encourage the
use of technologies that would not be picked up at
that carbon price, then they do not work against
each other, they complement each other.
Mr O’Brien: There is also a need sometimes, as we
are doing with CCS, to decide that the market simply
will not fund a particular change in technology and
there has got to be a political intervention in order to
create a funding stream for that.
Mr Dodwell: I did just want to make one other point
about the working relationship and the political
conditions in the UK. I think we have to recognise
how much ahead of the field we are in terms of the
resolution of tensions between diVerent
departmental priorities and in terms of the political
conditions in comparison with other countries. You
see the debates in Australia, you see the debates in
Japan and the debates in the US and you do not have
the same coincidence of objectives and of aims. You
have industry eVectively pushing back against the
low-carbon agenda because they are concerned or
they are in a state which, you will recall, we were
perhaps in before the introduction of the EU ETS.
One of the things, I think, we do have to consider,
and I know the Committee is active in pursuing this,
is sharing our experience of actually how you can
overcome initial resistance from stakeholders so that
they can begin to see the prosperity agenda here, that
there are actually opportunities in this move to low-
carbon technologies which allow you to address
both the climate change objectives and your energy
security objectives at the same time.

Q305 Joan Walley: Minister, I am still perhaps
concerned that there just appear to be mixed
messages coming out because, on the one hand, the
evidence that you gave to us says that the EU ETS
provides “a long-term price signal sought by
investors” and just now you told us that obviously
that is not the only thing, it is part of a whole raft of

measures that is going to deal with this. When we
had EDF sitting in those same seats a couple of
weeks or so ago, they told us that they did not believe
that the long-term signals would be there, at the
moment, beyond Phase III. The implication of what
they were saying is that, in the absence of any clear,
long-term signals for Phase III and beyond, that
aVected the decisions that they were making about
their investment now, and basically they were saying
that they would have to take decisions now about
what to invest in and that the payback time for them
would be beyond 2017 and there is no clear
indication about what the price of carbon would be
at that stage. They were saying that eVectively it will
just lead to them building more gas-fired power
stations, and I just wonder how you are responding
to those concerns.
Mr O’Brien: Well, in a sense, they are right, but we
do not want to build too much into that. Forward
markets develop over a period of time and at the
moment the carbon market, because it is linked so
tightly to the energy market, has not got a long-term
forward market built up yet, so, if you wanted to,
say, work out what the price of forward purchase in
2017 is on the carbon market, well, you cannot do
that very eVectively because everyone knows that
decisions are going to be made post-Copenhagen,
whatever they are, and that, one way or another, is
going to have an implication. In a sense, EDF are
stating partly the blindingly obvious, but also I think
that, if they are saying that means that, because we
have not got a clear carbon price set for 2017 yet, we,
therefore, cannot make a decision on whether to
build a nuclear reactor, I think they are going to
move towards building a nuclear reactor in any
event. They have just invested £12.5 billion in buying
British energy, so the idea that they are not going to
do anything at all is, I think, probably unlikely. EDF
are here because they want to make long-term profits
in the UK in the energy market here, they see it as an
enormously good market, we welcome them here, we
want to see them do well as well as other companies,
but the decisions that they make are not all going to
be based on whether they can predict what the
carbon price is going to be in 2017 when their first
nuclear power station opens; I simply do not buy
that.

Q306 Joan Walley: But is there not as part of this
whole debate a further issue, and you said just now
that there was going to be this level playing field and
that the Government was not going to be coming in
and giving preferential treatment to certain aspects
of diVerent investments, but is it not the case that,
unless the Government underwrites any or some of
the extra costs—
Mr O’Brien: Sorry, underwrites the extra costs of
ETS or other technologies?

Q307 Joan Walley: Are the people who are wanting
to invest wanting to see exactly what these extra
measures are that the Government will be bringing
in alongside the price of carbon and the EU ETS?
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Mr O’Brien: Of course, every company that is
making an advanced decision on investment on the
scale that a company like EDF is making,
particularly in the nuclear industry, would like to
minimise the level of risk and have as many variables
as they can turn into certainties. That is just a natural
commercial wish, but it is also the case that
companies are in the business of making commercial
decisions to manage risk and there is always, always
going to be a series of variables which they are,
therefore, going to have to deal with in terms of
making commercial decisions. Today it is the same as
ten years ago and it will be the same in ten years.
What they have, however, in this area is a clear
government sense of direction, a broad level of
stability in terms of political consensus, far more
than exists in many other countries, which is why
this country in many ways is a desirable country to
invest in, and a clear sense of direction about where
we are going and what we want to do and the broad
role that an ETS will have. They do not need to have
a carbon price fixed for 2017 in order to make a
decision about investing in a nuclear power station.

Q308 Joan Walley: But am I right in thinking that
EDF have urged you to introduce carbon contracts
that could underwrite the extra costs of low-carbon
technologies and, if that is the case, what has your
response been because it seems to me that that is
more than just knowing what the long-term
direction of government policy is going to be?
Mr O’Brien: EDF would like to have more
government support for a number of its projects. I
suspect that, if we approached a number of other
companies and we were suggesting that we would
oVer all kinds of support, they would say “Please”.

Q309 Joan Walley: When you say “more
government support”, would you just set out what
that means?
Mr O’Brien: Well, I think they would like any
support they can get. They are making massive
investments and they want certainty, predictability
and whatever grants, support and incentives that
they can get. That is natural, that is what every
company in this area will want, but, from our point
of view, what we have to do is ensure that we look
after the interests of the consumer, we ensure that we
deliver on the objectives of government policy in
terms of climate change, that we do all of this at an
aVordable price and that we preserve energy security
in the process, so we have got broad objectives too in
terms of climate change, security and aVordability.
Those we have very much in mind and, when we talk
to EDF, we look at what commercial decisions we
think they are likely to make and they will have to
make their own commercial decisions, and it is the
same with them as for all the other companies. They
would like, no doubt, to have the Government make
life easier for them and, to some extent, we work
with them, but we always have to bear in mind that
the taxpayer/consumer are the people who put us
here as a government and it is their long-term
interests that we have to bear in mind in this, not
necessarily how much profit a particular company,

whoever it is, is going to make or what demands they
make on the Exchequer to provide particular
support for them.
Mr Dodwell: We have listened a great deal to the
views of energy companies and broader industrial
stakeholders in the position that we have taken on
the carbon market. When the review of the ETS
came up, it was the UK that put forward a lot of the
proposals that are designed to give industry long-
term certainty. Certainty about the level of cap, in
particular, was our number one priority during the
negotiations and it was largely driven by a wish not
only to get some environmental integrity so that you
could see a future pathway, but also so that you
would have that a predictable regulatory framework
for business so that they would know what the
demands would be, so we are well aware of those
concerns. I think the issue actually that is forcing
concern at the moment is that businesses are
discounting for the risk of whether or not the EU will
continue to go it alone if no one else moves forward
on the international sphere, and they continue to see
that as a risk that they cannot manage and,
therefore, they discount it in their internal business
decision-making process. As we have set out, there
does seem to be a movement globally towards
carbon trading as being the instrument of choice;
there is a lot of interest in other developed countries
and there is a lot of interest in developing countries
as well in taking this forward, so we see a long-term
future for that and the EU has set out its long-term
vision. That, to an extent, is us moving and doing
what we think is appropriate to respond to the
concern about long-term signals and long-term
carbon pricing, and that also underlies, in part, why
we have taken such a positive and active position in
the international negotiations because we see that we
want to have a predictable international framework
which complements what we are doing in the EU
and that then can provide clarity and longer-term
certainty to business globally about the direction of
travel and about what policy levers are going to be
in place in other countries as well as in our own.

Q310 Mr Caton: During this inquiry, we have heard
the argument that the ETS cap also acts as a floor on
emissions, so the point was made to us that, if we in
the UK cut our consumption of electricity, it will not
cut emissions overall, it will simply leave the power
sector with more allowances which, in turn, lower
the carbon price and reduce pressure on industry. Do
you see that as a problem and, if so, how do we deal
with it?
Mr Capper: In essence, the point you are suggesting
is theoretically possible, but, if you have other
measures in place that reduce emissions and you
keep your cap level fixed, then of course there is less
pressure within the system in terms of what the
carbon price will be, and the carbon price may
indeed be slightly lower. I think that this misses
really the big picture, and the big picture is that the
more emissions reductions you make, whether they
are driven by the EU ETS or whether they are driven
by these complementary measures on technology
support, what it does is it allows you to move faster
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so that, when we come to the political debates
around what the EU ETS cap should be post-
Copenhagen, when we come to future debates about
what the level of the cap should be within Europe or
indeed within a linked global system, then, if you
have already made the emissions reductions, it is
going to be much easier to get tighter caps in the
future and these measures then reinforce each other
and pave the way for that low-carbon future that we
are looking to deliver.

Q311 Mr Caton: The non-government organisation
that raised this with us, Sandbag, put forward a
means of going faster, as you say, and they suggest
that the Government ought to retain a reserve of
ETS allowances which it would retire in response to
additional eVorts to cut emissions from the traded
sector in the UK, thus actually lowering emissions
below the initial cap. Is that a runner?
Mr O’Brien: Sandbag have proposed in fact a
number of mechanisms, including people buying
themselves some of these allowances so that they can
be, in eVect, retired. Obviously, if it were done on a
governmental scale, individual governments can
reduce the amount of allowances circulating and,
therefore, eVectively reduce the cap. I think this is an
interesting idea worth looking at, but what impact it
would have on the market as a whole, I think, needs
to be worked through, so I would not dismiss it as a
concept. What I am wary about again is whether we
are in the business of creating a political market or a
commercial market and, if we are in a situation
where the market price is going to be manipulated by
the Government by this means of retiring various
credits or allowances or indeed various other
mechanisms, then the risk is that some who are
involved in the market will say that that produces a
level of uncertainty, so there would have to be some
way of ensuring that the policy was clear as to how
it would all be used if that were done, so I think it is
an idea worth looking at. Their idea of individuals
doing it, unless they were particularly wealthy
individuals, is probably at the margin and that is
why they are now looking at governments doing it,
and I treat it with caution, but it is an idea worth
looking at.

Q312 Chairman: It is generally agreed that in Phase
I too many allowances were allocated.
Mr O’Brien: Yes.

Q313 Chairman: During Phase I Britain purchased
quite a lot of allowances. Does that raise the
question of whether the eVect of those did not
actually achieve any emissions reductions at all?
Mr O’Brien: Well, the objective was to produce a
reduction in emissions. There are two questions: was
there a reduction in emissions in the UK; and was
there a reduction in emissions worldwide? There was
an overall reduction in emissions, MIT’s report
suggests that that was the case, and it is the case that
we took the view that we would want to see that
reduction in emissions being eVective. Now, did we
do as much as we could in the UK? Well, we took the

view that there was a significant reduction, it was not
as massive as if we had not purchased the credits, for
example, but overall there was a reduction.

Q314 Chairman: But there is a flaw, is there not, in
a system which allows oVsets to be purchased from
countries which do not themselves have a target?
Mr O’Brien: It depends what you mean by a “flaw”.
Yes, we would like other countries to have targets
and, yes, we would like them, at least in developing
countries, to have sectoral targets and sectoral
policies, but is it not right to encourage other
countries to take steps which will reduce the level of
emissions? Yes, I think it is right. It certainly was
envisaged in Kyoto. The ETS rules allow provision
of various oVsets, whether oVsets through CDMs
outside the EU or various kinds of EU allowances
and internal oVsets, so our view is that we are dealing
with a global phenomenon and, therefore, we need
to recognise that. At the same time, we want to
reduce domestically our emissions, but we also want
to find ways in which we can encourage others to do
so too. If, say, we denied access to the various
allowances, credits, oVsets, however you want to
describe them, the UK companies would be
disadvantaged, developing countries might not get
the investment that they need in order to move
towards a low-carbon economy, the reductions
would occur perhaps more cheaply and, remember,
an ETS is about delivering a reduction at the
cheapest cost, so it could occur more cheaply, but it
probably would not happen and, therefore, I think
you have to have eVective monitoring of these
various oVsets and we need to look at this whole area
at Copenhagen, but you must not use the purchase
of oVsets as an excuse for doing nothing
domestically.

Q315 Chairman: Well, let us look ahead. Next year,
your projections say that we will be a net purchaser
of 24 million EU ETS allowances in 2010, and that
is how we are going to achieve a reduction in our
emissions. How many of those, do you think, will be
bought as oVset credits from outside the EU?
Mr Capper: It is the $64 million question. How can
you possibly know what companies’ investment
strategies will be over the next year? We simply do
not know that information. What we do know is that
in 2008 across the whole of the EU around 4% of all
the allowances or credits that will be retired against
the 2008 cap came from certified emissions reduction
units or emissions reduction units from either the
Clean Development Mechanism or Joint
Implementation, so we know what the situation was
in 2008. You would say in 2009 that maybe a similar
level might be possible, but individual companies
will take individual decisions and that will reflect in
what the final outcome is.

Q316 Chairman: So you do not mind what the
proportion is?
Mr Capper: I think, in terms of the EU as a whole,
what we agreed in December is that we took a kind
of in-principle view that at least 50% of the
reductions should come from within the EU, so they
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should be domestic reductions within the EU and
that the remaining up to 50% could come from the
purchase of CERs or ERUs under the Clean
Development Mechanism and joint
implementation. I think that you have got to
recognise that this is actually quite a big step forward
in people’s understanding of needing to get this
balance right between domestic abatement and
abatement that has perhaps been achieved overseas.
If we just looked at what happened in Phase II of the
EU ETS, one of the problems with Phase II of the
EU ETS is that actually, by Member States all taking
individual decisions on their national allocation
plans within the EU ETS and those being approved
by the European Commission, what we found was
that, if you added up all the abatement oVsets
allowed by purchase from overseas, it came to 226%
of the emissions reductions required in the system, so
what we decided in December, collectively as the
EU, is that we would change this 226%, which was
far too high in terms of how many emissions could
be bought from overseas, and we would reduce that
over the period 2008 to 2020 to be at least 50% of the
reductions occurring in the EU, so that is quite a
significant shift in terms of the EU saying, “Actually,
we need to have quite a lot of this abatement
happening domestically over this period up to
2020”.
Mr Dodwell: As David has said, we are leading the
debate again in Europe on the source of demand, but
we are obviously interested in the supply as well as
being interested in the quality of the oVsets that are
purchased, and we are addressing this on two fronts.
Firstly, in terms of reform of the current CDM, we
are very active in the negotiations and indeed our
representative is a UK representative on the CDM
Executive Board whose work is primarily aimed at
improving the eYciency and the transparency of the
assessment process, but at the same time we want to
improve the eVectiveness of the instrument, and we
have been championing the use of sectoral
benchmarks that allow you to eVectively achieve
additional reductions through still a project-based
mechanism, but also in developing special
approaches for some particular sectors where
abatement will not be particularly cheap, and you
will be aware of the HFC question, and that is
something which we are actively pursuing in the
negotiations. Also, we are advocating a move away
from project-based systems, which eVectively give
credit against business as usual, to sectoral
approaches, which have advantages both for
environmental integrity, but also for financial flows
for developing countries. You can cluster together
individual projects, you start to look at them first
programmatically, but then at a sectoral level and
then you start to see some major increases in
financial flows to those countries, but also, because
you have set a benchmark that is considerably lower
than business as usual, you are delivering much more
in terms of emissions reductions. So we do recognise
that the CDM itself needs to change as well as
controlling, as David said, the demand for those
credits.

Mr O’Brien: The Stern Review of course took the
view that these ought to be permitted, but monitored
and looked at very carefully and should not be an
excuse for failing to act domestically, and of course,
from the Government’s point of view, we are
introducing carbon budgets across government and
we have taken the view that the purchase of credits
in the first place would not be something that we
wanted to see.

Q317 Chairman: Well, I welcome the recognition
that the answers you have given reflect. One of the
proposals in the US Waxman-Markey Bill has
recognised that oVsets are not really worth the same
as cuts made within the cap, and it suggests that
there will be a diVerential value and you would have
to surrender five credits to cover four tonnes of
emissions. Is that kind of approach one which you
would like to see introduced into the EU ETS?
Ms Duggan: I think actually that the amendment to
the ETS directive, which takes account of 2020 to
2030,3 does allow the EU to make those decisions
about whether to discount certain allowances, and
that is dependent on the outcome of the negotiations
in Copenhagen, so, if, for example, CDM continued
to allow allowances which, we felt, should not be
recognised at full face value, then we would be able
to discount them. I think that is what the Waxman-
Markey Bill is still doing, particularly for
international credits; it is allowing that ability, but it
is not, depending on how its passage goes,
necessarily going to continue through, and I think
the domestic credits have already lost that
discounting in the Waxman-Markey Bill.

Q318 Chairman: But, as a principle, do you think
that this is helpful?
Ms Duggan: It is useful leverage perhaps to ensure
the quality of credits that come through and,
therefore, it is certainly useful to have the ability to
discount them even if you do not actually have to
use it.

Q319 Colin Challen: The Government has agreed
with the European Council in its non-legally binding
declaration that auction proceeds or half of those
proceeds should be spent on tackling climate change
either at home or in developing countries. I am just
wondering how that is, or will, work through in UK
policy terms.
Mr O’Brien: Well, we certainly accept that half, and
probably more than that, are going to end up going
into various kinds of projects to encourage a low-
carbon economy, but the question really is: should
we be hypothecating all the ETS auction revenue?
Our view is that no, we are not going to directly
hypothecate on a significant scale, but the EU rules,
you are right, do say that at least half of the revenue
should go on climate change issues. Also,
additionally, there is the 300 EUAs, the allowances,
which are helping to finance the 12 CCS projects and
other technologies, something which we argued for,
so that is quite significant. The Government also,

3 Note by Witness: The witness meant to refer to the ETS
directive, taking account of 20–30% by 2020.
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over a number of years, but even in the Budget this
year, has made clear that we want to put a lot of
funding into projects. We are not sort of directly
hypothecating it, but we are putting the money in in
any event. We will not go through the normal
Treasury arguments around hypothecation, but the
question really is: is money going in in any event?
There was the £405 million for the low-carbon
technologies, the £335 million for the energy
eYciency schemes and insulation schemes for homes
and businesses, £45 million for micro-generation
and other smaller schemes, £25 million for the
community heating scheme and so on, so, even in the
Budget this year, there was a recognition of the
importance of ensuring that there was very
substantial funding going in to helping the low-
carbon technologies, dealing with issues around
insulation and energy eYciency and delivering on
the wider project of creating a low-carbon economy.

Q320 Colin Challen: Well, President Obama’s
original proposal for cap and trade, and they talk
about 100% auctioned, was to produce a tax rebate
so that American taxpayers would get something
back from those auction proceeds. Is that not a
rather attractive idea? Have we looked at it and
considered it? I am sure it might win a few votes for
the incumbent Government. If people got their
carbon cheques every year, would that not actually
engage them in this whole debate in a way which at
the moment the majority of people are not engaged?
Mr O’Brien: Well, I listened with care to the
advocates when the legislation was going through
Parliament of feed-in tariVs and renewable heat
incentives and the sorts of changes which we do
think are needed to create incentives for people to
develop low-carbon alternatives and technologies.
We do provide particular subsidies for micro-
generation now and we tend to do it in more than a
slightly diVerent way from the Americans, but, in
our case, it is reasonably eVectively targeted and
what we will see, I hope, from April next year, when
we introduce feed-in tariVs, is that we are providing
a mechanism to encourage communities to develop
their own technologies and in the longer term, in
terms of the renewable heat incentive, I hope we will
be able to do that the following year. There are
diVerent ways in which you can do these things.
Traditionally, the Americans have done it simply by
giving tax credits and we have tended to do it by a
combination of means, the key one of which is by
giving direct grants for particular outcomes; much
more measurable, much more targeted. I think there
are arguments for both, but we have taken the view
that doing these things directly would be a preferable
way because we know what we are getting for a
certain expenditure of money. There have been
various concessions from time to time of a smaller
nature than the sort that Obama is now proposing in
relation to various kinds of technologies and the
development of them, particularly in terms of small
companies getting tax benefits, tax credits, so there is
an argument for this, but, given that there is always
limited financing here, what is the best way of

delivering the outcome, and we have taken the view
that the ways we have chosen heretofore are the
best ways.

Q321 Collin Challen: The first two auctions have
taken place. Have we learnt any specific lessons from
the way that those have been handled and what has
occurred?
Mr O’Brien: Well, I think the auctions have actually
gone very well. We had the first one on 19 November
2008 when four million allowances were sold. The
price turned out then at £13.60, and the result that
we got back was £54 million and it was four times
over-subscribed, and I think the final point about the
over-subscribed nature of them was an education
and interesting. The one on 24 March this year sold
a similar amount of allowances. The price came
down to £10.12 on average and it was six times over-
subscribed nonetheless as, remember, this is 24
March, well into the economic diYculties that we
have had. On Thursday, we have got the third. We do
not know what the price will be obviously, we will
have to wait and see, but the amount will be much
greater over the next year with 27 million allowances
in eight auctions. I think we have learnt a number of
things so far. We have set up the six primary
participants who are investment banks and they are
being encouraged to bring in various companies and
installations who will seek to purchase the
allowances, and it seems to have worked reasonably
well. I think we are still discovering what the best
way is of doing this. The Treasury have taken the
view that there needed to be a greater incentive on
the primary participants to encourage others to join
the process of bidding, so there is now an incentive
fee paid to the six to encourage them to bring in more
bidders, but I think we have been encouraged by
how well it has gone so far. It bodes well, I think, for
the long term, but, before I start saying that it has all
been a wonderful success, let us get Thursday out of
the way.

Q322 Collin Challen: So you would not want to
hazard a guess as to how much might be raised in
future auctions, particularly going into Phase III, an
estimate?
Mr O’Brien: Well, it depends on the price, so it
would be simply a guess and I think it would be
probably unwise to do so; let us see how this process
goes. So far, I think you could say that we are
extremely encouraged.

Q323 Dr Turner: The European Commission has got
a proposal that, “for advanced developing countries
and highly competitive economic sectors, the
project-based CDM should be phased out in favour
of moving to a sectoral carbon market crediting
mechanism”. Do you know exactly what is meant by
that, and do you think that it deals with the problems
we all know about with improving additionality and
verification of the existing CDMs?
Mr O’Brien: The key problem with CDMs has been
just making sure that they deliver what they are
supposed to deliver, and I was very struck by the
article in, I think it was, The Mail on Sunday over the
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weekend which looked at the way in which some of
these markets are operating. We need to ensure that
we can bring out some reforms of the CDMs, but I
know that Chris wanted to say a word on this.
Mr Dodwell: There are two things here, and one
particularly relates to the point which was made
about market shocks and the ability to expand the
market, that this development needs to take place in
a phased way where there is clarity about the amount
of emissions that you are talking about and there are
monitoring and reporting arrangements put in place
before any kinds of benchmarks or targets are set by
those sectors which eVectively result in caps, so this
is a progression over time. We would like to see these
sorts of arrangements in place by 2020 with parties
eVectively having the option of taking them up in
intermediate stages. The other is that these reforms
need to be seen in the context of broader action by
developing countries more generally and the
European position on this, and indeed the UK
position on this, is that developing countries need to
be developing their own low-carbon development
strategies, which can signal within them a broad
level of ambition, decarbonisation, some sort of
target that sets a level of ambition for the plans.
Countries can then put forward proposals to the
international community for sectoral trading, say, or
for other policies for which they are seeking
international support. Therefore, there is a
complementary relationship whereby carbon
finance and carbon markets can provide credits
where you can set a credible sectoral benchmark or
a sectoral baseline for a cap, but also where you have
other policies which are being encouraged or
incentivised by other public finance. So it is very
much complementary to the overall position on
climate finance. One of the things that we have been
trying to do in terms of the international debate here
is to say that the governance model needs to be
looked at in terms of delivery of finance to
developing countries to encourage low-carbon
approaches, and the UNFCCC and the other
arrangements which are currently in place were not
designed to handle the levels of financial flows that
we are talking about here. In terms of how actual
markets might work, how a sectoral crediting system
might work, we have got some experience of that in
the UK. We have done a similar approach for the
climate change agreements where they operated on a
sectoral credit baseline and credit approach whereby,
at the end of a period, you would eVectively receive
a sector-received credit if it beat the negotiated
benchmark. A trading approach actually is very
similar to a cap and trade approach that you have in
the EU in that you receive the allowances upfront, so
there are advantages from the perspective of the
companies that are regulated in that they receive the
allowances upfront and they can start to consider
how to behave with those allowances, so this is an
evolution away from project-by-project-based
approaches whereby you move to something which
is more sectoral, as I was mentioning earlier, where
the benchmarks can reflect some real eVort. There
are a number of diVerent models that are under
development as to how the detail of the systems
would work.

Q324 Dr Turner: So do you think that this could be
of any value? For instance, if, let us say, India and
China do not want to sign up to a global regime with
a binding cap, do you think they would be more
prepared to sign up their major industries to sectoral
schemes?
Mr Dodwell: Well, that is our objective. The Chinese
have begun to make announcements which suggest
that they are open to this idea and they have been
talking about, in their next five-year plan, extending
that perhaps for a ten-year time horizon and having
a carbon intensity target for the whole of the Chinese
economy. They have also indicated that they are
interested in discussing, as have other developing
countries like South Africa, how these sorts of
sectoral approaches might work. What we need to
do here is to build incentives into the system so that
you are not reliant on harsh compliance penalties
which, as we know, do not operate particularly
eVectively at the international level and, instead,
there is an incentive for participation and an
incentive for countries to take more ambitious
action.
Mr O’Brien: What the countries like India, China,
South Africa and so on are looking for is more
funding to come from Western countries in order to
fund all of this, and that means that there is an ability
to encourage the development of a sectoral
approach in their countries by us, providing that it is
done in a way which actually delivers change. Now,
the diYculty of course is that the funding mechanism
for that, CDMs, at the moment we have got
concerns about the administration, the
transparency, the methodology behind it and how
the CDM Executive has been undertaking its
responsibilities. We sought some reforms at Poznan
and did not get very far with that. There are clearly
quite worrying aspects of it around HFCs in China
and the way in which the Chinese have now decided
to tax the money going into China because there is
so much money going in, so there is clearly a need for
significant reform of the CDMs. A sectoral
approach could give us the ability to carry out some
of those reforms, but it will not be easy to put in
place and, I suspect, we are not talking about this
happening in the next year, but this will take some
time to negotiate, to put in place and also to work
out what sort of funding streams from Western
countries would deliver the results that we want to
see.

Q325 Colin Challen: The DECC memo to this
Committee4 says that the CDM “helps to drive
global investment in low-carbon technologies” and
supports developing countries in moving away from
high-emitting ‘business as usual’ developments.
What proportion of CDM investments are actually
going to low- or zero-carbon technologies as
opposed to something which is merely just more
eYcient, like coal plants that are being built today?
Mr O’Brien: Certainly, much of it is going into more
eYcient rather than very low or zero. As we know,
there is probably no zero.

4 Ev 127
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2 June 2009 Mr Mike O’Brien QC MP, Mr David Capper, Ms Jill Duggan and Mr Chris Dodwell

Mr Dodwell: I do not have figures on the sectoral
split, but we can do what we can to provide the
material.5 I think it is quite diYcult to get a
complete, holistic view and, in particular, your
categorisation of sort of mainstream technologies
rather than transformational technologies. It was
partly with this in mind that last year we set up the
Climate Investment Fund with other G8 countries
and other countries contributing to them because we
recognised that, just as in the UK you can have a
carbon price that kind of exists and which changes
behaviours, but does not necessarily get to the
transformational technologies that you need, so that
happens with the CDM and, indeed, even if you have
a broader carbon price. That is why we set up the
Clean Technologies Fund which now has had a
number of bids which have come in, been reviewed
and some of them in fact just been approved, I think
country investment plans where you have eVectively
got a country like Mexico coming forward with a
real transformational plan as to specific initiatives
where it needs funding from the international
community to put in place. I believe that the
Mexican plan is something in the order of $500
million. Now, the CDM last year was worth $6.5
billion, so that is the amount of money that is
actually going into developing countries, and that
was down a little on the previous year, so these two
things need to operate in a complementary way. Just
as we were saying with UK policy you need to have
both things that encourage the eYcient use, the sort
of smaller changes, you also need support for the
big, transformational changes.

Q326 Colin Challen: So our position, the
Government’s position, on using the CDM is to
support maybe more eYcient fossil fuel-based

5 Note: See Ev 144

Supplementary memorandum submitted by the Department of Energy and Climate Change

Analysis of CDM Project Activities

At the EAC emissions trading inquiry on 2 June 2009 DECC was asked to provide a more specific break
down of CDM projects, and in particular to define what proportion of CDM investments are in low- or zero-
carbon technologies as opposed to energy eYciency projects. A total of 1,652 CDM projects have been
registered to date, the majority of these are concentrated in the Energy sector, with the second largest sector
waste handling and disposal. Figure 1 has a more detailed breakdown of CERS by sector.1 Figure 1a shows
CERs produced to date and figure 1b shows the projected CERS by 2012.

1 Information taken from The CDM Pipeline report by Jorgen Fenhann UNEP Riso Centre.

technologies, do we not really take a view on that, or
do we rather tend not to support it because we have
this other mechanism?
Mr O’Brien: Well, if we can encourage the
development of CCS or if we can develop the
technologies which are going to ensure that
developing countries are able to both develop an
increasing rate, but also do so without increased
emissions, then that is something that we are not
unhappy about, but I think there is a real risk here
that, if we try to be overly prescriptive, we could
reduce the opportunities for people to become
involved in this kind of investment. The price of
doing that may well be significant because we could,
at a reasonably low cost, reduce the amount of
emissions from some developing countries. This is
probably, of all the issues across the area of the ETS,
the most diYcult one because we know that this is a
global problem, we know that it does not matter
where the reduction happens and, in a sense, we just
need the reduction to happen and it needs to be
permanent. You can probably do it more cheaply in
developing countries, but we also need to know that
we are the main polluters and we need to make sure
that we are the ones that set the lead and make the
cuts here. In terms of how we help developing
countries, we want to help them to develop low-
carbon technologies, but that does not mean zero-
carbon technologies, it means lower and low, both.

Q327 Chairman: Thank you very much. We have
covered a bit of ground this morning and we are very
grateful to you and your oYcials for coming in, and
I am sure we shall reflect a lot of what you have said
in our Report.
Mr O’Brien: Thank you, and can I just say thank
you to my oYcials for the briefing I have had from
them.
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Figure 1a
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Figure 2 splits this information into “project type” in order to show the investments in zero or low-carbon
technologies rather than energy eYciency projects. Again two charts have been provided, 2a shows CERs
produced to date, 2b shows projected 2012 levels.

There are a variety of project types. Some are clear zero technologies for example solar, tidal, wind and
hydro. However there are projects that utilise catalysts and processes that reduce emissions from industrial
gas production that lead to zero or near zero emissions.

760 projects (which as shown below produce 62% of credits) are utilising zero or near zero carbon
technologies. However the value to the environment of other technologies should not be dismissed. The
projects that involve biogas, biomass, and energy from waste along with energy eYciency are extremely
valuable if not zero carbon.

Figure 2a
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Figure 2b
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Written evidence

Memorandum submitted by AEA

AEA is one of the world’s leaders in the field of climate change and energy consultancy—operating in the
UK, Europe, the US and China. It is the leading provider of advisory services to the UK Government and
works extensively with the EU and major private sector organisations. With internationally renowned
expertise in air quality and climate change, carbon management, resource eYciency and the environmental
impacts of transport, AEA employs many world leading experts and provides a high-level of policy
consultancy and a range of technical services to its public and private sector clients.

AEA manages for the UK government’s Envirowise project, one of the world’s largest resource eYciency
programmes and provides carbon management expertise to many of the UK’s largest private sector
organisations.

AEA is voted Number One Consultancy for Climate Change and Renewables by

industry consultants (Edie surveys 2006, 2007 and 2008).

For further information please visit www.aeat.co.uk.

Summary

AEA sets out that:

— The fall in price of emissions allowances over the last 12 months has resulted in missed
opportunities for carbon abatement in the EU ETS. This highlights the weakness of long-term ex-
ante cap setting in that it does not respond eVectively to changing external circumstances.

— In the context of the role of emissions trading schemes in avoiding dangerous climate change,
delivering early carbon abatement is important. For that, a stable and “eVective” carbon price is
required.

— Two mechanisms to provide such stability during a period such as the present are:

1. A ratchet mechanism on future caps

2. A mechanism for centrally regulating the supply of allowances to the market, as has been
designed for the forthcoming Carbon Reduction Commitment

— Although we recognise that it may be too late for these features to be included in the EU ETS, it
is important that learning from the scheme’s behaviour in the current economic climate is
considered in the context of other trading schemes being developed internationally.

AEA’s Case

1. AEA’s case to the Environmental Audit Committee inquiry on the role of the carbon markets in
preventing dangerous climate change is that long-term ex-ante cap setting in the EU ETS is highlighting a
weakness. The cap-setting process and subsequent supply of allowances to the scheme does not respond to
external circumstances. The current, low EU ETS emissions allowance (EUA) price that has resulted means
the opportunity to drive early investment in low-carbon measures and deliver early emission reduction is
potentially being missed.

2. Over the last 12 months the price of EUAs has fallen by approximately two-thirds, from a high of
around ƒ28 in June 2008 to around ƒ10 currently. The main driver of this fall is the reduction in demand
for allowances from industry as output has fallen during the global economic slow-down. The supply of
allowances into the scheme is rigid and follows each MS’s National Allocation Plan (NAP), developed using
forecasts prior to the start of the phase. Since demand is currently lower than was forecast, the market has
been oversupplied with allowances. The impact of the price fall is to reduce the relevancy of carbon intensity
to industry and move carbon abatement down the agenda. A carbon price of less than ƒ10 makes investment
in low-carbon measures relatively unattractive and reduces the near-term delivery of carbon abatement.
AEA suggest that this fall represents firstly a weakness of the ex-ante cap setting process for the EU ETS
and, secondly, a missed opportunity to deliver early emission reductions.

3. Therefore, considering the role of emissions trading schemes in preventing dangerous climate change
and, concomitantly, the urgent need for substantial abatement eVorts, it is important to set caps that will
deliver “eVective” carbon prices. Cap-setting in the EU ETS aims to establish the most stringent caps
feasible given the alternative pressures of, for example, competition and carbon leakage. This process makes
use of the best available projections for economic performance over the course of the scheme and accurate
modelling of the abatement potential available in the scheme. However, the design of the current EU ETS
phase is based on forecasts of increasing economic growth and expanding output. We suggest that
introducing dynamism, through the capacity to make provisions to regulate the price of allowances when
demand is depressed, would increase the eVectiveness of the scheme.
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4. Emissions trading schemes are valuable tools for pricing carbon and ensuring abatement is delivered
with the greatest cost-eYciency. However, there is the potential to move away from a “fixed” system,
whereby the caps are based only on what was forecast at the start of a scheme phase. There is valuable
information gathered as the scheme progresses that could be made use of. Doing so could increase the
eVectiveness of the scheme for delivering emissions reductions, whilst also maintaining security, in carbon
price terms, for scheme participants. Two mechanisms for achieving these goals would be:

(a) Adjusting the future scheme cap to reflect reduced emissions in the present.

(b) Regulating supply of allowances into the scheme.

5. The ability to adjust the level of future caps is a powerful lever that can be used to influence the price
of allowances in the future.1 If there is oversupply of allowances in the present, due to lower than forecast
demand, their value can be increased if the future cap is “ratcheted” down. The carbon price of the present
and future could therefore be stabilised and, additionally, the scheme could make better use of the abatement
opportunity provided by the lower than forecast demand in the present. The mechanism relies on the fact
that the market has confidence in the future value of allowances. This would argue against the potential to
relax the ratchet mechanism in the future. Should output and demand recover, there is the potential for
loosening the mechanism if carbon prices are likely to rise to levels that cause competition and carbon
leakage concerns. The sooner abatement measures are put in place within the scheme, the greater cumulative
reduction they can deliver. Relaxation of the ratchet can therefore be consistent with maintaining the
environmental integrity of the scheme, provided the future cap is not loosened beyond its original level.

6. If the scheme included a mechanism for centrally regulating the supply of allowances into the scheme
then an eVective carbon price could be maintained with greater certainty. Taking the Carbon Reduction
Commitment (CRC) as an example, during the capped phase of the scheme, allowances will be distributed
through a Government auction each year. The sealed bid uniform price auction will enable Government to
derive a demand curve for the scheme. Using the demand curve the number of allowances could be selected
to deliver an eVective carbon price. Therefore in years where participants as a whole forecast lower demand
for allowances, the Government could release fewer and therefore maintain an “eVective” carbon price.
Note that for this to be possible, the scheme cap must be expressed as a percentage reduction against a
business as usual projection that is updated annually with the most recent information from participants.

7. AEA appreciate that it may be too late to debate the inclusion of either of these features into the EU
ETS. In addition, we would not want to add further complexity to an established and comprehensive scheme
design. However, the EU ETS is the first multi-national emissions trading scheme and so it is important that
we learn from its weaknesses and consider the implications for other trading schemes being developed
internationally.

Supporting Evidence

8. The following paragraphs set out some of the fundamentals to the discussion above.

9. The concept of emissions trading schemes is to establish a carbon price in order to deliver emission
reductions. Carbon pricing principally increases the financial costs of operating a carbon intensive process,
which creates the incentive to invest in and operate lower-carbon technology.

10. The level of incentive for lower-carbon technology and practices, hereafter referred to as measures,
is dependent on the carbon price established. A higher carbon price increases the financial incentive of low-
carbon measures and vice versa. Therefore, in order to deliver carbon abatement consistent with preventing
dangerous climate change (discussed in more detail in Paragraph 13), an “eVective” carbon price is required.
The carbon price realised in a carbon market is the result of the cap applied to the scheme, and the supply
and demand for emission allowances.

11. The cap sets a limit on the total emissions that can arise from the scheme as a whole. In this respect,
the cap represents the principal control on supply of allowances within a trading scheme. On the other hand,
demand for emission allowances is primarily driven by the emissions intensity and level of output from
covered industry.

12. There are various criteria that should be considered when setting scheme caps, including eVort
sharing, competition from outside the scheme and carbon leakage. However, the most important could be
considered to be environmental need and cost eVectiveness.

13. Environmental need is informed directly by climate change science, which recommends the levels
below which atmospheric concentrations of greenhouse gases must be stabilised to prevent “dangerous
climate change”. The UK’s Committee on Climate Change (CCC) concluded that the global objective
should be to limit central expectation of global mean temperature increase to 2)C or as close as possible and
to limit the risk that warming of 4)C occurs to very low levels.2 According to the Fourth Assessment Report
of the Intergovernmental Panel on Climate Change (IPCC AR4), these objectives are consistent with
emissions stabilisation targets of less than 550 ppm of CO2 equivalent.3

1 Provided the same allowances are fungible in the future scheme.
2 Committee on Climate Change, December 2008. Building a low-carbon economy—the UK’s contribution to tackling climate

change. London: The Stationery OYce.
3 Solomon, S, et al (eds) Climate Change 2007: The Physical Science Basis. Contribution of Working Group I to the Fourth

Assessment Report of the Intergovernmental Panel on Climate Change. Cambridge, UK, Cambridge University Press.
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14. Whilst, the overarching emissions targets established through environmental need guide the
objectives of emissions trading schemes, it is necessary to review the overall cost-eVectiveness of the scheme
taking into account costs and benefits of the likely abatement measures. Marginal abatement cost curves
(MACCs) are a tool commonly used for evaluating cost eVectiveness since they describe the relationship
between available emission reduction potential (either cumulative or annual) and cost per unit of GHG
abatement. MACCs can therefore be used to examine the carbon price required to deliver a certain level of
abatement and vice versa, can be used to suggest what carbon price may result from a particular scheme cap.
It is important to note that MACCs present a theoretical viewpoint and in most cases represent technical
abatement potential; in other words, it is likely that only a fraction of the identified technical abatement will
actually be delivered, and in many cases the timescale for delivery is uncertain. However, given that the
earlier an abatement measure can be implemented, the greater the cumulative abatement that can be
delivered, incentivising abatement early in an emissions trading scheme is beneficial. One of the barriers
identified for delivery of technical abatement potential is the opportunity cost of not investing the capital
required for a particular measure in an alternative manner, which may provide a better return.

15. Recent evidence suggests that the rate of emissions growth in the 21st century puts the current global
trajectory near the uppermost scenario of the IPCC AR4. There is, therefore, a strong case for driving more
significant near-term abatement eVorts. In order to stabilise atmospheric GHG concentrations at or below
the 550 ppm threshold, the CCC suggest that the trajectory of global emissions should peak at around 2016.
In order to drive near-term abatement eVorts an eVective carbon price is required to stimulate investment
in low-carbon measures, since the net present value and rate of return on the investment will consequently
improve. In addition to financial incentive, an eVective carbon price would provide impetus for behavioural
measures that can be aVected by an appreciation of the value attached to carbon emissions, such as energy
eYciency measures.

6 March 2009

Memorandum submitted by the Airport Operators Association

1. The Airport Operators Association (AOA) is the trade association that represents the interests of
British airports. Our membership comprises of 71 airport companies, representing all of the nation’s
international hub and major regional airports in addition to many serving community, business and
general aviation.

2. In 2008 AOA member airports handled more than 228 million passengers, nearly 2.5 million tonnes
of freight and over 2.3 million air transport movements.

3. Aviation adds value to the UK economy and society. Oxford Economic Forecasting (2006)
demonstrated that the industry contributed £11.4 billion to the UK’s GDP in 2004, which alone represented
1.1% of the overall economy. The aviation industry directly and indirectly supports more than 500,000 jobs.

4. The AOA accepts that aviation needs to cover its environmental external costs if the industry is to
achieve permission to grow. Aviation provides vital international connectivity. It permits business and
private travel. It underpins other economic sectors. The key, then, is balancing the social and economic need
for aviation with a means of mitigating its climate impact.

5. In summary:

(a) Climate change is a significant challenge to modern societies and economies. The AOA and its
members strongly believe that a post Kyoto framework, being discussed at Copenhagen later this
year, should include aviation.

(b) Aviation generates 2% of global greenhouse gas (GHG) emissions. In the UK the aviation share
is approximately 5% of all CO2 emissions.

(c) AOA supports aviation’s inclusion within EU ETS: it is an international cap and trade solution
which allows the industry to grow whilst ensuring that net emissions across the economy continue
to fall.

(d) Aviation is a growing industry with a strong track record in fuel eYciency improvements. For
example, the fuel eYciency of jet aircraft has improved by over 70% since the introduction of civil
jet airliners.

(e) In September 2008 DfT published its Emissions Cost Assessment (ECA). The total external cost
of aviation was calculated as £1.8 billion. This compares with a tax take from Air Passenger Duty
of £2 billion in 2007.

(f) AOA supports the view expressed in the Stern Review, that market solutions based upon a price
for carbon represents the most eVective means of ensuring that climate change external costs are
internalised. By “pricing-in” carbon, the market will naturally incentivise lower-carbon activities
and technologies.
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Overview

What is the potential contribution of international emissions trading to delivering a global greenhouse gas
stabilisation target?

6. Aviation generates 2% of global greenhouse gas (GHG) emissions. In the UK the aviation share is 5%
of all CO2emissions. (Source: Institute and International Energy Agency)

7. Whilst the Kyoto Protocol (1997) set out commitments to reduce global emissions, international
aviation was left outside the framework. Recent developments in climate science, political awareness and
public interest have made aviation a focus for action on climate change.

8. Carbon dioxide (CO2) is the emission from aircraft that is considered to have the greatest long-term
eVect on climate change. The quantity of CO2 emitted is directly related to fuel burn and the understanding
of its environmental eVect is good. There is a clear need for further research to advance our scientific
understanding of other aviation climate eVects.

9. Aviation is a growing industry with a strong track record in fuel eYciency improvements. For example,
the fuel eYciency of jet aircraft has improved by over 70% since the introduction of civil jet airliners.
Nonetheless, the success of civil aviation has resulted in growth in overall fuel consumption and in emissions
of CO2 outpacing improvements in technology.

10. The figure below illustrates the Sustainable Aviation Programme view of future emissions from the
UK aviation industry. Sustainable Aviation is a cross industry initiative aimed at tackling aviation’s
environmental impacts, whilst maximising the economic and social benefits from aviation.

11. The uppermost, red, line indicates predictions of growth (without any changes in fleet composition
or technology level) and has been derived from projections in passenger numbers published by the UK DfT
in November 2007. The yellow area indicates the impact of engine and airframe technology developments,
meeting ACARE targets by 2020 with further advances thereafter. It takes 20 years for technology changes
to penetrate the entire fleet. The light blue area indicates the contribution from ATM and operations towards
meeting the ACARE targets by 2020. The dark blue area indicates the contribution of fuels from renewable
and sustainable sources. Overall SA’s judgement is that cumulative improvements from these technologies
will reduce CO2 emissions from the UK aviation industry to below present levels by 2050.4
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12. In the near term, emissions trading, principally EU ETS, forms the most eVective basis for minimising
aviation’s net climate impact, whilst accommodating the growth required to meet the needs of the economy
and society. All carbon-intensive activities, including aviation, have an environmental impact. Global, cross-
sectoral schemes are needed in order to cap, control and curb the costs that these activities have on the
environment. The AOA and its members strongly believe that a post-Kyoto framework, being discussed at
Copenhagen later this year, should include aviation.

4 Sustainable Aviation, CO2 Roadmap (December 2008)
http://www.sustainableaviation.co.uk/images/stories/key%20documents/sa%20road%20map%20final%20dec%2008.pdf
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Whether, and under what circumstances, should emissions trading be supplemented or replaced by tax or
regulation?

13. AOA supports the view expressed in the Stern Review, that market solutions based upon a price for
carbon represents the most eVective means of ensuring that climate change external costs are internalised.
By “pricing-in” carbon, the market will naturally incentivise lower-carbon activities and technologies.

14. The AOA accepts that aviation needs to cover its environmental external costs if the industry is to
achieve permission to grow. This is particularly evident in the UK’s context, where the debate on climate
change is heavily aviation-focussed. The Emissions Cost Assessment, published by DfT in 2008,
demonstrates that aviation in the UK is already covering its environmental costs through existing taxes
(see below).

15. Environmental taxes without any form of hypothecation, whilst they play a role in allowing a sector
to internalise its external costs, are ineVective as they divert money away from investment in abatement.
Given the overall logic of a trading scheme, it is wrong for auction revenue to accrue to the member states
as a form of tax, as this prevents the use of the revenue to fund abatement.
16. AOA believes that taken together, the cost to aviation of Air Passenger Duty and Emissions Trading
should be equal to the environmental external cost of aviation. As the “take” from ETS increases, then the
level at which APD is set should be reduced. Passengers should not fly once, but be taxed twice.5

The EU Emissions Trading Scheme

What are the eVects of the expansion of the EU ETS to encompass aviation?

17. In September 2008 DfT published its Emissions Cost Assessment (ECA). Based on a carbon cost per
tonne of £25.50 (Government Shadow Price of Carbon: equates to £93.33 per tonne of CO2) and aviation
emissions of 10.2 million tonnes of carbon in 2005 (including a multiplier of 1.9 to cover non-CO2

externalities such as noise and NOx emissions), the total external cost of aviation can be calculated as £1.8
billion. This compares with a tax take from Air Passenger Duty of £2 billion in 2007.

18. From 2012 aviation will be included within the EU Emissions trading Scheme- a market mechanism
which allows sectors of the industry to trade for permits to emit carbon, and in so doing, fund carbon
abatement projects elsewhere in the economy. Redistribution through an emissions “cap and trade” scheme
oVers the opportunity for net carbon emission reductions across an economy, whilst allowing industries
where abatement opportunities are expensive or technologically challenging to continue to grow, by funding
abatement elsewhere in the economy.

19. The EU have recently completed legislation to incorporate aviation in the EU ETS from 2012. This
sets the following conditions:

— All departing and arriving flights are included.

— The cap in 2012 is set at 97% of average emission in 2004–06, falling to 95% from 2013.

— 15% of allowances will be auctioned from 2012.

— Auction level and the cap will be reviewed again in 2014.

20. In UK terms, auction revenues from EU ETS from aviation will raise £98.7 million in 2012. The total
UK ETS cost will be £352.6 million per year. Auction revenues would rise to £495.6 million by 2020
(assuming a carbon cost of £20.83 per tonne of CO2 and 100% auctioning), and the total cost of ETS to UK
carriers will be £1.1 billion. This represents a real incentive to minimise emissions, whilst keeping the cost
of mitigation to a level where aviation will continue to be able to deliver economic and social benefits
(AOA 2008).

What are your views on the allocation or auctioning of EU ETS credits, and the use of auctioning revenues?

21. The UK Government announced changes to Air Passenger Duty in its Pre Budget Report of
November 2008. HM Treasury argues that the tax will allow aviation to cover its fair share of the public
finances, as well as helping aviation to meet its environmental costs.

22. In September 2008 DfT published its Emissions Cost Assessment (ECA). Based on a carbon cost per
tonne of £25.50 (based on DfT’s estimates) and aviation emissions of 10.2 million tonnes in 2005 (including
a multiplier of 1.9 to cover non-CO2 externalities such as noise and NOx emissions), the total external cost
of aviation can be calculated as £1.8 billion. This compares with a tax take from Air Passenger Duty of £2
billion in 2007.

23. In 2009 APD will raise around £2.5 billion. There will be a further increase in 2010, raising the
“environmental tax” take to £2.9 billion.

24. Diverting EU ETS auction revenues into the Exchequer without any form of hypothecation, whilst
playing a role in allowing a sector to internalise its external costs, is ineVective as an environmental measure
as it diverts money away from investment in abatement opportunities.

5 Appendix 3: AOA Position on Environmental Taxation.
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25. Given the overall logic of a trading scheme, it is wrong for auction revenue to accrue to the member
states as a form of tax, as this prevents the use of the revenue to fund abatement. Only the UK and Germany
plan to use EU ETS revenues in this way.

Development of a Global Carbon Market

How do you view the progress of cap and trade schemes in other countries (notably, the United States), and
the prospects for, and practicalities of, linking between them?

26. Aviation is an international sector, and whilst it represents only 2% of GHG emissions globally, it is
a growing sector. As argued above, the logic behind a cap and trade solution to limiting the climate change
impacts of human activity is especially strong for aviation, given the technological barriers to abatement in
the near term.

27. Given the international nature of aviation, international solutions are key. AOA strongly believes that
the Copenhagen negotiations this year should include agreement on an international approach to mitigating
emissions from aviation.

What are your views on the robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as
the Clean Development Mechanism (CDM), and the issues around linking them to cap and trade schemes?

28. Under the ETS, emitters are able to use the Clean Development Mechanism (CDM) to achieve
abatement. CDM is an arrangement under the Kyoto Protocol allowing industrialised countries with a
greenhouse gas reduction commitment (called Annex 1 countries) to invest in projects that reduce emissions
in developing countries as an alternative to more expensive emission reductions in their own countries. A
crucial feature of an approved CDM carbon project is that it has established that the planned reductions
would not occur without the additional incentive provided by emission reductions credits, a concept known
as “additionality”.

29. The CDM allows net global greenhouse gas emissions to be reduced at a much lower global cost by
financing emissions reduction projects in developing countries where costs are lower than in industrialized
countries. The CDM mechanism is potentially open to abuse in some circumstances, where it is used to fund
projects of “virtual” rather than “real” climate benefit.

30. AOA believes that the Post Kyoto discussions, culminating in the Copenhagen conference (December
2009) should review the Kyoto CDM mechanism in order to ensure that money used for abatement under
ETS funds real carbon reductions, rather than “virtual” projects with little real benefit. Indeed an eVective
global solution would eliminate the need for CDM.

UK Carbon Budgets

31. AOA welcomes the Climate Change Act 2008 for the emphasis it places on climate change, and the
leadership the UK Government is showing. Aviation is, however, ultimately an international industry.
Multilateral solutions such as EU ETS are the most appropriate way to deal with aviation’s climate change
impact. We strongly support aviation’s inclusion in a post Kyoto deal at Copenhagen in December 2009.

3 March 2009

Memorandum submitted by Alcan Aluminium UK Ltd

Summary

1. The aluminium sector is at significant risk of carbon leakage. This is because the price of aluminium
is set on international exchanges, therefore we cannot pass on any extra cost of carbon as this would
immediately make us uncompetitive with our competitors who produce aluminium in countries with no
carbon constraints.

2. We regard Phase II of the EU ETS to be a success, due in a large part to the process of grandfathering
of emission allowances. We have significant reservations about the prospects for Phase III as the method of
allocating allowances may make our business uncompetitive in the UK.

3. Whilst the recession has resulted in a reduction in the carbon price, it has also more than halved the
price of aluminium. Therefore the cost of carbon still represents a further degradation of our ability to
sustainably produce aluminium.

4. We have significant reservations about the method of free allocations based on ex ante benchmarks,
which at this stage leaves several key questions unanswered. We do not feel this will protect against carbon
leakage because it will still mean at least 90% of aluminium production in the EU would get fewer allowances
than they require, increasing costs which could not be passed on.
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5. The proposed directive sets out measures for financial assistance from Member States. Again this
leaves several questions unanswered such as the nature of these financial measures and the emissions factor
that will be used in determining the level of assistance. If an emissions factor other than for coal fired power
generation is used it unfairly discriminate against our business operations, and significantly increase the risk
of carbon leakage.

6. We welcome developments in the formation of cap and trade schemes around the world but we foresee
a number of key issues that would need to be addressed before an equitable global carbon market could
come into force.

Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

7. Rio Tinto Alcan continues to support the development of global negotiated agreements as the most
cost-eVective and eYcient means of controlling carbon emissions on a global scale. The primary aluminium
industry is dominated by a few players who all operate globally. Creating such an agreement would require
cooperation from all of the international partners. This would, however, create a level playing field for all
producers and would eradicate the chance of carbon leakage from the primary aluminium sector.

The EU Emissions Trading Scheme

The record of Phase II of the EU ETS, and prospects for the success of Phase III

8. So far we regard Phase II to be a success but we have significant reservations about the prospects for
Phase III. The success of Phase II is largely a result of the process of grandfathering emission allowances
and recognition of early action to reduce CO2 emissions. Due to the nature of our industry, where the price
of aluminium is set on international exchanges, we cannot pass on any extra cost of carbon as this would
immediately make us uncompetitive with our competitors who produce aluminium in countries with no
carbon constraints. This is diVerent from many other industries where there is no international exchange
and therefore world price, and consequently producers can pass on any CO2 costs in their price. As a result
we regard the process of grandfathering to determine allocations as being the key to success of Phase II as
it provides producers with an incentive to maximise their energy eYciency and hence reduce their emissions
and it doesn’t undermine their international competitiveness as it imposes only a reasonable economic
burden.

9. However, as mentioned above, we have concerns over the success of Phase III. Under the proposed
directive it is likely the aluminium industry will classified as “at risk of carbon leakage”. Consequently it
seems likely we will be allocated a certain amount of free allowances, based on ex-ante benchmarks.
However, at present it is unclear how these benchmarks will be calculated and therefore there is uncertainty
surrounding how many of the allowances we require will be freely allocated and how many we will have to
purchase. If the number we have to purchase is suYciently high, it is likely it will make our business in the
UK uncompetitive, which ultimately will lead to the very carbon leakage our classification would seek to
avoid. We have provided further detail on the issue of free allocation below. Uncertainty surrounding the
competitiveness of our business, especially in the current economic recession, is a major concern to us.

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

10. During the period 1990–2006 investments in the Lynemouth plant provided thermal eYciency
improvements from 36.2% to 39.7%, which along with other investments, including the HALE project,
resulted in a carbon intensity improvement of 30%, from 22.47 tCO2e per tonne of aluminium to 15.72
tCO2e. Consequently, Lynemouth Power Station is the most eYcient coal-fired power station of its kind in
the UK and indeed, we know of no more eYcient plant of this kind anywhere in the world. In terms of our
PFC emissions, the situation is similar and we expect to be operating at Best Available Technology (BAT)
by 2012. Consequently, we have already implemented the technologically mature decarbonisation measures,
and in order to continue in this manner we will require a step-up in terms of the technology deployed, for
instance installing Carbon Capture and Storage (CCS). This is something we have considered and have
discussed with ministers, partly due to our close proximity to the North Sea oilfields, which are seen as
having excellent storage potential.

Impacts of economic recession on the workings of the EU ETS

11. Clearly the impact of the recession can be seen in the workings of the EU ETS, with a falling carbon
price following a decrease in industrial output. However, from Rio Tinto Alcan’s perspective, the impact of
the recession can also be seen in the price of aluminium trading on the London Metal Exchange, which has
more than halved in the last six months, falling from x$3,200 per tonne to less than $1,400 per tonne. This
global aluminium price is not suYcient to allow sustainable production. Even with a high price, such as
during 2006, all of Europe’s main competitors had lower estimated operational costs, according to an IEA
report.6 This was largely due to lower power prices elsewhere around the world. Therefore, the impact of

6 http://www.iea.org/Textbase/publications/free new Desc.asp?PUBS ID%2055
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the recession is more pronounced in the European aluminium sector than it is for other producers in the
world market. Consequently, whilst some analysts may comment that a low carbon price is a sign that the
system is failing, the cost of carbon represents a further degradation of our ability to sustainably produce
aluminium.

12. It should also be stressed that recession is not the default position of the European economy. It is likely
that come 2013 and the start of Phase III the economy will once again be growing. Therefore, we urge caution
in any decisions that are made with the impact of the recession in mind. With the ability to bank credits
between phases we also regard the EU ETS to be suYciently robust to be able to cope with a period of
recession.

Impacts on and responses by UK firms covered by the EU ETS

13. Reduced industrial production across the EU has led to a surplus of carbon allowances which are
being sold to raise funds. This is a contributor to the fall in the EU carbon price.

Implications of the EU ETS for business competitiveness, and how to address them

14. In the UK, we operate integrated aluminium smelters, meaning that we are capable of generating all
the power that we need. The nature of aluminium smelting is such that it is a continuous process. Failure
of electricity supply for four to six hours or more endangers this process and the viability of the site itself so
we rely on our autogeneration activities as a means to achieve security of supply and remove the risk of grid
failure from our business model. Subsequently we own two hydropower plants in Scotland for our smelter
in Fort William and our own coal fired power station for our smelter at Lynemouth.

15. The international competitiveness of our aluminium smelting operations would be put in jeopardy
should our electricity production no longer receive a free allocation. Exposure to the full cost of carbon
under an EU-only scheme makes our business uncompetitive in a global market. This is because we are
unable to pass through any additional costs to our customers, as the price of aluminium is determined on
the London Metals Exchange. This is in contrast to other sectors which are not traded through international
exchanges and therefore producers are able to pass on any added cost of carbon.

16. Since the introduction of the EU ETS, three smelters have closed in Germany, Hungary and France
(representing 6.5% of European production in 2006) and two more smelters have closed in Norway. Further
plant closures and production curtailments are anticipated in the sector.

17. Our preferred method of compensation in order to remain competitive is a through free allocation of
allowances. This should be based on a plant specific emission factor rather than a grid average. Further
detail about how we would like the benchmark to be set is detailed below.

Allocation or Auctioning of EU ETS Credits, and the Use of Auctioning Revenues

Allocation—Benchmarks for Industrial sectors

18. As mentioned above, in order to remain competitive within the EU, our preferred method of
compensation is through the free allocation of allowances for our direct and indirect emissions. The
proposed directive sets out the basis of free allocation through the use of ex-ante benchmarks, which will be
based on “The average performance of the 10% of the most eYcient installations in a sector or sub sector
in the community in the years 2007–08”.

19. However, this still leaves several questions unanswered.

20. Will allowances be grandfathered based on a certain level of production? What will that production
level be and how will it take into account future growth? As the benchmark is being set based on data from
2007–08 we feel this period should be used when taking into account future production, ie we should be
grandfathered a suYcient quantity of allowances to cover the electricity generation that is needed to produce
the same amount of aluminum that was produced in 2007–08.

21. In addition to this, as a sector expecting to be classified as exposed to carbon leakage we do not feel
this is adequate to protect against the risk of carbon leakage. Even if a 100% allocation was provided against
this benchmark it would mean that at least 90% of aluminium production in the EU would get fewer
allowances than they require, increasing costs which could not be passed on. This measure is counter-
productive in protecting against carbon leakage and, for those sectors determined as facing carbon leakage;
a grandfathering mechanism of allocation should be retained.

Allocation—Compensation for indirect eVects

22. The proposed directive also sets out measures for financial assistance from Member States, to account
for the indirect eVects of the EU ETS on electricity prices, which may also be based on benchmarks. Again,
this raises several questions.

23. What will be the nature of these financial measures? We require a definitive assurance from the UK
government that they will compensate sectors exposed to carbon leakage for the indirect eVects of the EU
ETS on electricity prices. We propose that revenues generated from the auction of emission allowances be
used to compensate operators who are at risk of carbon leakage.
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24. The proposed directive states that an emissions factor will be used based on the “CO2 emissions of
the relevant European electricity production mix”. As we are an auto generator and all our electricity supply
comes from hydro power and a “best in class” coal fired power station, we interpret this in our case as being
the emissions factor for our coal fired power generation. If another type of emissions factor is used it will
unfairly discriminate against our business operations, and significantly increase the risk of carbon leakage.

Auctions

25. We are against the principle of auctioning allowances in a regional trading scheme for reasons of
international competitiveness, however should an auction be deployed the Commission’s intention should
be to harmonise auctioning as much as possible to reduce the potential for ineYciency and arbitrage between
Member State auction design.

26. This should include ensuring that all Member States provide for fair access to auctioning not just by
Small and Medium Enterprises (SMEs) but also to industrial emitters. This group will have a significant
exposure to carbon pricing in Phase III and is at risk of auctions—and the secondary market—being
dominated by less price sensitive utilities.

27. In terms of auction revenues we feel that incomes raised should be returned to the contributors for
expenditure on environmental improvements.

Development of a Global Carbon Market

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

28. We welcome developments in the formation of cap and trade schemes around the world. Ultimately
we see this as the best solution for dealing with the issue of carbon leakage. However, there are clearly many
issues that would need to be addressed before an equitable global carbon market could come into force,
notably:

29. From Rio Tinto Alcan’s perspective, it would need to be a truly global market. Aluminium is
produced in every industrialised continent around the world and therefore unless the same rules were
applicable to every producer there would still be a risk of carbon leakage. A cap and trade scheme in the
United States would not prevent carbon leakage to the rest of the world.

30. The rules would also need be equitable and harmonised. With diVerent restrictions in diVerent
regional trading schemes, there would still be the risk of carbon leakage. Any compensation to adjust for
these diVerent rules would become increasingly complex as more schemes became linked.

March 2009

Memorandum submitted by the Aldersgate Group

Introduction

The Aldersgate Group (AG) is a coalition of private, public and third sector organisations who believe
that high environmental standards are essential for long-term economic growth and international
competitiveness. The Group engages actively with government and other key decision makers to contribute
to the future development of UK economic, environment and sectoral policies, as well as providing a distinct
voice that advances the better regulation and sustainability agendas (see attached briefing for more
information and list of members).

Summary

— The EU ETS is undoubtedly the single most important policy instrument for the reduction of
greenhouse gas emissions in Europe, if not the world.

— The current fall in the price of carbon to around eight euros a tonne suggests that key design
features must be improved to ensure the optimum distribution of emissions and eYciency of
resources, spurring growth and employment. The scheme must ensure a credible and stable long-
term carbon price for investors and business.

— The Aldersgate Group believes that key features of an optimal emissions trading scheme are as
follows:

— a strong policy with a carefully regulated cap on carbon that drives the required reductions
in emissions as eYciently as possible;

— a greater use of auctioning permits; and

— a tight emissions cap and careful regulation to ensure that oV-setting does not become the
dominant emissions-reduction approach in the EU and provides genuinely additional
emissions reductions.
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— The UK government should examine forms of market intervention that would adequately address
the current fall in the carbon price, such as restructuring the scheme or setting a price floor.

— The Aldersgate Group welcomed the European Commission’s proposal of 23 January 2008 that
will ensure that the auctioning of allowances will be much more widespread.

— Research shows that competitive concerns relating to carbon leakage are often exaggerated and
the potential economic benefits of driving resource eYciency ignored.

— Strong regulation should prevent excessive reliance on external credits, thus help drive emission
reductions within the EU, and lead to competitive advantage and emission reductions for
domestic industry.

Trading for Growth

1. The Aldersgate Group released a report in December 2007 Trading for Growth which examines how
the EU ETS can best deliver the necessary cuts in carbon emissions and maximise the economic benefits that
can flow from higher environmental standards.

2. The EU ETS is undoubtedly the single most important policy instrument for the reduction of
greenhouse gas emissions in Europe, if not the world. If it drives the substantial emission reductions that
governments predict, it could become the cornerstone for a worldwide trading scheme and its core design
features would become universal. There is perhaps more riding on its success than any other policy
instrument to combat climate change.

3. The EU ETS is not only crucial for the environment, but also a policy where eVective regulation makes
a diVerence to the economy. Strong regulation of the EU ETS can manage the incentives facing participants
so that protection from gamesmanship, future benefits from more eYcient resource use, increased
competitiveness, fair distribution of burdens and a stable path to a low-carbon economy, are all maximised.

4. The management of the EU ETS should send long-term signals to the economy that an optimal
distribution of emissions allowances will both improve the environmental eVectiveness of the scheme and the
extent to which emissions trading can stimulate innovation, investment and employment. This will support
economic success in the EU and deliver the required long-term cuts in emissions cost-eVectively. In doing
so, it will produce a beneficial outcome for society in economic and environmental terms.

5. To date, there have been undoubted successes. Importantly, the trading system is working on a
practical level. As stated by the European Commission, the “EU ETS has put a price on carbon and proved
that trading in greenhouse gas emissions works. The first trading period successfully established the free
trading of emission allowances across the EU, put in place the necessary infrastructure and developed a
dynamic carbon market.”7

6. However, the collapse in the price of carbon to near zero in Phase I (due to an over-allocation of
permits) and to its current level of around eight euros a tonne suggests that key design features must be
improved to ensure the optimum distribution of emissions and eYciency of resources, spurring growth and
employment. The scheme must ensure a credible and stable long-term carbon price for investors and
business.

7. The Aldersgate Group believes that key features of an optimal emissions trading scheme are as follows:

— a strong policy with a carefully regulated cap on carbon that drives the required reductions in
emissions as eYciently as possible;

— a greater use of auctioning permits; and

— a tight emissions cap and careful regulation to ensure that oV-setting does not become the
dominant emissions-reduction approach in the EU and provides genuinely additional emissions
reductions.

Capping Emissions

8. Fundamental to an environmentally and economically eVective trading scheme is the overall cap on
emissions. The acid test for the cap will be whether a stable and significant market price for carbon is
established from future trading scheme phases.

9. The emissions cap in Phase I of the EU ETS was too high, so it failed to ensure that carbon was
adequately included in companies’ investment decisions. It is also becoming evident that the emissions cap
in Phase II might also be too high, and current policy design does not allow its adjustment to eVectively
address the fall in output (and hence emissions) in relation to the economic recession. The carbon price has
recently fallen by around 75% to just over eight euros a tonne—a trend which might have been accelerated
by firms cashing in now on 2008 permits by borrowing from their 2009 quota.8

7 http://europa.eu/rapid/pressReleasesAction.do?reference%MEMO/08/
796&format%HTML&aged%0&language%EN&guiLanguage%en

8 www.reuters.com/article/rbssEnvironmentalServices/idUSLH45991720090217
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10. Too high a cap on emissions results in a lose-lose-lose-lose for society, as:

— the environment loses out because emissions are higher than otherwise;

— carbon permit holders lose as the over-allocation is revealed and the price collapses to near zero;

— businesses lose out on opportunities to innovate, and find resource eYcient solutions with an
inherently lower cost base; and

— therefore, the economy loses competitiveness—it fails to achieve resource eYcient outcomes, and
misses opportunities to grow through the associated innovations and investments.

11. These diYculties are the opposite of the potential benefits that the Aldersgate Group argues are
available. The objectives of the EU ETS should be to achieve wins in each of these areas. To maximise the
economic benefits of emissions trading, strong regulation is needed of, for example, the emissions caps in
future phases, or the terms on which aviation is brought into the scheme. Policy must send a clear long-term
signal about the future level and trend in the price of carbon, and thus help avoid shocks to the economy.
Confidence in the tightness of future caps can benefit business—just the announcement of future constraints
can stimulate resource eYciencies.

12. The UK government should examine forms of market intervention that would adequately address
the current fall in the carbon price, such as restructuring the scheme or setting a price floor. This is recognised
by Ed Miliband, the Secretary of State for DECC, who recently made the following statement to the Energy
and Climate Change Committee:

“A trading scheme is the right way to go but it is challenging when prices fall to 8 euros a (metric)
ton. We need to structure it as best we can to have a proper carbon price.”9

Distribution of Allowances

13. It is clear that the European Commission’s regulation of Phase I, based on free grandfathered
allocations, failed to determine the optimal cap on carbon emissions for society. Free allocation transfers
wealth to emitters (a profit), and so creates an incentive for strategic behaviour from economic interests to
lobby for a higher cap and allocations. However, as the scheme itself requires installations to provide
independently verified emissions data on an annual basis, this over-allocation was revealed during the phase.
This verified data also assists with regulation of allocations in subsequent phases, but the economy’s interim
changes mean that the strategic incentives remain.

14. Auctioning reduces these incentives. Auctioning transfers wealth from polluters to society (a loss to
businesses that emit, in line with the polluter pays principle). As business is loss-averse, the loss entailed in
auctioning provides an incentive to business to accurately state their emissions allowance needs as the
auction takes place. As a result, auctioning leaves less room for strategic behaviour in relation to the
emissions cap, as individual purchases at auction mean that demand for allowances, and a realistic price,
are revealed earlier. This would benefit the economy, as it would create confidence in future emissions caps,
and strengthen competition for carbon-reduction potentials. Auctioning therefore has an economic benefit
as a result of reducing incentives for strategic behaviour in the cap-setting and allowance distribution
process.

15. With this is mind, the Aldersgate Group was disappointed that the final level of auctioning was
weakened from 100% to 70% by 2020 (with a view to reaching 100% by 2027). In the long term, it should
be the EU’s ambition for its ETS to be the basis of a global system, in which competitiveness considerations
will be left to market forces to resolve. Therefore, the ability to move to full auctioning of allowances is
needed, to show that the EU ETS is an appropriate system to assist the global transition to a low-carbon
economy.

16. Full auctioning for the power sector from 2013 is welcome as the combination of free allocation and
full cost pass through (due to closed markets) increased the profitability for the UK power generation sector
by approximately £800 million per year over Phase I.10

17. In December 2008, it was announced that there will be more details in the Directive on the criteria to
be used to determine the sectors or sub-sectors deemed to be exposed to a significant risk of carbon leakage,
and an earlier date of publication of the Commission’s list of such sectors (31 December 2009). It is clear
that competitive concerns have been raised by a number of industries in regions facing more stringent
environmental regulations than others, with a minority threatening to relocate “lock, stock and barrel”
overseas.11 While, in some cases, these costs can be significant, often they are exaggerated and the potential
economic benefits of driving resource eYciency ignored.

18. A recent Carbon Trust analysis is the “nail in the coYn for the myth that the EU ETS presents a threat
to overall business competitiveness”12 as it finds that carbon costs remain trivial compared to other
influences on international competitiveness for more than 90% of UK manufacturing activities. In truth,

9 www.reuters.com/article/GCA-BusinessofGreen/idUSTRE51O4NV20090225
10 IPA Energy Consulting (November 2005) Implications of the EU Emissions Trading Scheme for the UK Power Generation

Sector.
11 See David Gow (14 January 2008) The Guardian; EU emission limits could drive industries out of Europe.
12 Carbon Trust (January 2008) Press Release: EU ETS to have marginal impact on competitiveness of EU industry.
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when businesses decide on a production location, environmental costs tend to be low relative to
considerations of the cost of capital, fiscal regime, wage costs, workforce skills, exchange rate fluctuations,
infrastructure and proximity to the market.

19. Where permits are allocated for free, the allocation should not be based solely on static information
about the costs of current abatement opportunities. It should also be designed to create incentives for
innovations in carbon-eYciency that reduce future abatement costs. The current system of free allocation
is failing to encourage investment in low-carbon energy generation capacity, as it provides allowances in
proportion to diVerent technologies’ carbon emissions. Auctioning increases future costs for technologies
with higher emissions, and so overcomes this failure.

20. It is welcome that the share of auctioning revenues that Member States are recommended to use to
fight and adapt to climate change mainly within the EU, but also in developing countries, is raised from 20%
to 50%, as announced in December 2008.

Off-setting

21. The EU ETS allows access to approved emissions oV-sets (certified emissions reductions, CERs, and
emissions reduction units, ERUs) from Joint Implementation and Clean Development Mechanism (CDM)
projects. The use of external credits facilitates “business as usual”, and reduces incentives to improve
resource eYciency in the UK or EU economy. Without harmonised restrictions across the EU, excessive
reliance on external credits would remove the need for EU industry to improve resource-use eYciency and
reduce emissions, delaying the transition to a low-carbon economy. For example, this could lead to lock-in
to high-carbon investments in heavy industry, and the power sector. This would have a negative eVect on
the EU economy, reducing the rate of innovation in carbon-mitigation, resulting in a failure to exploit the
first-mover advantage the EU ETS oVers.

22. The use of external credits represents an investment flow to carbon oV-setting projects outside the
EU. This may be beneficial to the recipients in the short term,13 and encourages transition to low-carbon
technologies elsewhere in the global economy. However, it is essential for the credibility of the EU ETS that
approved oV-sets are genuinely additional. While CDM criteria try to ensure additionality, it is not
straightforward to regulate. OV-sets’ additionality is inevitably subjective; being relative to a hypothetical
future (what would have happened without the oV-setting project?), which may not be easy to determine.

23. Approved oV-sets may only slow the rate of increase in emissions in the country where the project is
located. However, they increase the baseline of emissions across which the EU’s cuts are taking place. These
extra emissions have not been part of the baseline used to determine the cap in the EU ETS. Therefore, for
oV-sets to be part of a policy delivering a year-on-year fall in global carbon emissions, the EU ETS’s
emissions reductions would need to exceed the emissions growth in countries providing approved oV-setting
projects. This is unlikely in the foreseeable future.

24. Strong regulation can prevent excessive reliance on external credits. If the emissions cap is tightened
far enough, the demand for oV-sets, and therefore their price, will eventually rise until they are no longer
cheaper than addressing emissions within the EU. However, the lower cost base and large scale of economies
outside the EU, and the possibility that avoided deforestation projects will be eligible in future, means that
the cap would have to tighten substantially. Therefore regulation should directly limit the use of oV-sets.
Although caps already exist,14 the European Commission estimates that if the full use of credits is made by
operators, few domestic reductions would occur and in an extreme case emissions in the EU ETS could even
increase making it more diYcult to achieve the EU’s overall 2020 reduction targets.15

25. In the long term, the major emissions reductions required to tackle climate change cannot be met only
through actions outside the EU; technologies will need to change in Europe. Excessive reliance on external
credits should be avoided by tightening the emissions cap and strong regulation. This will ensure that future
trading phases of the EU ETS require emissions reductions in the EU, and reward the comparative
advantage of EU businesses that are able to implement emissions reductions measures eYciently. If not, the
EU economy will lose valuable time in relation to; the timetable of policy goals for climate stabilisation;
the development of low-carbon business competitors outside Europe; and in the transition to a low-carbon
economy.

February 2009

13 They can also be beneficial to the wider environment if biodiversity-rich habitats are conserved, but such factors should be
direct aims of parallel policies, rather than a reason to distort emissions markets.

14 Under the conditions for Phase 2 around 1 400 million tonnes of credits are allowed to enter the EU ETS, or a yearly average
of 280 million tonnes. It was also agreed that total amount of external credits that may be used between 2008 and 2020 will
not exceed 50% of the reduction.

15 European Commission (January 2008) Proposal for a Directive of the European Parliament and of the Council amending
Directive 2003/87/EC so as to improve and extend the greenhouse gas emission allowance trading system of the Community.
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Memorandum submitted by the Association of Electricity Producers

Summary

The key points we would like to make are as follows:

— AEP considers that the establishment of an EU Emissions Trading Scheme (EUETS), the
mechanics of which are generally functioning well, is a significant achievement and that the EUETS
can deliver long-term, cost-eVective greenhouse gas emission reductions, given the right framework
conditions.

— De-carbonisation of the electricity generation sector is key to achieving long-term emission
reduction targets, particularly the goals for 2050, as highlighted by the Committee on Climate
Change, and the EUETS must be designed to support this.

— The focus now must be on developing the EUETS to provide suYcient long-term clarity of the
carbon constraints beyond 2025 so that companies have suYcient confidence to invest in the low-
carbon technologies that are required to achieve the target emission reductions.

— 100% auctioning for the electricity sector after 2012 is a major change from the current operation
of the Scheme and the necessary information and administrative arrangements must be in place
early enough to deliver a timely and eVective auction process as early as possible, preferably in
2010, but by mid-2011 at the latest.

— AEP supports the goal of a global carbon market and the linking of the EUETS to similar
emissions trading schemes outside the EU as a means to deliver this, but premature linking of
regional schemes could undermine delivery of UK and EU objectives.

— JI/CDM projects are an important mechanism in the transition to a global carbon market. Project
developers need certainty over the future acceptability of credits from projects to ensure minimum
disruption to the flow of investments in low-carbon technologies and the associated emission
reductions in developing countries.

— All carbon units recognised under the Kyoto Protocol and the EUETS should be eligible to count
towards the net UK carbon account, and no additional restrictions should be put on the use of
carbon units for compliance with the EUETS, even where additional restrictions are placed on the
use of units for compliance in the non-traded sector.

Background

1. The Association of Electricity Producers (AEP) represents large, medium and small companies
accounting for more than 95% of the UK generating capacity, together with a number of businesses that
provide equipment and services to the generating industry. Between them, the members embrace all of the
generating technologies used commercially in the UK, from coal, gas and nuclear power, to a wide range of
renewable energies. Members operate in a competitive electricity market and they have a keen interest in its
success—not only in delivering power at the best possible price, but also in meeting environmental
requirements.

Overview

Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C

2. The power generation sector recognises the challenge of climate change and is fully committed to
mitigating the eVects of greenhouse gas emissions through reducing the carbon intensity of the generation
fleet. However, it is important that all sectors (including those not covered by emissions trading, such as
industry, transport and households) are fully engaged in emissions reduction and take the necessary steps
to improve energy eYciency. Reducing the carbon intensity of power generation in the UK will require very
significant amounts of investment. Ernst and Young16 estimates that the UK energy supply industry will
have to invest over £230 billion in new infrastructure by 2025 to ensure the country’s future security of supply
and that current climate change and renewable energy targets are met.

3. To create the necessary level of confidence among potential investors, we have called for a clear
trajectory for CO2 reductions at the EU-level out at least as far as 2020. We can therefore welcome the
principles outlined by the European Commission (EC) in January 2009 in its Climate Change and Energy
Package, which sets a target reduction level of 20% below 2005 emissions by 2020, rising to 30% if a post-
Kyoto international agreement can be reached. The EC has also sought to engage all sectors by sharing the
reduction eVort between those sectors that are within the EUETS and those that are outside the Scheme.

16 Ernst and Young, “Securing the UK’s energy future—meeting the financial challenge”, February 2009.
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Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

4. The AEP generally favours the use of market-based instruments in regulation to allow the market to
find the most cost-eVective solutions to meeting environmental goals. We therefore fully support the EUETS
and we welcome the EC’s recent proposals to revise the Scheme and to achieve greater harmonisation in its
implementation across EU-27. We consider that the establishment of the EUETS, the mechanics of which
are generally functioning well, is a significant achievement and that it can deliver long-term, cost-eVective
greenhouse gas emission reductions, given the right framework conditions. However, it is important to
recognise that, because the Scheme is EU-wide, emission reductions may not be realised immediately within
the UK if more cost-eVective reductions can be made elsewhere. We expect the EUETS will drive companies
to internalise the cost of carbon in their operations and that this will create an incentive for them to invest
in low-carbon technologies in the future.

5. While the carbon market matures, we recognise that additional incentives will be required to bring
forward the deployment of renewable energy technologies. We consider that the Renewables Obligation has
been successful to date in bringing forward the renewable technologies that are closest to market, although
growth has been constrained by the planning process and a lack of grid connections. However, we recognise
that additional measures will be required if the UK is to meet the target of 30–35% of electricity from
renewables by 2020, as suggested in the Renewable Energy Strategy published by BERR in June 2008.

6. The EC and the Government have recognised that sequestering the CO2 from coal- or gas-fired plant
and committing it to long-term, geological storage could provide the means to keep fossil fuels in the fuel
mix for power generation within the context of a low-carbon future. The AEP supports the investigation of
the feasibility of the technology (for both post-combustion and pre-combustion capture methods), but we
do not expect it to become commercially viable before 2020. The first step is to demonstrate the integration
of capture, transport and storage at commercial scale. This will entail considerable financial risk and will
not happen without substantial support from the Government because the price of carbon is not yet high
enough for the technology to be brought on simply through the operation of the market. CCS deployment
will also require the development of a suitable regulatory framework to address environmental and safety
issues.

7. There have been calls from some quarters to mandate the use of CCS for all new coal-fired power
stations. The AEP considers that it is not good practice to mandate the use of a technology that has yet to
be demonstrated commercially.

The EU Emissions Trading Scheme

The record of Phase II of the EUETS, and prospects for the success of Phase III

8. We do not have the data available to assess the performance of installations and sectors in the first year
of Phase II (2008). Our impressions are that the mechanics of the EUETS have functioned well, with the
following exceptions:

— The late issuing of allowances was handled very poorly by DEFRA. There was limited information
made available and we had to press hard for updates and to make the regulators aware of the
consequences of delaying the allocation beyond November.

— The Government was slow to design and implement its auction methodology; the first auction took
place on 19 November 2008. There is frustration with regard to the rules for Primary Participants
to act as Intermediaries for indirect bidders in the auction. It is not clear why the auction was not
designed to be open to all.

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

9. It is clear that operators in the power sector take into account the carbon price signal in both operating
and investment decisions. Energy prices, CO2 prices and renewable energy incentives are among the key
drivers for reducing emissions from the sector. CO2 reduction was a board-level topic in the power sector
long before it was in other sectors. The short timeframes for Phases I and II of the EUETS and the lack of
vision beyond 2012 made investment decisions diYcult.

10. De-carbonisation of the electricity generation sector is key to achieving long-term emission reduction
targets, particularly the goals for 2050, as highlighted by the Committee on Climate Change, and the EUETS
must be designed to support this. The longer timeframes set for Phase III and the clearer trajectory for
emission reductions are a step forward, but the focus now must be on developing the EUETS to provide
suYcient long-term clarity of the carbon constraints beyond 2025 so that companies have suYcient
confidence to invest in the low-carbon technologies such as renewables, nuclear and CCS that are required
to achieve the target emission reductions.
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Impacts of economic recession on the workings of the EUETS

11. As the allocation of allowances in Phase II was based on projected growth and only the power sector
was awarded significantly fewer allowances than it was projected to require, it is not surprising that the
current fall in industrial output has resulted in many industrial operators choosing to sell their surplus
allowances, thus causing the market price of CO2 to fall.

Impacts on and responses by UK firms covered by the EUETS

12. Although most industrial operators will have spare allowances to sell, the power sector is expected
to remain a net purchaser of allowances because it is about 40% short in Phase II.

Implications of the EUETS for business competitiveness, and how to address them

13. We recognise that it may be appropriate to provide some level of free allowances to installations or
sectors, which could be up to 100% of the benchmarked allocation in exceptional circumstances, where
severe carbon leakage can be demonstrated through the presentation of robust evidence relating to
incremental carbon cost which cannot be passed through to customers, versus costs of importing substitute
production from outside the EU. Such evidence should be required to be open to public scrutiny. There
should also be recognition of the increased costs, resulting from indirect emissions, which may be faced by
installations that use large quantities of electricity. However, as such an increase is an intended consequence
of the EUETS, any remedial measures that are introduced must be temporary and outside the operation of
the EUETS to avoid distortions and perverse outcomes. There should be no need for such remedial measures
once an acceptable international agreement on CO2 emissions reduction has been reached.

Allocation or auctioning of EUETS credits, and the use of auctioning revenues

14. The AEP strongly supports the equitable sharing of the burden of emissions reductions across all
sectors covered by the EUETS. We also accept that auctioning of allowances should be the principal
allocation mechanism, provided that all sectors are treated in a fair manner. We remain very concerned that
if sectors are provided with Business As Usual allowances with no charge there will be little incentive for
emissions reduction, undermining the eVectiveness of the Scheme in terms of the identification of the lowest
cost emissions reductions.

15. AEP supports the general principle that all EUAs will, in the future, be auctioned. However, this
process will constitute the largest global ongoing auction ever held. AEP endorses the proposal for a
Regulation on auctioning, which should address the following key principles:

— process predictability, in particular the timing and frequency, sequencing and the volumes available
for auction (including a clear statement that all allowances not allocated for free must be brought
to market);

— harmonisation of rules across EU27;

— fair, equal, direct and unconstrained access to all eligible participants;

— transparency;

— eYciency; and

— avoidance of collusion, market manipulation and abuse of dominant position.

16. 100% auctioning for the electricity sector after 2012 is a major change from the current operation of
the Scheme and we are strongly of the opinion that the necessary information and administrative
arrangements must be in place early enough to deliver a timely and eVective auction process as early as
possible, preferably in 2010, but by mid-2011 at the latest. It is essential that the carbon market functions
in a manner which supports the eYcient operation of the electricity market. Delays in auctioning or in
delivering an appropriate auction process are not acceptable either for the smooth running of the electricity
market or in the context that auctions are an essential part of a legal compliance regime. The timeliness of
implementation must not become a major risk issue for the electricity industry. Consequently, the late
delivery of allowances to the market inherent in the proposed implementation timetable, which may be
subject to additional and diVerential delays at Member State level, puts at risk the functioning of not only
the emissions market but also the associated electricity market. The same risk arises where delays occur in
any alternative mechanisms to overcome this issue, such as selling allowances directly into the market.
Member States should be incentivised to meet auctioning deadlines eg through a mechanism that would
permit unauctioned allowances to be redistributed and auctioned (say, within three months) by other
Member States who have met the deadline.

17. AEP wishes to highlight the need for a common market for EUAs and our support for a single market
interface for auctions. This will help to minimise the overall costs for administrators and participants. In
this context also, we consider it essential that an early review of the operation of the Commission Regulation
is implemented and that it and, if necessary, the Directive is amended should any major anomalies arise in
the market resulting from the process of individual Member States’ auctions.
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18. Proper supervision and control of the release of market sensitive data becomes more urgent in the
context of the greater use of the auctioning of allowances as it has potentially much greater financial
consequences. Provisions should be made (with appropriate penalties) to govern the release of such
information by authorities and the EC.

19. Emissions trading is an economically eYcient tool to deliver required emission reductions. The
economic benefit of this mechanism is undermined if distorted in its application to support additional policy
objectives or if there is a lack of political will to define the long-term rules and objectives of the scheme. In
this context, AEP considers that allocation of allowances or auction revenues should avoid interference in
competitive markets. Where a proportion of revenues is recycled, it should be used to support research and
development and pre-commercial projects with the aim of delivering the EU’s greenhouse gas objectives in
the aVected sectors (in accordance with their contributions) without picking specific clean technology
“winners”. In view of the rising cost of energy, if and when the Government uses auction revenues to support
particular initiatives, it should make clear to consumers the justification and benefit of so doing.

Development of a Global Carbon Market

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

20. AEP supports the goal of a global carbon market and the linking of the EUETS to similar emissions
trading schemes outside the EU as a means to deliver this, but premature linking of regional schemes could
undermine delivery of UK and EU objectives. While full international agreement on reduction targets post-
2012 is likely to take a long time to secure, a number of other trading schemes may emerge as a step towards
a global market in carbon eg initiatives in the USA (California, RGGI, et al), Japan and Australia. It will
be important to ensure that there are appropriate safeguards in the linkage with these schemes, to ensure that
the stability of the EUETS is maintained. These include strong environmental integrity and a comparable
set of rules, including long-term emissions reduction objectives, a consistent basis for setting absolute caps,
appropriate monitoring, reporting and verification requirements, suYcient market transparency to prevent
price shocks and a suYcient level of maturity/proven track record. Any planned linkage with another scheme
must be signalled to the market well in advance.

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

21. JI and CDM projects are an important mechanism in the transition to a global carbon market. The
principal objectives of the use of project credits from flexible mechanisms such as JI and CDM should be to:

— Provide a mechanism to deliver international CO2 reductions cost-eVectively (without
undermining domestic investment in low-carbon technologies such as renewables, nuclear and
Carbon Capture and Storage (CCS).

— Facilitate technology and capital transfer to developing countries to mitigate climate change.

— Facilitate the evolution of an international carbon price within an internationally agreed
framework during the transition to a global carbon market.

Project developers need certainty over future acceptability of credits from projects to ensure minimum
disruption to the flow of investments in low-carbon technologies and the associated emission reductions in
developing countries.

UK Carbon Budgets

The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

22. We agree with the Government’s proposal that all carbon units recognised under the Kyoto Protocol
and the EUETS should be eligible to count towards the net UK carbon account.

23. Within the traded sector, no additional restrictions should be put on the use of carbon units for
compliance with the EUETS even where additional restrictions are placed on the use of units for compliance
in the non-traded sector.

24. We agree with the Government’s proposal that VER’s and other forms of credits (such as temporary
forestry credits) that are not accepted in the EUETS should not be eligible for use towards the net UK
carbon account.

Transparency of and justification for counting the purchase of emissions credits (especially from “oVset”
schemes) as decreasing emissions from the UK

25. The Carbon Budgets should provide certainty and clarity on the UK’s contribution to tackling
climate change. For this reason, we are concerned that the Government should seek to improve transparency
and clarity in their accounting and subsequently their reporting methodology.

3 March 2009
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Memorandum submitted by the British Cement Association

Executive Summary

— Early action has been taken by the cement industry to tackle climate change. Between 1990 and
2007, the BCA member companies have reduced direct CO2 by 27%. 2007 emissions were
3.7MtCO2 lower than 1990.

— The current policy mix is complex and further regulation and taxation are not necessary.

— International emission trading is needed on a global scale to avoid imbalance in the market bought
about by the asymmetric carbon tax from emissions trading.

— The prospects for Phase III of the EU ETS could be disastrous for the UK cement industry if the
sector is not listed as competitively impacted and provided with suYcient free allocation.

— The most recent research puts the loss, to non-carbon constrained economies, of UK cement
manufacturing in 2020 at 100%, at a carbon price of ƒ25/tCO2 with no free allocation and no
equalisation measures.

— The international agreement due to be negotiated in Copenhagen (COP15) needs to provide
equivalent measures in the signatory countries.

— The international agreement on climate change should include criteria to ensure an equal carbon
price is applied to those activities regulated by the EU ETS. Criteria should include penalties,
monitoring/reporting and implementation and enforcement of regulation.

— Encourage best practice by using benchmarking because positive measures are more likely to be
accepted in a globally linked trading system.

— Benchmarking provides the least cost optimal method for promoting technological change and
development of cleaner technologies within the manufacturing industry.

1. The UK Cement Industry

2. The British Cement Association is the trade and research organisation that represents the interests of
the United Kingdom’s cement industry in its relations with Her Majesty’s Government, the European Union
and relevant organisations in the United Kingdom. The members of the BCA (Castle Cement, Lafarge
Cement UK, CEMEX UK and Tarmac Buxton Lime and Cement) are the major domestic manufacturers
of Portland Cement, producing over 90% of the cement sold in the UK. Additionally, BCA supplies services
concerning climate change issues to Quinn Cement.

3. Energy represents an increasing proportion of the variable costs of cement manufacture (35% to 40%)
and it is therefore a primary concern of the industry to take all cost eVective measures to improve energy
eYciency and thereby reduce its emissions of carbon dioxide.

4. Through their parent companies, Lafarge Cement UK, Castle Cement, and CEMEX are committed to
carbon reductions through the World Business Council for Sustainable Development Cement Sustainability
Initiative, (WBCSD CSI). In addition, Tarmac Buxton Lime and Cement has undertaken to adopt the
commitments within the WBCSD CSI.

5. Through considerable early action involving significant expenditure on new plant, BCA’s member
companies have reduced their direct carbon dioxide emissions by over 27% between 1990 and 2007.17 In
2007 the annual CO2 emissions were 3.7 million tonnes lower than in 1990.

6. Specific Inquiry Issues/Questions

7. Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C

7.1 International emissions trading will play its part in stabilising GHG emissions, however, only if the
international emission trading is on a truly global scale. Thus far, the balance of eVort has been placed on
industrial point sources and power generation, but all sectors of the economy will need to contribute to
mitigating and adapting to climate change. Although the eVorts of the UK are important, it is vital that
emissions targets in the UK are not simply met by importing a greater amount of products because this will
do nothing to help limit warming to 2)C.

8. Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

8.1 BCA contributed to the Committee inquiry18 in 2007 that investigated the overlaps between the
existing Climate Change Levy tax and related legislation. The EAC correctly recognised that simplification
is needed in the UK’s climate change policy arena. As such, any proposal for additional regulation/tax on
carbon or fuels associated with cement manufacture would be unnecessary, duplicative and not follow the

17 “Direct carbon dioxide emissions equate to emission from the cement kilns, and exclude (indirect) emissions associated with
the generation and transmission of the electricity used in manufacture.

18 Environmental Audit Committee. Reducing Carbon Emissions from UK Business: The role of the Climate Change Levy and
Agreements. Second Report of Session 2007–08.
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aims of “Better Regulation”. Emission trading within a cap will always limit emissions to the value of the
cap set and thus other regulation or tax is totally unnecessary. These other regulations and taxes should be
applied to those sectors or areas of emissions not covered by the Emission Trading Scheme.

9. The record of Phase II of the EU ETS, and prospects for the success of Phase III

9.1 It is too early to speculate on the eVectiveness of Phase II of the EU ETS. However, the UK cement
industry experience with the allocation process for Phase II has been a mixed one. The use of both
“grandfathered” historical emissions data and benchmarking to set allocation levels for Phase II has created
an inequitable distribution within the sector.

9.2 The prospects for Phase III could be disastrous for the UK cement industry if the sector is not listed
in the group related to Article 10a of the Directive amendment proposal19 following the assessment of the
European Commission, related to potential “carbon leakage”.

9.3 Free allocation to minimise carbon leakage should be distributed using a single common
methodology, in the case of the cement industry this should be a benchmark method based on the clinker
production (the CO2 emitting intermediate of cement).

9.4 Having said that; we repeat the comment from above, namely the trading schemes will restrict
emissions to the cap set and thus, in limiting CO2 emissions from the sectors covered, it will be successful.

10. Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular
decarbonisation of energy

10.1 Currently, there is an absence of international agreement on climate change that provides equivalent
treatment of cement companies and those supplying competing materials on a global basis. Until this gap
in the system is addressed then any locally applied carbon price will only disadvantage local production.
Whilst we recognise that protectionist measures such as “border tax adjustment” are not desirable under the
present economic climate, there is a need to promote Sustainable Production and Consumption20 and part
of this is to support locally sourced and supplied materials.

10.2 As described in the introduction, the cement industry has made significant improvements in its
carbon dioxide emissions, a performance that surpasses the UK as a whole. However, there are limitations
to what can be done by the decarbonisation of energy. It should be noted that the CO2 emissions from cement
manufacture comprise of emissions from the fuels burned in the kiln, (”fuel CO2”) and these account for
around 40% of the direct CO2 emission. The decomposition of limestone during the “calcination” process ie
the chemical reaction of calcium carbonate (CaCO3) to calcium oxide (CaO) releasing CO2, (”process CO2”)
accounts for the remaining 60%. The process emissions are essentially irreducible and there is no foreseeable
technological breakthrough that will remove this fundamental process emission in commercial cement
manufacture. Consequently, even if suYcient biomass fuel sources were available to reduce the fuel
component to a net emission of zero, the total emissions of CO2 would only be reduced by 40%.

10.3 Carbon Capture and Storage is yet to be technologically proven in the cement industry but may be
a long-term abatement option. IEA GHG21 have estimated that a post-combustion capture fitted cement
plant could cost around ƒ558 million (more that twice the cost of a non-CCS equivalent) but providing a
potential emissions avoided eYciency22 of 77%. An equivalent output oxy-combustion plant, however,
could cost ƒ327 million (25% more expensive than the non-CCS plant) but at an emissions avoided rate of
52%. Although the oxy-combustion option sounds more economic the technical barriers are much greater
and will require a fundamental redesign of the kiln system. Moreover, industrial scale CCS in the UK cement
industry will not take place until there is a fully developed transport and storage network, the development
of this will need HM Government financial support. Hypothecated auction revenues are a potential source
for central infrastructure funding.

10.4 Grant and funding availability for industrial CCS will help to promote the construction of a pilot
plant. Pilot and demonstration scale plants will be crucial to further the knowledge in the cement sector and
ultimately provide evidence for the speed at which CCS can be universally deployed, if proven to be
technically and economically possible.

11. Impacts of economic recession on the workings of the EU ETS

11.1 The economic downturn has been reflected in the EU ETS carbon price for Phase II. However, BCA
does not support proposals for a price floor, BCA believes that the market should set the price and this will
assist carbon abatement at the lowest point of cost. The fundamental principle of emissions trading is
meeting the cap by the least cost method. Evidently it is easier to meet the cap at a time of recession, under
low carbon prices: the corollary is that in times of growth more eVort is needed, but of course at a time of

19 Proposal for a Directive of the European Parliament and of the Council amending Directive 2003/87/EC so as to improve
and extend the greenhouse gas emission allowance trading system of the Community—Outcome of the European
Parliament’s first reading (Strasbourg, 15 to 18 December 2008).

20 Sustainable Consumption and Production Indicators Joint Defra/DTI consultation paper on a set of “decoupling” indicators
of sustainable development.

21 IEA Greenhouse Gas R&D Programme (IEA GHG), “CO2 Capture in the Cement Industry”, 2008/3, July 2008.
22 Based on emissions avoided including power import and exports.
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expansion, more money is available for investment in low-carbon technology. Emission trading works in
parallel with the economic cycle and intervention is unnecessary once the caps have been set at the correct
level; challenging but not punitive.

12. Impacts on and responses by UK firms covered by the EU ETS

12.1 The cement industry is facing an unprecedented trading period, where deliveries of cement in Great
Britain fell by over 14% in 2008. This means that any carbon costs that are faced by domestic manufacturers
that are not faced, in equal measure, by non-EU suppliers’ puts the UK domestic supply at risk of carbon
leakage. At present 10% of the UK market construction market is supplied by imported material, estimates
suggest that the additional emissions from transport of this material could add a further 10% to the carbon
footprint of the delivered cement.

13. Implications of the EU ETS for business competitiveness, and how to address them

13.1 Carbon-eYcient manufacturing must clearly be encouraged, whilst carbon leakage and the
relocation of manufacturing outside the EU must be prevented. Otherwise the environmental objectives of
the EU ETS would be undermined along with the local manufacturing base. A right balance should therefore
be sought between the requirements of an “international agreement” and the targets that EU authorities
impose on European industry.

13.2 Free allocation to sectors subject to carbon leakage does not stop emission trading from functioning
eVectively. Emissions will still be at or below the cap; thus free allocation should continue for those sectors
until a fully global scheme is in operation.

13.3 Independent authors23, 24 have identified the cement sector as potentially competitively impacted
by an increased use of auctioning in the EU ETS. The most recent research25 puts the loss, to non-carbon
constrained economies, of UK cement manufacturing in 2020 at 100%, at a carbon price of ƒ25/tCO2 with
no free allocation and no equalisation measures.

13.4 In order to prevent such losses a great deal of emphasis has been placed on reaching an international
agreement at the UN Conference of Parties in Copenhagen in 2009. With regards to the International
Agreement, it must ensure that comparable constraints are imposed on all countries to provide a level
playing field and an unbiased market for all manufacturers.

13.5 An international agreement which includes energy-intensive industries exposed to a significant risk
of carbon leakage, or a sector specific international agreement that captures such industries, must comply at
least with the following criteria, in order to provide a level playing field at installation level in such industries:

13.5.1 the participation of countries representing a critical mass of production;

13.5.2 equivalent CO2 emission targets with equivalent eVects by 2020, at the latest, imposed upon
all participating countries; and

13.5.3 an eVective international monitoring and verification system.

13.6 In addition:

13.6.1 in countries with non-equivalent CO2 emission targets, measures with equivalent eVects should
be imposed upon the same sectors, by 2020 at the latest, to those covered within the European
Union Emission Trading Scheme; and

13.6.2 the implementation of measures by the EU to include importers from countries not covered
by the agreement; and

13.6.3 materials in competition have to be subject to equivalent restrictions taking into account life
cycle aspects.

13.7 We believe that the most eVective way to achieve CO2 emission reductions, in energy intensive
industries at risk of carbon leakage, is by free allocation based on benchmarks which encourage CO2

reduction and ensure a level playing field. The EU should also provide more details on its “critical success
criteria” and terms and conditions for accepting an international agreement. This is important because a
number of measures planned in the proposal for a revised ETS are only applicable upon the conclusion of
an international agreement, but not necessarily its implementation. In order to provide predictability for
EU business and a global “level-playing field”, it is vital that the nature of the terms and conditions of an
international agreement are well defined.

23 DiVerentiation and Dynamics of EU ETS Industrial Competitiveness Impacts. Authors: Jean-Charles Hourcade, Damien
Demailly, Karsten NeuhoV, and Misato Sato. Contributing Authors: Michael Grubb, Felix Matthes and Verena Graichen.
Climate Strategies 2007.

24 EU ETS impacts on profitability and trade: A sector by sector analysis. Carbon trust 2008.
25 Assessment of the Impact of the 2013–20 ETS Proposal on the European Cement Industry. Boston Consulting Group 2008.
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14. EVects of the expansion of the EU ETS to encompass aviation

14.1 Whilst we recognise that all sectors of the economy need to play a role in tackling climate change,
the inclusion of aviation in the EU ETS will not lead to any significant emissions savings in this sector, as
emissions are projected to rise significantly. As such, compliance in the aviation sector in the EU ETS will
be delivered by purchasing allowances from other sectors, adding to the pressure that already exists in the
manufacturing sector. Transport; aviation, shipping, rail and road have unique characteristics that lend
themselves to a separate trading system dedicated to transport emissions. Many of the issues diVer from
those sectors such as cement that are subject to international competition from imported goods. Importantly
emissions from these transport sectors continue to rise and the cement industry view is that these sectors
should contribute to climate change mitigation.

15. Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

15.1 UK manufacturers regulated by the EU ETS must be given the opportunity to compete equally with
suppliers in non-carbon constrained countries. Equivalent treatment for EU and non-EU states must be in
place before our industries are required to buy CO2 allowances at auction. Without “equalisation”,
emissions will simply move oV-shore, taking our domestic industry and jobs with them and allowing non-
carbon constrained economies to exploit this competitive advantage. The cement industry needs to know
now that they will be listed as competitively vulnerable to imports so that investment can resume and
continue to maintain a healthy domestic manufacturing economy. In the absence of an international
agreement that delivers equitable treatment of global cement manufacturers and potential exporters to the
UK then free allocation is the only acceptable methodology. In the interim, until equivalent treatment in
CO2 cost burden can be observed on a global basis, CO2 allocation should be based on free allocation using
performance based methods such as “benchmarking”. Benchmarking provides the least cost optimal
method for promoting technological change and development of cleaner technologies within manufacturing
industry whereas auctioning promotes change at the highest cost. However, careful consideration needs to
be taken when designing benchmark methodologies so as not to penalise “best in class” technologies; so as
not to provide unachievable technological transfer timetables for those below the benchmark standard; and,
not disincentivise investment.

16. Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for,
and practicalities of, linking between them

16.1 In principle linking is a good thing but there should be equivalence in every aspect of the linked
system. Such as:

16.1.1 Overall absolute emissions reduction.

16.1.2 Equivalent monitoring, reporting and verification.

16.1.3 Equivalent regulation, implementation and penalties for failure.

16.1.4 Equivalent cost for the traded sector ie equivalent carbon cost.

16.1.5 Equivalence in the reduction trajectory for the traded sector.

16.1.6 Inclusion of activities listed in Annex I of the EU ETS directive.

16.2 Importantly, whilst countries such as the USA and others are becoming more interested in GHG
trading, BCA recognises that it is India, China, Indonesian and north African countries that are gearing up
to export to Europe with products that do not have to account for their CO2.

17. The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean
Development Mechanism (CDM), and the issues around linking them to cap and trade schemes

17.1 CDM and JI, must be retained and their operation simplified. Today the credits from project
mechanisms may represent a small volume of CO2 but in the future, they may come to play a significant role
in helping developing countries with cleaner technologies or other solutions to reduce GHG emissions. In
order to allow this development, potential investors in such mechanisms must not be deterred by any
limitation upon the conversion of credits into allowances. They should, on the contrary, be encouraged by
the simplification of procedures. The objective of a trading scheme is to encourage the implementation of
the most cost eVective ways of providing the required reductions. Project credits such as Certified Emissions
Reductions (CERs) are an important tool to achieve emission reductions and encouraging the practice of
reducing emissions through investment in parts of the world where this would not be a normal priority.

18. The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

18.1 Government should ensure that through its budgets and targets that real action on climate change
is taken. In doing so it should ensure that “carbon leakage” does not occur that results in an apparent
reduction in carbon dioxide in the UK but increased carbon dioxide for example from manufactures
supplying goods to the UK. We are fortunate in the UK to have a domestic cement manufacturing industry
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that supplies 90% of UK consumption from domestic manufacture, although this picture could change if
the full costs and benefits are not assessed. An international agreement on climate change is critical to ensure
domestic manufacturers are not disadvantaged for their early action.

18.2 At present the budgets26 proposed by the Committee on Climate Change are vague. The eVort
required from manufacturing industry is aggregated and the main GHG emitting manufacturing industries
such as cement have not been made aware of their expected contribution.

19. Transparency of and justification for counting the purchase of emissions credits (especially from “oVset”
schemes) as decreasing emissions from the UK

19.1 GHG reductions should be made at the lowest point of cost, wherever this may be. The ability for
companies to purchase credits from those who can more easily and cheaply make reductions should be
encouraged, as this will help to spread the influence of emissions trading to become a significant driver in
the challenge against harmful climate change.

March 2009

Memorandum submitted by the Cambridge Centre for Climate Change Mitigation Research (4CMR)
Annela Anger, Dr Terry Barker, Dr Athanasios Dagoumas, Dr Lynn Dicks, Dr Yongfu Huang,

Dr Serban Scrieciu and Stephen Stretton

Summary

— Carbon trading is a critical policy instrument in addressing climate change, but it is not suYcient
to stabilise the climate at 2)C, even if it operates globally. Direct regulatory measures and
technology-push policies will also be required, as well as establishment of carbon price signals that
are loud, lasting and clear. We recommend setting a minimum carbon price to ensure the carbon
markets function eVectively.

— Stringent climate change mitigation could provide economic benefits, in terms of increased GDP
growth, relative to a business-as-usual baseline where fossil fuels dominate across the 21st century.
Contrary to the conventional view in the literature, our research argues that the benefits of
mitigation increase with the stringency of the stabilisation target.

— Carbon trading and other climate change mitigation policies are currently being undermined by the
economic recession. The solution to this is to announce more stringent emission reduction targets,
sending a strong signal of a long-term stable carbon price, and to use revenues from auctioning
emission allowances to subsidise low-carbon technologies. The resulting increase in investments in
a low-carbon economy may contribute towards the dual goal of solving both the economic and
climate crises.

— The fate of auctioning revenues is critical to the success of emissions trading in mitigating climate
change. One recent study shows that if auctioning revenues from introducing aviation in the EU
ETS are added to general government budgets, they may cause a slight increase in overall European
greenhouse gas emissions at lower allowance prices, the opposite of the policy’s objective.

— Auctioning revenues should be directed towards new abatement technologies and used to support
households and businesses that suVer unfairly from higher energy prices, without subsidising their
fuel costs.

About 4CMR

4CMR is an interdisciplinary research centre within the Department of Land Economy at the University
of Cambridge.

Our objective is to foresee strategies, policies and processes that are eVective in mitigating human-induced
climate change. We combine computer modelling with expert knowledge from economics, energy systems,
engineering, applied mathematics and environmental science to understand how the transition to a low-
carbon economy can happen quickly, eYciently and equitably. www.4cmr.org

Overview

1. For a reasonable chance (50:50 or better) of meeting the 2)C target for global average temperature rise,
the world should be aiming for complete decarbonisation by 2050 or earlier (Barker, 2008). This statement
is based on the model predictions presented in the IPCC’s Fourth Assessment Report on climate change
mitigation (IPCC, 2007).

26 Building a low carbon economy—the UK’s contribution to tackling climate change. Committee on Climate Change.
December 2008.
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2. The safe level for the 2)C target, allowing for uncertainty in the sensitivity of the climate to greenhouse
gas concentrations, is 380 ppm CO2-eq, lower than the current level of about 430 ppm CO2-eq (Barker, 2008).
This implies that to be sure of stabilising the climate at 2)C above pre-industrial average temperature, we
need actual reductions in atmospheric greenhouse gas concentrations.

3. Carbon trading is one of the critical policy instruments for accelerated decarbonisation. But it is not
suYcient on its own. Other measures, such as direct regulation, carbon taxes for non-trading sectors and
direct investment into low-carbon technologies are also needed.

4. We have shown that the G8 target of a 50% reduction in CO2 emissions by 2050 cannot be met by
carbon price alone, even when there is a global carbon price that rises to $100/tCO2. To make such a
reduction, on a world scale, governments must use a substantial percentage of the revenues raised from
taxing carbon, or selling emission permits, to stimulate investment in low-carbon technologies and energy
eYciency improvements, and promote environmental friendly behaviour (for example in the transport and
buildings sectors). Even with all those investments, the 50% reduction target is unlikely to be met without
guaranteeing the carbon price, so that it has an accelerated rise to $100/tCO2 by 2030 (Barker, Scrieciu and
Foxon, 2008).

5. Our E3MG model27 shows that in a low-carbon society, where the 50% reduction in CO2 emissions
by 2050 has been met, GDP is slightly above the baseline case with no reduction in emissions. In other words,
there are economic benefits of this stringent mitigation. This is a consequence of more rapid development
induced by extra investments in low-carbon technologies and practices and increased technological change
(Barker, Scrieciu and Foxon, 2008).

6. Unfortunately, the current allowance price in the EU ETS is well below the required level, around ƒ10/
tCO2 on the date of writing (see paragraph 14 below). And there is, as yet, no global emissions trading
scheme.

The EU Emissions Trading Scheme (EU ETS)

7. To be an eVective part of a portfolio of policies that achieve the 2)C target, emissions trading will have
to become global.

8. Action is needed to make the future carbon price high and reliable. The earlier and stronger these
actions, the higher are the investments and the greater the benefits from decarbonising the economy.

9. The 20% reduction on 1990 levels by 202028 incorporated into the EU ETS Phase III is too low and
creates a weak signal. Carbon prices and auctioning revenues will be too low, at this level, to stimulate the
technological changes and emission reductions necessary to meet a 2)C target. We have previously
recommended setting the reduction target at 40% or higher by 2020.29

10. Penalties for non-compliance in the EU ETS should be adjustable not only to changes in inflation but
also to the carbon price. Otherwise, they eVectively signal a ceiling on the carbon price, at ƒ100/tCO2, the
current penalty.

11. We strongly oppose the recent suggestion from the European Parliament (Article 29) that there should
be a ceiling on the carbon price in the EU ETS. We would prefer to see governments guaranteeing a
minimum price for carbon. A carbon price floor would provide much greater long-term certainty and
encourage investment in low-carbon technologies. It is especially helpful during recession, when both energy
demand and investment are likely to be lower.

12. We welcome the longer trading period in Phase III of the EU ETS (eight years instead of five), as this
increases predictability and certainty.

13. We also welcome the diminishing cap, the high levels of auctioning, the increased intertemporal
flexibility (banking of allowances) and the harmonised allocation methodology in the proposals for Phase
III.

Impacts of the economic recession

14. Allowance prices in the EU ETS have been falling over the last six months, undermining prospects
for profits and growth in the carbon markets. This loss of confidence is a result of the drop in demand for
allowances due to falling demand for carbon-based electricity and other products from industries covered
by the EU ETS as a result of the on-going global economic crisis.

15. If the short-term reduction in demand for emission permits leads to a further collapse of allowance
prices to near zero, we risk losing the experience and institutional knowledge in the carbon market gained
since the EU Emissions Trading Scheme and the Kyoto Protocol began. The loss of knowledge and learning
will be through bankruptcies and failure of individual carbon reduction projects.

27 E3MG is a 20 region structural, dynamic, annual econometric simulation model based on data covering the period 1972-2006
and projected forward to 2100. It has been developed by 4CMR and Cambridge Econometrics. More information can be
found at http://www.camecon.com/suite economic models/e3mg.htm.

28 Rising to 30% given a post-Kyoto agreement.
29 http://www.landecon.cam.ac.uk/research/eeprg/4cmr/pdf/

Evidence%20to%20House%20of%20Lords%20EU%20Committee%20from%204CMR.pdf



Processed: 29-01-2010 21:11:42 Page Layout: COENEW [E] PPSysB Job: 434578 Unit: PAG1

Ev 170 Environmental Audit Committee: Evidence

16. One way to restore profitable allowance prices in the Scheme is to tighten the emission reduction
targets for 2020. Even an announcement that such tightening is being considered may be enough to support
the prices, through encouraging entities to bank their allowances for the future.

17. Revenues raised from carbon taxes and auctioning revenues from emission permit sales could also be
used to reduce taxes that bear on employment and investment. This is a particular benefit for economies
with chronic unemployment or underinvestment.

Use of auctioning revenues

18. All permits in the EU ETS should be auctioned. This provides fair treatment and avoids possible
windfall profits in all sectors. Current proposals for EU ETS Phase III include 100% auctioning for the
power sector only. Other industries will start with only 20% auctioning, rising to 100% by 2020 (or 2027).
The aviation industry is likely to have to purchase only 15% of its allowances by auction throughout Phase
III, although this is subject to change. Also, auctioning levels can be lowered if an industry is seen to be at
risk of carbon leakage.

19. The fate of auctioning revenues from the emissions trading scheme is critical to the overall success of
the scheme at reducing greenhouse gas emissions. Our evidence for this view is presented in paragraphs 22
to 32 below.

20. Auctioning revenues should be returned as subsidies for re-structuring to low-greenhouse-gas
products, processes and practices, and for financing adaptation to climate change. We agree that the amount
of revenues returned and the list of who gets them should be revised every three years, as proposed.

21. We would advise that auctioning revenues are partly used to help low-income households (and small
businesses) who will be unfairly disadvantaged by increased fuel prices. However, the revenues should be
directed towards lowering income tax, or improving the quality of housing, not towards subsidising fuel
bills. The latter reduces incentives to develop low-carbon technologies.
A case study on including aviation in the EU-ETS

22. 4CMR has carried out research on the economic and environmental impacts of introducing aviation
into the EU ETS, in association with Cranfield University and the University of Maine (USA). The project
“Air Transport in the European Emissions Trading Scheme” was completed and reported on in February
2009. Results have not yet been published in the peer-reviewed literature, but were presented at an Omega
workshop on 11 December 2008.30

23. The study used was the energy-environment-economy model E3ME to predict the likely impacts of
introducing aviation into the EU ETS. This model describes the European economy as 42 industry sectors,
one of which is air transport. It uses real historical data from 1970-2004 to estimate the interactions between
diVerent sectors of the economy. Taking these interactions into account, it estimates the impacts of short
and medium-term greenhouse gas mitigation policies and predicts future economic changes to 2020. More
information about the model can be found at: www.e3me.com.

24. E3ME treats emissions trading as a tax on fossil fuel use. It adds a cost to fuel, based on the carbon
content of that fuel. The model has been run with and without aviation being included in the EU ETS, so
the economic and environmental eVects of including aviation can be analysed.

25. The study assumes that aviation is included in the EU ETS with 85% of allowances allocated free and
15% auctioned. It assumes that up to 15% of allowances for each airline can be bought from the Kyoto Clean
Development Mechanism (CDM). It also assumes that there are no emissions reduction targets for non-ETS
sectors. Finally, it assumes that the allowances for aviation are capped at 97% of 2004–06 levels in the first
year, 95% in the second year, and then diminish at around 2% per year until 2020, as proposed for Phase
III (2013–20) of the EU ETS for other sectors.31 For this study, E3ME was run with three allowance price
scenarios—allowance prices of ƒ5, ƒ20 and ƒ40 per tonne of CO2.

26. The results showed that with emissions trading, actual CO2 emissions from air transport will be
reduced compared to the reference scenario with no aviation emissions trading. However, the reductions will
be small. Carbon emissions will be less than 1% lower with an allowance price of ƒ5/tonne. At ƒ20/tonne,
CO2 emissions will be reduced by 3.4% in 2020, and by around 7.4% at ƒ40/tonne.

27. Similar reductions in emissions from aviation can be achieved by running the model with moderately
high oil price scenarios and no emissions trading.

28. The model predicts a very small drop in demand for air travel—less than 1% reduction in 2020 even
at the high allowance price. The air transport sector is able to continue to grow, because it becomes a net
purchaser of allowances, buying allowances largely from the power sector.

29. However, contrary to expectation, the model does not show a reduction in CO2 emissions from the
entire economy (including the power sector), despite an increased demand for emission allowances created
by the aviation industry.

30 http://www.omega.mmu.ac.uk/EU-ETS-presentations/Annela Anger 11Dec%20short.pdf
31 We understand it has now been agreed that for aviation, the cap will remain at 95% of 2004–06 levels until 2020, but this

percentage may be reviewed.
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30. In fact, CO2 emissions from the wider European economy are predicted to increase slightly when
aviation is included in the EU ETS, at lower allowance prices—by 0.2% at ƒ20 per tonne and 0.1% at ƒ5
per tonne. This eVect is a result of auctioning revenues being returned into the general economy and
increasing other economic activities in non-trading sectors. The study assumes there are no greenhouse gas
reduction measures in sectors outside the EU ETS. At the highest allowance price, emissions from the wider
economy are reduced, although only by 0.2%.

31. In other words, when the entire economy is taken into account, introducing aviation into the EU ETS
may not be very eVective at cutting carbon emissions, because of the counter eVect of allowing auctioning
revenues to enhance other economic activity. If auctioning revenues were earmarked for spending on carbon
reduction technologies, or used to support air transport companies through the tax system, this eVect may
not happen.

32. More research is needed to analyse how sensitive overall CO2 emissions might be to diVerent
treatments of auctioning revenues in this context.

Development of a Global Carbon Market

33. In its current form the cap and trade system applied only to EU is necessary but not suYcient to
dramatically reduce emissions and avoid catastrophic climate change. A global scheme involving at least the
main greenhouse gas emitters is called for.

34. To meet the 2) target, we would suggest that a carbon price rising to at least $100/ tCO2 by 2020 is
needed, for OECD countries. This is in line with the necessary carbon price suggested by the IPCC. This
could emerge from emissions trading schemes for the energy-intensive sectors with a strong greenhouse gas
reduction target of at least 30% below 1990 levels by 2020.

35. Such a scheme would lead to a gradual increase in the cost of electricity (we estimate an increase of
about 70% in the USA, over 10 years, for example). But revenues from auctioning emissions allowances
would accrue to countries regulating their emissions, not to the oil producers. They can be used to
compensate those who lose employment and to provide incentives for low-carbon alternative sources of
energy.

36. If the energy sector responds rapidly, the CO2 allowance costs will fall rapidly and the electricity price
rise will be lower.

37. Emissions trading schemes are less suitable for other sectors, especially transport, buildings and
agriculture. These sectors contain a large number of small entities, so the administrative costs of carbon
trading are problematic. Here, a portfolio of measures is necessary, including regulation and subsidies
targeted at market failures, to address institutional, technical and behavioural barriers to change.

38. Markets are not as good as they should be at driving innovation, because innovators are not able to
capture all the benefits that accrue from innovation, even with the patent system. This is why a complete
overhaul of our energy technology system requires public investment, subsidy and regulation in addition to
the carbon price. Auctioning revenues from carbon markets can also be used to reduce or oVset the financial
risk of implementing new technologies.

Comments on the shadow carbon price

39. The shadow carbon price set by Defra (£25.50/tCO2 for 2007, rising to £59.60/tCO2 in 2050)32 is too
low. It was not estimated as the level that would achieve the 2) target, but using a cost benefit analysis, with
an outdated estimate of the costs of climate change that substantially discounts the value of health and lives
of future generations and ignores the significant risks of catastrophe.

40. This shadow carbon price is recommended for use in cost benefit analyses for major energy projects
such as for new coal-fired power stations like the one planned at Kingsnorth on Kent. As such, it seems likely
to slow our progress towards achieving emission reduction targets.

Linking the EU ETS with other cap and trade schemes

41. Linking the EU ETS with other national or subnational schemes will widen the scope and increase
the eYciency of the scheme. In theory, joining schemes from regions with diVerent abatement costs will
adjust the carbon price and stimulate a more eYcient global eVort to reduce emissions, by targeting
mitigation in areas where it can happen the most cheaply. However, this only holds if the schemes are based
on similar rules regarding allocation, auctioning and the stringency of emissions caps.

32 http://www.defra.gov.uk/environment/climatechange/research/carboncost/step2.htm
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42. Linking emissions trading schemes without an obligation to have similar rules can provide an
incentive for regions to set less stringent emission reduction targets as a way of increasing their supply of
allowances. The current allowance price33 in the US Regional Greenhouse Gas Initiative (RGGI) is $3.38/
tCO2, compared to ƒ10.25/tCO2 in the EU ETS. The lower price in the US may be a function of low demand,
due to less stringent reduction targets (10% reduction in emissions by 2018), rather than cheaper
abatement options.

The CDM (Clean Development Mechanism) and other oVset schemes

43. Econometric research carried out at 4CMR studied the eVect of CDM projects on national CO2

emissions for 34 CMD host countries. The research found that CDM projects lead to reduced per capita
CO2 emissions in the host countries, especially in the manufacturing and energy sectors (Huang and
Barker, 2009).

44. Even so, we argue that allowing high levels of CDM and JI credits (flexible mechanisms under the
Kyoto Protocol) to be used under Phase II of the EU ETS contradicts the Linking Directive, which stressed
that usage of CDM/JI credits should be supplemental to domestic eVorts in greenhouse gas reduction. In
Phase II, Member States were each able to decide their own limit for the use of flexible mechanism oVsets,
up to a maximum of 20%. As a result it is possible to use these credits to oVset up to 13.4% of allocated
emissions overall, about 1.4 billion credits. These credits represent carbon emission reductions outside
Europe. They are not included in the cap imposed under the EU ETS. The eVect of using them is that, rather
than dropping by 6.5% on 2005 levels, emissions from EU ETS industries within Europe could actually rise
by just over 6%.

45. The access to credits from flexible mechanisms in Phase III of the EU ETS is unclear, because it
depends on whether or not an international agreement is reached. This adds to uncertainty. It would be
better to clearly specify how many credits from flexible mechanisms can be used by Member States/
trading entities.

46. We welcome the proposal that once an international agreement has been reached, only credits
generated in countries ratifying the agreement should be accepted in respect of emissions in Europe.

47. Issuing allowances in respect of domestic oVsetting projects in non-ETS sectors (Article 24a) is not
advisable. This will reduce the responsibility of non-ETS sectors for their emissions and could reduce the
eVectiveness of the EU ETS. There are currently no institutions or rules in place to assure the quality of this
kind of oVset project. Establishing rules and institutions would have high administrative costs.
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Memorandum submitted by Cap & Share UK

THE ROLE OF CARBON MARKETS IN PREVENTING DANGEROUS CLIMATE CHANGE

Summary

— Recent scientific findings about tipping points in the climate system point increasingly to the
existence of a global climate emergency.

— Addressing this emergency requires (among other things) swift and sweeping reductions in
greenhouse gas emissions, realistically achievable only by “capping carbon”.

— An eVective capping system would guarantee that a cap was met, would do so in a manner
attracting public support, and ideally would do so eYciently.

33 These prices were correct at the time of writing. Taken from http://www.rggi.org/home and www.pointcarbon.com, accessed
3 March 2009.
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— In stark contrast, the EU ETS has so far been ineVective, opaque (to the public and even to
regulators), iniquitous (rewarding existing polluters at the expense of the general population) and
ineYcient (delivering the wrong economic incentives).

— This design of the EU ETS appears to demonstrate regulatory capture by the carbon-intensive
industries, akin to that demonstrated recently by the financial services industry.

— The EU ETS can be reformed by embedding it within an upstream system, which would be not
only eVective, but also transparent, fair, and even inspiring.

— An EU system could be linked with other carbon markets elsewhere, but a global system would be
simpler, more transparent, more eVective and may be the only option open if we are to address the
crisis eVectively in the very short time remaining to us.

Introduction

1. Dramatic developments in climate science are suggesting the need for much lower targets (than those
given in the 2007 IPCC report) for greenhouse gas concentrations—in the range 300–350 ppm CO2e or even
lower. Such targets take the policy discussion out of the range that the Stern Review even considered
politically achievable, but failure to stabilise at these lower levels is likely to lead to a runaway process
resulting in increases of 6 degrees C or more. In the history of the planet, changes of this magnitude were
associated with the extinction of 95% of all species. This is now a global emergency. If dangerous climate
change is to be avoided or at least contained, it is crucial that very rigorous measures are taken now—and
the goals set by the UK and EU are nowhere near ambitious enough.

2. Rapidly fluctuating energy prices are focussing minds on energy security. Meanwhile, the banking and
financial collapse and severe deterioration in the global economic situation are mirrored by a growing
collapse in public confidence in sophisticated financial instruments, and a heightened awareness and
cynicism about financial scams, tax avoidance and the like. This does not bode well for the future of the EU
ETS if and when it is perceived, correctly, to reward the worst climate polluters with windfall profits at the
expense of the public and those in fuel poverty.

3. A central question of this Inquiry is whether the EU ETS can be extended into a global carbon market
system which could transform the global energy economy to the degree suYcient to address the climate crisis.
As the EU ETS now stands, our answer to this question is “no”. The EU ETS is a flawed system, and its
design demonstrates that the European (and national) political systems appear to be powerless to mobilise
against, and impose an adequate countervailing power over, vested interests whose economic power is based
on the use of carbon energy. These interests must be reined in if climate change mitigation is to be eVective
on anything like the necessary scale.

Cap & Share

4. To avert runaway climate change, it is imperative that we rapidly set an absolute global cap on CO2

emissions (decreasing year by year), which is low enough to bring the concentration of CO2 in the
atmosphere down to the required level. An EU cap can be seen as a step towards this goal, so we start by
considering an EU-wide scheme.

5. In discussing the EU ETS we will use for comparison the Cap & Share scheme, running at the EU level.
Under this Cap & Share scheme, there is a single overall cap for EU emissions. This cap is applied
“upstream” by regulating the amount of fossil fuels—coal, oil and gas—introduced into the EU economy
(being imported or extracted from the ground). The cap is enforced by requiring fossil fuel suppliers to
acquire permits for the greenhouse gas content of the fossil fuels they want to bring into the economy. The
number of permits in circulation is determined by the size of the cap. The revenue raised (in selling these
permits) goes equally to all adult members of the population, to compensate for higher energy prices. (Cap
& Share is related to Cap & Dividend, which is getting wide exposure in the USA; see www.capandshare.org
for more details).

6. The advantages of Cap & Share are many. Since there are only a very small number of fossil fuel
suppliers, it’s easy to cap fossil fuels entering the economy. Since all emissions are controlled upstream, there
is no need for any downstream rationing system: the price of capping carbon is built in to fuel, and simply
flows through the economy, as with a carbon tax. (Indeed a carbon tax with the tax revenues returned to the
population is very similar to Cap & Share; with the critical diVerence that with Cap & Share a cap is in
place—the problem with carbon taxes is that they cannot guarantee any given reduction in emissions). An
upstream cap is transparent and highly visible; thus the cap is hard to evade. Finally, the system is
transparently fair; popular support comes both from this and from the fact that the benefits accrue to the
households and citizens of Europe, rather than its polluting businesses or its governments. Overall, this
system could provide a model for the rest of the world and make a major contribution towards meeting the
very low greenhouse gas targets in the short time that the emergency demands.
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The Existing EU ETS

7. By contrast, consider the EU ETS. A number of shortcomings of the EU ETS are apparent, which
include:

7.1 Lax, ineVective caps

No EU-wide cap was set. Instead, in Phase I national governments and power generators gamed
the system for their own interests, overestimating the number of permits that they would need,
which led to oversupply and a collapse in the carbon price, so no real reductions in carbon
emissions can be said to have been achieved. Current plans for a revised directive regulating the
post-2012 EU ETS state that an EU-wide cap on emissions will be set for Phase III. However, even
this is not an absolute cap but one linked to permits allocated during the second trading period.

7.2 Windfall allocation of permits

As the vast majority of permits were given away free of charge, but the companies then charged
the customers the market value of the permits as a cost of production, these companies made
windfall profits whilst consumers experienced rising fuel and food prices. With this
“grandfathering” the EU succeeded in turning the “Polluter Pays” principle on its head, instead
establishing a system based on “Pay the Polluter”. Despite calls for auctioning of permits, in the
second trading period less than 4% of the permits are expected to be auctioned, and even according
to most recent plans, only 70% of all permits will be auctioned by 2020 “with a view to reaching
100% by 2027”. Power companies in EU countries stand to earn windfalls totaling several tens of
billions of euros during the second phase, and further action to protect Europe’s worst polluters
was confirmed at the Brussels meeting in December 2008.

7.3 Perverse economic incentives

Grandfathering means that carbon polluters reap the benefit of the carbon revenues, while the
renewables sector gets no such benefits. (Currently, the industry is lobbying to reserve a large
proportion of ETS certificates as a revenue source for the development and start-up costs of CCS,
despite its shortcomings). The design faults in the current EU ETS have also led to a carbon price
far too low to set incentives for investment in low-carbon production mechanisms.

7.4 Dubious CDM projects

According to current plans, most countries will meet their targets only through recourse to Clean
Development Mechanism (CDM) projects, rather than making more diYcult emissions reductions
at home. This is highly controversial as there are many doubts as to whether CDM projects achieve
any additional CO2 reductions. Furthermore, CDM use is increasing. But developed countries
have prime responsibility to set their own houses in order, as they are historically responsible for
the increase of CO2 concentration in the atmosphere.

7.5 Partial coverage

The EU ETS does not cover carbon emissions for goods consumed in the EU but manufactured
elsewhere. According to recent research, CO2 emissions for which the UK is responsible have
actually risen by 0.3% between 1990 and 2004, despite appearing to have fallen by 5.6% (the 5.6%
figure did not take embedded emissions in imported goods into account). Similarly, the EU ETS
only covers large installations, leaving a myriad of small emitters, and the personal/household
sector, outside the system. (A particular issue is transport, a sector where emissions are increasing.
Coverage of aviation and shipping is planned in the EU ETS third phase; however, it would be
much more eVective if the whole transport sector were covered, for example by a Cap & Share
scheme. Cap & Share can work for individual sectors of the economy—the Irish government is
considering its adoption for its transport sector, and reports commissioned by Comhar from AEA
and Cambridge Econometrics were very positive).

7.6 Complexity

Extension to smaller installations and the possible addition of personal carbon trading only add
to the existing complexity of EU ETS arrangements. This complexity renders the EU ETS opaque
to the public, and even to regulators. As the system has become ever more complex, to suit the
needs of each vested interest, the ETS has been described as “even more complicated than the
German tax system”—which is saying something. It is a diYcult subject for public opinion to get
a handle on: hardly a topic for sound-bites.

8. With all these shortcomings, why has the EU ETS worked out this way? It appears to be a wonderfully
clear example of the concept of “regulatory capture”. A system ostensibly set up to act in the public interest,
by imposing necessary restraints on business interests, has instead had its design and subsequent
implementation taken over and managed to suit exactly those interests.

9. This has been possible because corporate groups with high-stakes interest in the outcome of climate
policy were far better resourced and thus influential than the NGOs and other groups who were trying to
protect the climate. The energy companies are some of the most powerful economic interests in Europe
(when Gordon Brown was asked, as Chancellor, who were the most powerful people in Britain, he cited Lord
Browne, at that time CEO of BP, as more powerful than himself). It is hardly surprising that the chosen EU
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ETS design is complex, evadable, and malleable to lobbying by vested interests, resembling a tax system with
a cosy network of tax haven arrangements. It all serves the “greenwash” function of making it appear that
the EU and its member governments are doing something about climate, while in reality the situation
continues to deteriorate.

10. There is a parallel here with the banking crisis, where instruments of such complexity were invented
that the resulting informational asymmetry rendered even the regulatory authorities and experts unable to
understand and control what was happening. The same is true of the EU ETS and, rather like banking
regulation, climate regulation using the EU ETS has become almost totally ineVective. But while life may
go on as the financial system collapses in ruins, a collapse of the climate system threatens life on a truly
fundamental level.

Reform of the EU ETS

11. Can the EU ETS be reformed, rather than completely torn up? Yes. The current (or an improved) EU
ETS can work in conjunction with the EU Cap & Share system outlined above, with the latter covering all
non-ETS emissions. In other words, Cap & Share can dovetail with an EU ETS. (This is explained further in
the Memorandum submitted by Laurence Matthews of Cap & Share UK to the EAC’s Inquiry into Personal
Carbon Trading). The combined scheme simply requires the following changes:

— the EU ETS permits form part of the overall cap (and as such are bought by the fossil fuel suppliers,
not given away);

— in the Cap & Share scheme, fossil fuel suppliers still need permits for (the greenhouse gas content
of) all fossil fuels brought in, except that now fossil fuels supplied to EU ETS companies are
exempt;

— to regain credibility, CDM (orJI) schemes are suspended or drastically curtailed;

— border tariVs cover embedded emissions in goods imported to the EU (this both maintains
competitiveness of EU industry, and discourages flight of manufacturing and capital to
“uncapped” parts of the world).

12. The combined EU-wide scheme would be simple to implement, and would enforce a fixed cap. Its
eVectiveness, inherent fairness, and the revenue coming to each citizen would make for a popular scheme
and (with the EU leading the world in eVective measures rather than just in rhetoric) an inspiring one.

International Schemes

13. As a first step in extending this EU system to the world, trade with other blocs is certainly possible.
Provided that this is trade with other markets which have caps (as opposed to CDM-like arrangements), the
overall combined cap would remain intact.

14. Such inter-bloc trading would always leave out some countries, so there would still be border tariVs.
More desirable (and a necessary goal before long in any case) would be a global cap. The question then is
how to allocate shares of this global cap to countries, and a variety of mechanisms have been proposed
(“Contraction & Convergence” is the best known, and there are several more recent elaborations).
Developing countries have indicated their unwillingness to accept any climate regime which does not deliver
to them the financial and technological resources that would enable their development along a low-carbon
path, and carbon trading (possibly under bilateral government control) between carbon markets would
allow such transfers of resources.

A Global Scheme

15. Here complexity is creeping back in again, though. We can cut through all this with Cap & Share, but
now implemented on a global scale. A global Cap & Share system would equally deliver resources to the
developing nations—at the simplest level it would be the equivalent of “Contraction & Convergence” with
instant convergence. This may seem politically impossible to achieve, but the simplest and fairest systems
stand the best chance. In any case the alternatives are far worse, and a dramatic worsening of the climate
situation (and the economic situation) may focus minds.

16. A global Cap & Share system would put up the price of carbon-intensive goods, but since most people
in the world have low-carbon lifestyles they would gain considerably. The world’s poor would have an
interest in a high carbon price, which would also incentivise the movement to low-carbon forms of economic
development—designed around new infrastructures, renewables, energy saving, and the ecological design
and redevelopment of residential settlements, reintegrated with localised food-growing.

17. Such a global system would have considerable implications for the oil and gas exporting countries.
The current tendency of oil and gas prices to lurch chaotically between high and low prices is not in the
interest of the fossil energy suppliers and, in any case, climate change will have profoundly destructive
consequences for countries like Russia and Saudi Arabia too. It is actually in their interests to accept a global
deal in which the “scarcity rent” of fossil fuels, driven by a global carbon cap aimed at stabilising the climate,
goes largely to the world’s poor.
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Getting from Here to There

18. To deliver any such scheme, we need a publicly-backed political force with suYcient power to resist
the vested interests and to drive down the level of emissions. It is necessary directly to challenge the political
and business power complex that underlies the EU ETS, both in Europe and in the member states. The
central political task here is to draw in the public as participants and drivers in the carbon reduction process.
This would require the following steps:

— the politics of carbon control must be contextualised in the public mind by messages about just
how serious the climate crisis is—an awareness of a runaway process that could lead to extinction;

— the basis for the carbon permit revenue distribution must be demonstrably fair, nationally and
internationally; the arrangements seen to be in the interests of all (with the public being the direct
beneficiaries of the carbon permit revenues, and with renewables and their carbon competitors
clearly seen to be put on an equal footing);

— the carbon control must be seen to be non-evadable (through being imposed at the few points where
large and visible quantities of fuel enter the economy);

— the public must be helped to cope with the rising carbon price, not only through distribution of
carbon permit revenues, but also through guidance on how to adapt to the falling availability of
carbon fuels, and measures to remove disincentives to doing so (for example where neither tenants
nor landlords have any incentive to invest in energy eYciency measures for rental property).

19. With such a programme, and with avoidance of climate chaos an explicit and frequently repeated goal
of policy, everyone would know (and fossil energy companies would be put on notice) that the humanity
intends to withdraw from using climate-destroying “toxic” fuels as soon as possible. This is a tall order. But
try surviving a mass extinction event . . .

March 2009

Memorandum submitted by Centrica Plc

Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C

1. We believe that the EU ETS has a major part to play in stabilising global greenhouse gases. The UK
is playing an integral position in the battle against climate change and the EU ETS, alongside other
initiatives such as the Renewables Obligation and the Climate Change Levy are an important and significant
part of this. However, we believe it is also important for all other sectors, not necessarily included in the
above initiatives, to play a part in reducing carbon emissions and improving energy eYciency across the UK.
This should be encouraged by the Government at all levels.

The record of Phase II of the EU ETS, and prospects for the success of Phase III

2. We are happy with our experience of the scheme to date. There have been a few issues during the first
phase, and lessons have been taken on board in the design of Phase II, such that we feel the EU ETS is now
a robust working market. We are keen that this is maintained and it is therefore essential that when changes
are introduced, ie full scale auctioning, these are brought about with the working market in mind. For
example, the introduction of high-volume auctions may have a large impact on the market price and trading
volumes leading up to the auction date. In our view, it is therefore preferable to auction allowances little
and often.

3. We are pleased that auctioning has been adopted as the main method of allocation in Phase III, as we
suggest that this will provide a strong signal for all participants to both reduce their current carbon usage
and to invest to low-carbon technologies, as appropriate. We are disappointed that not all industries will be
subject to 100% auctioning from 2013, as we can see no reason why all sectors, not subject to carbon leakage,
should not have 100% auctioning from the beginning of Phase III.

4. We continue to be concerned that the auctions that are taking place during Phase II are only open to
Primary Participants rather than being directly open to all. We believe that direct participation in these
auctions going forward is beneficial to the operation of the market as well as vital in Phase III when a far
greater number of allowances will be purchased in this way. The information potentially gleaned by the
Primary Participants during this phase could give them a significant commercial advantage.

5. In addition, we would like to see more information published on the results of each auction. Ideally
this would take a similar form to the information released following the RGGI auctions in the US, which
includes aggregate information on the number and type of bidders as well as bid prices.

6. One of the scheme’s strengths is that the proposed tight cap delivers a meaningful price signal to
participants. This, in addition to the information set out on how the cap should be set post 2020 is both
reassuring to participants and assists in maintaining a robust emission market.
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Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

7. The removal of the current free allocation process, ensuring that the cost of carbon is reflected in all
future planning, investment and operations decisions will ultimately encourage lower-carbon technologies
and processes. It is essential that the higher polluter is given this signal, by having to purchase their
allowances, to drive down carbon emissions.

8. To a certain extent, the scheme (Phase III in particular) will encourage technological development,
however, in order to make some large step changes it is important that the very high cost and risks of
achieving this does not rest solely within the business community and, we suggest, some Government
assistance should be forthcoming. This is especially the case where the commercial adoption of new
technologies is required ahead of the usual speed needed for investment decisions to apply.

Impacts on economic recession on the workings of the EU ETS

9. The EU ETS is a working market. The allocation of EUAs happens over a year in advance of sectors
needing in surrender them under compliance. The current economic recession has resulted in several
industries cutting back on their production and making the decision to sell their surplus EUAs. This has
subsequently led, due to the usual supply-demand economics, to a fall in the price of EUAs, further evidence
that that the market is working properly.

Implications of the EU ETS for business competitiveness, and how to address them

10. We do not consider that the EU ETS has had an adverse eVect on business competitiveness. We
suggest that the EU ETS impacts businesses in three distinct ways, through the price of electricity, the current
process of giving the mast majority of allowances for free and the future benchmarking of industries for free
allowances in phase III.

11. The impact of the price of electricity should be a similar impact throughout the whole of EU. We
suggest that giving allowances for free benefits those industries that pollute more, but that the benchmarking
activity to be adopted during phase III should be using the most eYcient plant as a basis for free allowances
in any given sector, thus penalising the heaviest polluters and encouraging more eYcient plant.

12. We do not consider this to be against business competitiveness, as within the EU all businesses within
a competitive sector are being treated in the same manner and outside of the EU there are procedures in
place to assist those sectors significantly at risk of carbon leakage (via the receipt of free allowances). In time,
with the hopeful adoption of an International Climate Agreement, and the introduction of equivalent
carbon abatement schemes, the risk of carbon leakage should decrease.

EVects of the expansion of the EU ETS to encompass aviation

13. We support the expansion of the scheme to include other sectors and gases as this inevitably increases
eYciency. However, we believe that any expansion must not compromise the existing scheme, and this must
only be achieved where the baseline for expansion sectors is accurately known. If there is any doubt, any
expansion should be run in parallel to the EU ETS for at least a year to gain knowledge in this area and a
robust monitoring and verification regime must be used to ensure the continued eYcient working of the
emissions market. We are therefore pleased and support the process that has been adopted to include
aviation in the EU ETS.

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

14. We suggest that the proceeds from auctioning EU ETS allowances should be used for low carbon and
fuel poverty programmes.

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

15. Ideally, directly linking the EU ETS with other emission schemes outside the EU will help to deliver
emission reductions at the lowest cost to the global economy, and will aid development of a more liquid
market. This should only happen, however, when other schemes are established, and when the principles
behind those schemes as well as their operation allow a direct linking.

16. It is vital that any linked schemes operate with similar underlying processes to ensure the robust
nature of the EU ETS is maintained. Areas to consider would include:

(a) Mandatory caps on emissions.

(b) Equivalent monitoring, reporting and verification standards.

(c) Similar access to limited external credits.

(d) Absence of market interventions ie price caps, buy outs.
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The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

17. We understand and accept that a balance needs to be struck between eVort at home and abroad, and
that the UK needs to show some leadership in finding real carbon cuts at home. Given this balance will
depend on a number of factors including the speed of development of new technology and the availability
of good-quality projects, we do not believe that identifying a precise balance is helpful.

18. Project credits have an important role to play in delivering global emission cuts which should be
recognised. We believe that 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 global agreements for
many developing countries.

19. 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.

20. The UK is emerging as a market leader in the financing of these kinds of projects. 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.

21. To protect the credibility of the EU ETS and other international emissions trading, it is imperative
that projects are subject to rigorous accreditation to ensure minimum quality standards are met. Within the
CDM this role is carried out by the UNFCCC’s CDM Executive Board and we are confident that this system
is providing the necessary robust and rigorous assessments of proposed projects.

March 2009

Memorandum submitted by the Chemical Industries Association

Executive Summary

1. The CIA is the leading representative body for the UK chemical sector, with 150 member companies
from multinationals to SMEs. The UK chemical industry employs some 185,000 highly skilled people
directly and supports several hundred thousand jobs throughout the broader economy.

2. The chemical sector is highly energy intensive and exposed to international competition so potentially
exposed to carbon leakage risks by EU ETS.

3. Until there is globally inclusive emissions trading it is vital that measures are taken to ensure a
sustainable business environment as energy intensive sectors have a strong contribution to make to both
wealth creation and also the greening of the economy.

4. We support the use of emissions trading as a prime instrument to address climate change, but agree
with Stern that a carbon price alone cannot drive the development and innovation of step-change carbon
reduction technologies that will be needed.

5. We believe that emissions trading is more eVective than a carbon tax. The current UK climate change
policy mix should be simplified to avoid overlap and distortion.

6. For business certainty, it’s important that the carbon market does not suVer unpredictable policy
interventions, we are therefore opposed to calls for a floor price.

7. It is crucial that policy makers, including the UK government, give full recognition to our at risk
sectors as the detailed implementation of the EU ETS is worked over the next 12–24 months.

8. Assessment of carbon leakage should be conducted on a timely basis and at a suYciently aggregated
level to take account of the integration and interdependence of activities across chemical sector value chains.

9. We support the use of free allocations to address the risk of carbon leakage (of production and
investment) from energy intensive sectors exposed to international competition.

10. It is vital that compensation to indirect emitters exposed to significant risk of carbon leakage from
the pass-though of carbon costs to electricity is operated on a consistent basis to ensure a level playing field
both within and without the EU.

11. The post-Copenhagen Co-Decision process should pay full regard to the degree to which the new
international agreement is inclusive, and to progress in implementing equivalent measures.
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Overview

Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C

12. CIA supports the use of emissions trading as a prime instrument to address climate change. This is
because emissions trading is a flexible mechanism which oVers the least cost, and therefore the most eYcient
route, for achieving specific emissions reduction objectives.

13. However, for emissions trading to eVectively release the lowest cost abatement opportunities and
contribute towards addressing climate change, it needs to be implemented on a global basis. Until this is
achieved measures will be needed to address the risk of carbon leakage from energy intensive sectors exposed
to unregulated competition from other market blocks. It is vital that measures are taken to ensure a
sustainable business environment as energy intensive sectors have a strong contribution to make to both
wealth creation and also the greening of the economy. For example: in the chemical sector, continuous
innovation means our products provide solutions to climate change. Chemical sector emissions are easily
exceeded by the emissions savings from using our products, eg: materials for wind turbine blades,
photovoltaic cells, fuel cells, insulation for housing, low-weight cars, low-rolling resistance tyres and low-
temperature detergents.

14. In addition, while the carbon price can stimulate diVusion of cost eVective technologies, it cannot
alone drive the development and innovation of step-change carbon reduction technologies that will be
needed to make the reductions being targeted for 2050. These ventures are potentially risky and very
expensive so, as the Stern Report recognizes, there is also a need for closer collaboration between
government and industry to stimulate a broader portfolio of technologies and increased public spending
on research.

Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

15. On balance, we do not believe that a carbon tax would be more eVective because, unlike emissions
trading, a tax will not guarantee that emissions fall according to a specific cap. While its possible a tax could
provide carbon price certainty (though see paragraph 20), it does not directly drive companies to measure
their CO2 emissions and measurement is a key platform for managing and improving performance. Finally,
a tax is less capable of being extended on a global basis at a single rate as national sovereignty issues are
bound to arise.

16. We also believe that if, emissions trading is to be the eVective core instrument for driving CO2

abatement, it is important that it should not be supplemented with overlapping carbon taxes. This is because
an additional carbon tax will distort carbon price signals and produce a less optimal outcome. For example:
electricity prices reflect the full EU Emissions Trading Scheme (EU ETS) CO2 cost pass-through by
generators, but the carbon price signal is approximately doubled by additional costs from the Climate
Change Levy (CCL) and the Renewables Obligation (RO) whereas businesses outside EU ETS only pay the
cost of CCL on gas and coal. Though we recognize that the RO’s aim of supporting fledgling renewable
technologies is an important one, this means that there is more incentive to abate emissions from electricity
than gas and coal.

17. We agree that regulatory measures, such as product standards, are an appropriate alternative where
carbon is too small a cost component to change behaviour. However, in energy intensive sectors, regulatory
measures like Integrated Pollution Prevention and Control and its forthcoming successor, the Industrial
Emissions Directive (IED), should not overlap with emissions trading because, as with a tax, this risks
distorting carbon abatement strategies away from the optimal path. The current Pollution Prevention and
Control Regulations exempt EU ETS installations from their energy eYciency requirements and it is
therefore important that this principle is maintained in the IED.

18. There are a number of existing policy overlaps which need to be addressed. Foremost amongst these
is the overlap between CCAs and EU ETS. It is therefore important that the Government implements
proposals made in the Climate Change Simplification Report to extend CCL relief available under the
Climate Change Agreements (CCAs) to EU ETS installations to remove the need for the same emissions to
be covered by both schemes. We also support the Report’s recommendation that Government review the
interaction of combined heat and power generation (CHP) policies with other instruments, though it will
be important to ensure that there is no erosion of the incentives on which existing CHP investments depend.
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The EU Emissions Trading Scheme

The record of Phase II of the EU ETS, and prospects for the success of Phase III

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

Impacts of economic recession on the workings of the EU ETS

Impacts on and responses by UK firms covered by the EU ETS

19. While commentators have rightly pointed out that companies need a predictable carbon price and
this did not happen in Phase I, it should be recognised that Phase I was a transition phase and as such did
no permit banking of allowances into Phase II. The same picture does not apply looking forward as Phase
II does permit banking and the framework for Phase III, finalised at the end of 2008, provides operators
with a certain carbon pathway up to 2025.

20. As the instrument of choice, emissions trading delivers a specific carbon cap. Long-term certainty
about the supply of allowances helps to make carbon prices, as determined by the market, more predictable,
though prices will vary as relevant information emerges about demand conditions and abatement costs.
While the recession has clearly weakened allowance prices in the short term, this is a wider event which has
also impacted other commodity prices—see the chart below.

Price trends: EUAs compared to oil and gas (Sterling basis)
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It’s questionable whether a carbon tax could give more price certainty as policy makers would undoubtedly
need to make adjustments to the rate of tax to ensure longer-term carbon emissions goals are achieved and
there would also be a temptation to make variations to meet other political objectives. It is therefore quite
possible that a tax would produce a less predictable carbon price than emissions trading. For business
certainty, it’s important that the carbon market does not suVer unpredictable policy interventions; we are
therefore opposed to calls for a floor price for carbon.

21. The full impact of EU ETS has yet to be realised in the chemical sector as we will not be fully covered
until Phase III. However, through the UK Emissions Trading Scheme, UK chemical companies have become
accustomed to emissions trading as an instrument. To the extent the sector is covered, the price of EU
allowances is therefore being fully reflected in our business decisions.

22. It should also be recognised that the sector is an early starter in targeting its energy performance and,
under the CCAs and a previous voluntary eYciency agreement with the Government, we have improved
our energy eYciency by 35% over 1990–2006. This means that the majority of abatement options have been
addressed and significant opportunities will only now arise as it becomes economic to replace long-term
production assets—until then it is likely that the carbon price will mainly drive more cost eVective
opportunities elsewhere in the tradeable sector.

Implications of the EU ETS for business competitiveness, and how to address them

23. Until there is a truly globally inclusive international agreement, the proposed framework for the EU
Emissions Trading Scheme (EU ETS) post-2012 risks putting the competitiveness of the chemicals industry
at stake. This is because the unilateral imposition of the full cost of carbon would impose too great a burden
on our energy intensive activities.
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24. The UK chemical industry is one of the most energy intensive sectors, accounting for 22% of total
UK industrial consumption. It is also highly exposed to international competition: our businesses compete
in global markets and pricing of basic chemicals is very similar across Asia, North America and Europe.
As UK manufacturing’s number one export earner the chemical industry exports the large majority of its
production and half of this is destined for non-EU markets. In addition, about 70% of sites are
headquartered outside the UK (μrds of these outside the EU), so we also compete for investment with other
production locations.

25. For example:

— Cost impacts from direct emissions of CO2 (ammonia) and N2O (nitric acid) on the competitiveness
of fertilizers are highly significant: energy accounts for 80% of costs, so the cost of carbon is many
times larger than profits. Fertilizers are also exposed to import competition from producers in
countries which enjoy low gas costs, eg: the Ukraine and Russia (anti-dumping duties are imposed
on these two countries). UK production of ammonium nitrate would largely be replaced by Urea
based fertilisers so the Government would fail to meet its commitment under the EU National
Emission Ceilings Directive to reduce ammonia emissions.

— The European chlor-alkali industry believes that it will not be possible to pass the indirect carbon
costs passed through to electricity prices onto its customers, and that the cost of carbon will exceed
the industry’s operating margins. Without compensation for indirect carbon costs, no new plants
will be built in Europe to replace mercury-based plants which must close by 2020. This will lead to
chlor-alkali and chlor-derivatives production moving outside Europe, almost certainly to China,
and global emissions will increase as a result, eg: PVC manufacture in China is nearly five times
more carbon intensive than that in the UK.

— The products of the UK petrochemicals sector are largely derived from the fractions produced by
cracking Naphtha or LPG in a steam cracker (or ethylene cracker). Derivatives of the key
fractions, eg: ethylene and propylene are traded commodities and priced internationally and the
market is contestable with plans for significant investment in new capacity in low cost, competing
regions. Significant addition of export capacity in the Middle East means that the region is
increasingly becoming a natural arbiter between the Asian and EU markets such that regional
commodity prices are converging. This means that integrated EU producers would be unable to
pass on the cost of carbon from which represents a major portion of cash margins.

26. The final amendments to the post-2012 EU Emissions Trading Scheme include measures to:

— provide for 100% free, benchmarked allocations to energy intensive sectors which are assessed to
be at risk from carbon leakage;

— allow individual Member States discretion to compensate exposed electrically intensive activities
for the pass-through of carbon costs to power prices; and

— increase the exclusion threshold for small emitters to enhance cost eVectiveness.

While we welcome these measures, we are concerned they will prove insuYciently robust and embracing to
prevent carbon leakage and damage to industry competitiveness.

27. Amongst our major concerns are the following:

— The directive’s stipulation that there be no free allocation to electricity production (including self-
generation in CHP) means that free allocations will only be made in for heat related emissions. Self-
generation of electricity by eYcient CHP, which is part of our carbon exposure, will therefore not
receive free allocations.

— Setting the benchmark starting point at the average top 10% standard means that many
installations in sectors assessed to be at risk from carbon leakage will remain substantially short
of receiving suYcient free allocations to prevent that risk. Indeed, there is the real risk that the
majority of operators in some exposed sectors will remain financially burdened at above the EU’s
adopted exposure threshold. This cannot be an intended or acceptable consequence.

— The possibility of inconsistent approaches being adopted by member States with respect to
compensating electrically intensive activities risks inequity and uncompetitive market distortion.

28. It is therefore crucial that policy makers, including the UK government, give full recognition to our
at risk sectors as the detailed implementation of the EU ETS is worked over the next 12–24 months. In
particular:

— Assessment of carbon leakage should be conducted on a timely basis and at a suYciently
aggregated level to take account of the integration and interdependence of activities across
chemical sector value chains.

— There should be full consultation with sectors on the development of EU-wide benchmarks. Our
EU federation, CEFIC, is already at an advanced stage in coordinating the development of
benchmarks for the large homogenous chemical processes listed in the directive. The Commission
should fully harness this sector expertise.
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— It is vital that compensation to indirect emitters exposed to significant risk of carbon leakage from
the pass-though of carbon costs to electricity is operated on a consistent basis. We are concerned
that the revised EU ETS directive leaves this compensation to member state discretion. The threat
to key sectors with indirect emissions is very real (see chlor-alkali example above). It is therefore
essential that the UK Government takes positive action by giving assurances that it will give
financial compensation to industries who demonstrate at pan-EU level that they meet the
qualifying criteria, and that the level of support will be no worse than that enjoyed by EU ETS
participants in other member states.

— The post-Copenhagen Co-Decision process should pay full regard to the degree to which the new
international agreement is inclusive, and to progress in implementing equivalent measures. This is
crucial to reviewing the level of the EU ETS cap and the need for benchmarked allocations to
address continuing carbon leakage risks. Post-Copenhagen, we favour the continued use of
benchmarked allocations and oppose a CO2 border tax as this mechanism cannot adequately
address leakage.

EVects of the expansion of the EU ETS to encompass aviation

29. It seems that the inclusion of the aviation sector in EU ETS will do little to curb their emissions as
we understand their cost of abatement is high. In view of the expected increase in air travel we are concerned
that the inclusion of this sector in EU ETS could eVectively make the scheme even more stringent for other
participants.

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

30. Once there is global participation in emissions trading auctioning will be the most economically
eYcient method of allocating emissions allowances. However, until then, we support the use of free
allocations to address the risk of carbon leakage from energy intensive sectors exposed to international
competition. The use of free allocations under these conditions should not diminish the eVectiveness of
emissions trading as the emissions cap will still be met. Under free allocation, emissions allowances have a
market value so businesses will still factor in the cost of carbon into their business decisions.

31. There are significant merits to using benchmarks to make free allocations to large homogeneous
processes. This is because, allocations by EU-wide benchmark send a strong performance signal and will
more accurately meet the needs of eYcient installations than other methods of free allocation. It is important
that benchmark allocations are based on recent production levels, eg: an updating three year rolling average,
rather than a distant fixed period to ensure that allocations are relevant to current operations while avoiding
perverse incentives.

32. Where allowances can be auctioned without creating the risk of carbon leakage we believe the
Government should spend much more than the equivalent of the minimum level of 50% of revenues, to
address climate change. This should be additional to existing levels of spending to address climate change
and particularly focussed on ensuring the right technologies are developed in the UK. We also think there’s
a strong case for spending on investment in UK demonstration projects other than Carbon Capture and
Sequestration. In view of the current economic climate it would be appropriate to ramp up these
programmes now to help increase the contribution of green business to our economic recovery and to ensure
we are well placed to address our emissions reduction challenges up to 2020.

Development of a Global Carbon Market

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

33. We welcome the development of trading schemes in other regions because the linking of schemes will
help to increase liquidity and therefore the eYciency with which emissions reductions can be achieved.
However, as highlighted by an Emissions Trading Group paper, before deciding whether and how to link
schemes there are a range of criteria which need to be considered including: comparative stringency,
standards of monitoring, reporting and verification, levels of transparency, coverage, allocation methods
and access to CDMs.

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

34. Until there is a fully inclusion of all market blocks under common but diVerentiated responsibilities
which include quantitative emissions targets there will be a role for CDMs to play. Provided CDMs unlock
reductions that would not otherwise occur in regions without targets we believe that it is appropriate to allow
access to these credits from EU ETS in line with Marrakech Accord principles. By doing so, EU ETS and
other ETS linkages ensure these credits have a tradeable value and so support the transfer of resources and
technology to developing areas. It also means that targeted emissions reduction can be achieved on a cost
eVective basis.
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UK Carbon Budgets

The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

Transparency of and justification for counting the purchase of emissions credits (especially from “oVset”
schemes) as decreasing emissions from the UK

35. We note that the Committee on Climate Change’s recommended 2020 targets show leadership over
even the EU’s requirements. We believe it is legitimate and therefore highly appropriate to use credits to meet
the UK carbon budgets. However its important that the credits used are based on reductions are verifiable,
additional and will be sustained. Provided these principles are met then use of credits should maximise the
cost eVectiveness with which climate change can be addressed (see also paragraph 34).

March 2009

Memorandum submitted by the City of London Corporation

1. The City Corporation prides itself in being one of the first municipal purchasers in the UK of “green
energy” with all street lighting and civic buildings run on renewable energy. For some time now, the City
Corporation has also voluntarily oVset the carbon dioxide emissions from the Lord Mayor’s Show, and the
business travel of the Lord Mayor, other elected members and City of London oYcers. It is also, perhaps,
worth noting that the City Corporation is the first UK local government authority to develop a Climate
Change Adaptation Strategy and to be awarded the Carbon Trust Standard (2008).

2. The City is a founder member of the London Climate Change Agency and, in 1999, was a founder
member of the UK Emissions Trading Group (UK ETG), which played an important role in laying the
foundations upon which the UK, and then EU, Emission Trading Schemes were built.

3. The market that is building up in emissions trading is the result of a combination of the policy
requirement to reduce carbon emissions and a market opportunity. The signing of the Kyoto Protocol and
the resulting EU Emissions Trading Scheme (EU ETS), have led to the development of the market in carbon
allowances. London’s pool of expertise in financial services has enabled it to become Europe’s emissions
trading “hub” in a market that has seen considerable growth in recent years and a London cluster servicing
this emerging industry has already developed.

4. In establishing the EU ETS, policy makers have created a demand for a commodity (an allowance to
emit carbon) which was previously considered free. To this end, in establishing the world’s only regional
trading scheme, Europe has a massive potential advantage not only in the development of new financial
products, but also in the financing of developments in new technologies to combat climate change. Now the
price of carbon has been set, the commercial viability of abatement projects can be more readily calculated
and capital or project finance sought from the private sector.

5. Whilst emissions trading is currently a significant tool in the fight against climate change, it is not a
panacea and is reliant both directly and indirectly on enabling legislation which will lead society to a low-
carbon future. However, by harnessing the market in emissions abatement, cap and trade schemes allow
specific reduction targets to be set and monitored, and the eYciency of the market will ensure that emissions
reductions are met at the lowest possible cost.

6. Carbon trading is a broad church and currently two emissions trading markets are evolving in parallel:

— formal markets—epitomised by the EU ETS; and

— informal markets involving Verified Emissions Reductions (VERs), which are a key market in
the US.

7. Although the UK Government’s new Quality Assurance Scheme34 begins to address this, VERs
currently lack market infrastructure, such as registries and monitoring. This Voluntary market may,
however, evolve into a more formal trading system—in which case carbon oVsets, such as Clean
Development Mechanism credits, may form a bridge to a wider market, and could provide a common
“currency” between schemes. The development of carbon trading schemes will increase market value by an
order of magnitude and is likely to spawn a plethora of new products and secondary markets

8. Whilst there are arguments in favour of developing a global trading mechanism, another school of
thought suggests that the future success of carbon markets does not necessarily rely on a global scheme since
no other commodity has one. It may be that establishing a global system could be counter productive and
overly complex. Many regions are setting up their own trading schemes and it might be better to perhaps
capitalise on and pull those together in some way.

34 http://campaigns.direct.gov.uk/actonco2/home/features/oVsetting.html
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9. Regardless of whether the future of carbon markets is in a global trading system or greater
compatibility between regional systems, London (and therefore the UK) cannot aVord to be complacent and
cede any of its commanding lead in this field. It must capitalise on its experience in the market so far to
develop new products, protect the integrity of existing markets and influence the development of new
markets with the long-term aim of encouraging growth in carbon trading.

10. Finally, in 2006, the City of London, along with BP, Forum for the Future, Gresham College and Z/
Yen Consulting, launched The London Accord, a unique collaborative research project intended to share
thinking on climate change mitigation and to provide analysis of approaches to direct investment to the best
opportunities for investment. A number of leading City organisations have supplied their research teams
without charge with the aim of providing a shared consensus to present greater clarity and better
measurement of the link between investment, financial and “carbon” returns and also a better understanding
of the role of public policy in this area. A report, representing the end of the first phase, was published in
December 2007 as a reference guide for investors as they consider climate change. The second phase, now
underway, is widening the scope of the project to a broader range of social and environmental issues.35 The
City of London Corporation recently committed to continue to develop and support the project until 2011.

March 2009

Memorandum submitted by the Confederation of Paper Industries

Executive Summary

1. CPI believes that international emissions trading is vital to allow the countries of the world to deliver
meaningful greenhouse gas reductions in the most cost-eVective way possible. We support endeavours to
bring more countries into participation in emissions trading schemes with the ultimate aim of having a single
emissions trading currency that is fungible across the world. Many of the problems with the current EU ETS
are caused by the fact that emissions trading is not by any means international and companies participating
in the EU are at competitive risk from non-carbon constrained economies.

2. Phase II of EU ETS has been implemented in a more rigorous manner than in Phase I and the resultant
lower cap should deliver emissions reductions for 2008. However, the global economic downturn has
resulted in lower production in our sector (and many others) which will in itself result in reduced CO2

emissions. It will be diYcult to quantify the eVect of EU ETS in 2008 as a result.

3. The biggest threat to our industry of participation in EU ETS is the proposed ending of free allocation
necessitating the requirement to buy all required allowances. This would put our industry at a significant cost
disadvantage compared with less carbon constrained economies and business in the EU will simply close and
move elsewhere—with no impact on carbon emissions. The way to address this issue of “carbon leakage”
is to provide restricted free allocation to so-called carbon leakage sectors as already planned for Phase III
of EU ETS.

4. The use of emissions credits can make an essential contribution to world emissions reductions by
making these reductions at a lower cost that by domestic action. We think that the approach outlined in the
Climate Change Act of allowing the Committee on Climate Change to advise on the appropriate balance
of domestic action versus purchase of credits is correct.

The Confederation of Paper Industries

5. The Confederation of Paper Industries Ltd (CPI) works on behalf of the UK’s paper industries. It was
launched in January 2000 and brought together four long-established industry trade associations—the
Association of Makers of Soft Tissue Papers (AMSTP), the British Recovered Paper Association (BRPA),
the Corrugated Packaging Association (CPA) and the Paper Federation of Great Britain.

6. CPI represents the whole of the paper chain starting with the recovery of used paper, papermaking,
conversion into finished products and distribution. The paper-making sector, which includes the
manufacture of pulp, paper, board and tissue, is the most energy-intensive of all the activities in our industry
and “production of pulp and paper” is a listed Annex 1 activity in the EU ETS Directive.

7. CPI, through the Paper Sector Climate Change Management Company Ltd, advises the papermaking
sector on compliance with the requirements of EU ETS and co-ordinates verification activity on behalf of
the mills. There are 44 paper mills in EU ETS at present emitting some 3 million tonnes per annum of CO2

(1% of the traded sector).

8. CPI’s website may be found at www.paper.org.uk

35 All the research is available to download free from www.london-accord.co.uk



Processed: 29-01-2010 21:11:42 Page Layout: COENEW [O] PPSysB Job: 434578 Unit: PAG1

Environmental Audit Committee: Evidence Ev 185

Response to Specific Issues Raised in the Call for Evidence

Contribution of Emissions Trading to Delivering Global GHG Targets

9. CPI believes that international emissions trading covering all developed and developing nations is vital
to allow the countries of the world to deliver meaningful greenhouse gas reductions in the most cost-eVective
way possible. Provided there is a limited supply of fungible allowances at an appropriate price then emissions
trading can result in real energy or carbon savings. Trading mechanisms are theoretically eYcient and
eVective which allows required eYciency improvements or emissions reductions to be achieved at least cost.

10. We support endeavours to bring more countries into participation in emissions trading schemes. The
ultimate aim must be to have a single emissions trading currency that is fungible across the world. This can
only work if all schemes are structured in a broadly similar manner and are monitored and regulated with
a similar degree of robustness. Many of the problems with the current EU ETS are caused by the fact that
emissions trading is not by any means international and companies participating in the EU are at
competitive risk from non-carbon constrained economies.

11. Carbon taxes have the advantage of simplicity and are easy to apply compared with emissions trading
schemes but in our view can be blunt instruments and may not achieve carbon emissions reductions at least
cost. Nevertheless, the attraction of taxes in terms of simplicity—especially when compared with the
bureaucratic requirements of EU ETS and its overlap with CCAs—leads us to the conclusion that use of
carbon taxes should not be ruled out as a part of the UK’s portfolio of carbon reduction policies.

The EU Emissions Trading Scheme

12. It is too early to say with certainty how successful Phase II has been—2008 is its first year and we
must wait for the results due to be published in May 2009. The allocations in Phase II were much tighter
than in Phase I, correctly so as Phase I was clearly over-allocated by many Member States (although not by
the UK). This reduction in overall cap will mean that emissions must come down. Indications are that there
will be a surplus of allowances in 2008 and this may well be a result of the current global downturn: our
sector—and this will apply to other sectors as well—has seen production cutbacks which will result in fewer
emissions. The allocation for Phase II was based upon a certain growth rate for each sector and we will not
see that growth rate in 2008 or 2009, although we hope 2010 will bring some degree of recovery. CO2

emissions for our sector will certainly have reduced compared with 2007 although the eVect of emissions
trading policies on this reduction will be hard to quantify.

13. UK paper mills have responded to EU ETS—and also to the incentives given by participation in our
sector’s Climate Change Agreement with Government—by increasing their energy eYciency over the past
few years. In addition, we are seeing a strategic investment in biomass fuels in the industry. Three of our
larger mills have replaced, or are replacing, fossil fuel-consuming boiler plant with biomass fuelled
equipment. This investment will, in small part, be funded by the sale of surplus ETS allowances but more
importantly will set these mills up as important contributors to the low-carbon economy of the future.

14. The biggest threat to our industry of participation in EU ETS is the proposed ending of free allocation
necessitating the requirement to buy all required allowances. This will put our industry at a significant
(perhaps £100 million per annum) cost disadvantage compared with less carbon constrained economies and
business in the EU will simply close and move elsewhere—with no impact on carbon emissions.

15. The way to address this issue of “carbon leakage” is that of providing restricted free allocation to so-
called carbon leakage sectors as planned for Phase III of EU ETS. We believe that the methodology
proposed will allow the pulp and paper industry to qualify as a carbon leakage sector and we will therefore
get a degree of free allocation. It is important to note that even with a notional “100%” free allocation one
has to remember that the “100%” is based upon an overall emissions cap (21% lower than 2005 by 2020)
and the allocations within this cap will be based upon benchmarks derived from the average of the best-
performing 10% of installations in a sector. Therefore, even to emit on the 21% reduction trajectory some
95% of installations in a sector will get fewer allowances than they need.

16. The auctioning of allowances should not be seen as a source of unrestricted tax revenue for
Governments. We believe that a significant proportion of auctioning revenue should be hypothecated for
further emissions reduction initiatives to make such revenue raising reasonable. In the paper sector, a barrier
to investment in low-carbon combustion technologies such as biomass CHP is the sheer cost involved. It
should be noted that the saving in fossil fuel emissions and the subsequent income from selling emissions
allowances (at 30 Euros per tonne) would typically only cover 2–3% of the investment costs per annum—
with current allowance prices of less than 10 Euros the contribution is much smaller. The high capital cost
means that only the larger paper companies can contemplate taking such actions. Provision of
environmental subsidies in such cases could help the spread of such investments to smaller companies.

Development of a Global Carbon Market

17. We do not have suYcient expertise to comment on the development of emissions trading markets in
other countries. However, on the issue of Kyoto mechanisms such as CDM, it seems clear that any credits
created by such mechanisms must be verified in a rigorous manner to establish that the emissions savings
associated with such credits have actually occurred.
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UK Carbon Budgets

18. We understand the tension between the idea that it does not matter where global carbon savings are
made (and hence unrestricted use of emissions credits should be allowed) and the necessity for countries to
take domestic action to reduce their own emissions (and hence impose some sort of limit on the amount of
emissions credits that may be used). The use of emissions credits can make an essential contribution to world
emissions reductions by making these reductions at a lower cost that by domestic action. We think that the
approach outlined in the Climate Change Act of allowing the Committee on Climate Change to advise on
the appropriate balance of domestic action versus purchase of credits is correct.

19. It seems that some of the Kyoto mechanism credits available now may not qualify with the
requirement to prove their additionality as they would have progressed in any event. There also seems to be
an issue concerning HFC credits. It is important that the UN regulations are seen to be fair and not able to
be subverted, especially if such credits are to be used to meet the UK Carbon budgets or for compliance with
EU ETS obligations.

20. It is important that the public understands the issues around carbon oVsetting. Although only
recognised credits may be used to meet UK carbon budgets there is a huge market developing in oVering
various other forms of oVsets to the public. Definition of these oVsets should be standardised and criteria
established to determine their true validity. The publication last year of the BSI PAS 2050 on carbon
footprinting, the consultation on carbon accounting and the latest DECC consultation on the definition of
“carbon neutrality” are welcome steps towards this goal.

March 2009

Memorandum submitted by Drax Power Limited

Summary

1. The EU ETS aims to provide installations with a stable, functional carbon market, which provides
economic market signals for the abatement of carbon in both the EU and globally via Clean Development
Mechanism (CDM) investment. To date, the EU ETS has assisted in encouraging emitters, principally those
in the Large Electricity Producer (LEP) sector, to invest in cost eVective abatement technologies within the
EU, such as the turbine upgrade and the biomass co-firing projects at Drax Power Station.

2. The EU ETS has provided support to the EU in meeting its Kyoto targets by providing economic
signals that have underpinned the curtailment of carbon emissions from developing nations via the CDM,
with some 1.4 billion tonnes of carbon abatement being directly attributable to the operation of the EU ETS.
This is significant evidence of the role that the carbon market can play in the mitigation of climate change.

3. However, a question mark now hangs over the future of the CDM as a result of the recent agreement
reached by the EU on the new EU ETS Directive. After 2012, there will be reduced access to the CDM for
EU ETS installations, which means:

(a) the flexibility aVorded to installations in meeting their compliance targets will be severely
impaired; and

(b) a major source of investment in sustainable technologies for developing countries will be aVected.

4. The EU ETS has been designed as a traded carbon market, which means that it will be aVected by global
market conditions. The recent price movements are due to a decrease in demand for carbon allowances,
whilst carbon intensive industries experience a slump in demand for their products. It would be of grave
concern to Drax if the Government were to remove, or reduce, its support from a traded carbon market, as
a result of the market working correctly.

5. The LEP sector requires long-term stability in regulation to develop the necessary confidence to invest.
Hence, the Phase 3 auctioning regime must be developed and communicated as soon as possible, in order
to provide greater certainty to investors. The power generation sector will be subject to 100% auctioning
from 2013, which means that auctioning arrangements must be established well in advance of 2013, in order
to prevent an adverse aVect on liquidity in the power market.

Introduction

6. Drax Power Limited (“Drax”) is the operating subsidiary of Drax Group plc and the owner and
operator of Drax Power Station, the largest, cleanest and most eYcient coal-fired power station in the UK.
With a capacity of some 4,000MW, Drax Power Station is twice the size of the next largest power station in
the UK.

7. We believe we have an important part to play in managing the transition of the UK towards a low-
carbon economy. At Drax Power Station our focus is on co-?ring and thermal eYciency improvement. On
co-firing, we aim to produce 12.5% of our output from renewable biomass materials by mid 2010, which will
save around two and a half million tonnes of CO2 each year. At the centre of our thermal eYciency
programme is the £100 million upgrade of the high and low pressure turbines of each of our six generating
units. We are now over a third of the way through the upgrade project and already saving over one-third of
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a million tonnes of CO2 emissions a year. On completion of the upgrade in 2011, we will see an improvement
in our overall baseload eYciency of 5%, taking it towards 40%, and an annual saving of one million tonnes
of CO2.

8. Drax is pleased to have the opportunity to participate in the Committee’s inquiry into the role of the
carbon market. As a large compliance buyer in the carbon market, Drax should like to provide some context
to the inquiry by oVering observations on the general role of the carbon market and its influence on global
carbon abatement.

Success of the EU ETS to date

9. The EU ETS provides installations with a functional carbon market that provides economic market
signals for the abatement of carbon in both the EU and globally via CDM investment. It has encouraged
emitters, principally those in the LEP sector, to invest in abatement technologies within the EU and has
delivered a carbon trading platform that provides participants with:

— access to EUA, CER and ERU credits;

— good market liquidity;

— price transparency; and

— risk management tools that encompass, spot and forward futures and option contracts.

10. The process to move away from the EU’s dependence on fossil fuels will take many years. Progress
is being made, particularly in the LEP sector, where the EU ETS continues to make a major contribution
to both commercial and strategic decision making; this will continue, provided that the market is structured
in a way that engenders investor confidence in the long term.

11. In addition, the EU ETS has enabled the EU to meet its Kyoto targets by underpinning the
curtailment of carbon emissions by developing nations. Some 1.4 billion tonnes of abatement in developing
nations will be directly linked to the operation of the EU ETS. This is significant evidence of the role that
a fully functional carbon market can play in the mitigation of climate change and in mobilising developing
nations to curtail their carbon emissions via the CDM scheme.

12. In little over three years, the CDM has registered more than 1,400 projects, with the latest forecasts
projecting the issuance of CERs across the first commitment period (to the end of 2012) to be more than the
equivalent of 2.9 billion tonnes of CO2. As such, it is clear that the scheme has been successful in encouraging
investment in the developing world, as well as cutting GHG emissions globally.

13. Whilst the CDM has clearly demonstrated itself to have eVectively and eYciently met all of its
objectives, a question mark hangs over its future as a result of the recent agreement reached by the EU on
the new EU ETS Directive. After 2012, there will be reduced access to the CDM for EU ETS installations,
meaning:

(a) the flexibility of such installations in meeting their compliance targets will be severely impaired; and

(b) a major source of investment in sustainable technologies for developing countries will be aVected.

14. The results that have been seen in the developing world via CDM are at risk of being undermined if
the carbon market itself is endangered.

Promotion of Investment

15. In order to ensure a progressive reduction of global emissions, it is imperative that compliance buyers
are able to make strategic long-term decisions on their investments. The EU ETS and CDM have the
potential to provide investors with the regulatory certainty required to make such strategic decisions,
provided that Member States continue to work towards greater harmonisation and ensure that the details
of arrangements for future phases are provided to the market, in a timely and transparent manner.

16. A successful emissions trading scheme should provide participants with medium to long-term signals
that allow them to determine the appropriate balance of allowance trading and investment in abatement
technologies, both within the EU and globally via investment in developing countries. It should be noted
that any uncertainty and a lack of stability in the EU ETS and the processes that support the scheme will
have a detrimental eVect on investor confidence, at a time when the Government is striving to encourage
investment on an unprecedented scale.

17. However, whilst the EU ETS was designed to deliver the EU’s Kyoto targets and to encourage the
most eYcient route to carbon abatement, it may not necessarily be the most eYcient tool for encouraging
investment in new renewable technologies or in Carbon Capture and Storage (CCS). In terms of incentives
for renewables, it is important not to confuse:

(a) the objectives of carbon abatement and Kyoto targets that the EU ETS aims to aid; and

(b) the Renewables Obligation (RO) mechanism that aims to encourage investment in renewable
technologies.

18. If UK Government wishes to encourage greater investment in renewable technologies, it may need
to focus on greater incentives from the RO, not changes to the EU ETS.
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Carbon Tax versus Traded Market

19. It is important to understand that the EU ETS has been designed as a carbon market; by definition,
such a market shall be aVected by global market conditions. It must be noted that the recent price
movements in the carbon market are due to the decrease in the demand for carbon allowances. Whilst carbon
intensive industries, such as the steel and glass industries, experience a slump in demand for their products,
it makes sense that their requirement for carbon allowances will diminish. Such issues will lead to these
industries selling their excess carbon allowances in the carbon market, in turn causing a decrease in the price
of EUAs (as demonstrated by the market).

20. However, the inverse is also true, in that as demand rises, so does the price; we have seen this over the
last year with prices in the region of ƒ30/te during July 2008. The key point here is that Phases 2 and 3 have
been designed to ensure that there is an undersupply of EUAs between now and 2020, unlike Phase 1 where
there was a gross oversupply. It is expected that as each sector recovers, the demand for carbon allowances
will increase; this will not just be an increase in demand from individual industrial sectors, it will also be an
increase in demand from the power generation sector that such industries rely upon.

21. The carbon market allows companies to see price signals over multiple compliance periods / EU ETS
Phases, allowing them to decide on the optimum time to invest in carbon abatement technologies. In fact,
as the global economic situation improves, it is conceivable that the cost of abatement (in terms of materials
and construction) will be lower than that at the time when the EUA price was last in the region of ƒ30/te. The
recent movement in EUA price should not be perceived as a fault in the carbon market; the recent change in
EUA price only serves to demonstrate that the market works.

22. As the EU ETS platform continues to develop, it is important that any changes to the scheme should
be made in an evolutionary manner. Whilst Drax understands that the EU ETS should remain under
constant scrutiny, it should be noted that talk of a whole-scale change from a traded market to a taxation
regime undermines confidence in the emissions market, the abatement investment that it aims to promote
and the funding of investment and research into new abatement technologies that are based upon the future
EUA price.

23. It would be of grave concern to Drax if the Government would consider a move away from the traded
market to a tax regime as a result of the market working correctly (ie responding to changes in supply and
demand for carbon allowances). The UK has been a key promoter of a global carbon market, with nations
such as the United States, Canada and Australia now looking to link carbon trading schemes in a global
eVort to reduce emissions. Talk of a carbon tax, which serves to increase government revenue rather than
promote carbon abatement, undermines the progress already made in moving towards a truly global carbon
trading scheme.

24. Whilst Drax believes that it is not the market that is at fault, there may be an issue with the fragmented
administration of the carbon market and the incentives for green technologies (such as through the RO), as
there appears to be confusion over the objectives of each scheme. Rather than a whole-scale change to the
carbon trading arrangements, it may be worth conducting an investigation into the concept of a central
“carbon bank” that is charged with the management / role of the carbon market for all Member States. A
more holistic approach to determining how the carbon market and revenue recycling system should work
may provide a more eYcient carbon market, which in turn will lead to a more eYcient approach to carbon
abatement.

Auctioning

25. Clear rules on Phase 3 auctioning must be communicated as soon as possible, in order to provide
greater certainty to investors. This is especially important for the power generation sector, which will be
subject to 100% auctioning from 2013. Arrangements for Phase 3 auctioning must be established well in
advance of 2013 in order to prevent an adverse aVect on liquidity in the power market. If there is any delay
in Phase 3 auctioning, adequate provisions must be put in place (following stakeholder consultation) to
ensure that EUAs are accessible to all installations.

Conclusions

26. In conclusion:

(a) The process to move away from the EU’s dependence on fossil fuels will take many years. The
continuance of the EU ETS would facilitate future commercial and strategic decision making for
market participants with regards to carbon abatement.

(b) The EU ETS has provided support to the EU in meeting its Kyoto targets, with some 1.4 billion
tonnes of carbon abatement in developing nations being directly linked to the operation of the EU
ETS via the CDM scheme. Such results are at risk of being undermined if the carbon market itself
is endangered.

(c) Price decreases witnessed in the carbon market are a reflection of the decrease in demand for EUAs.
The current economic downturn has not only reduced demand, but has also prompted industrial
users to sell their excess allowances, which in turn has contributed to a decrease in price. This only
serves to demonstrate that the design of the EU ETS has produced a functional market.
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(d) Phases 2 and 3 have been designed to ensure that there is an undersupply of EUAs between now
and 2020; therefore, it is expected that as each sector recovers from the economic downturn, the
demand for carbon allowances will increase.

(e) Timely decisions are required regarding the arrangements of future EU ETS phases, in order to
provide investors with the regulatory certainty required to make long-term strategic carbon
abatement decisions. However, it is important not to confuse the objectives of diVering schemes,
such as the EU ETS and the RO mechanism; if UK Government wishes to encourage greater
investment in renewable technologies, it may need to focus on greater incentives from the RO
mechanism, not changes to the EU ETS.

March 2009

Memorandum submitted by the Economic and Social Research Council

1. Introduction

1.1 The Economic and Social Research Council (ESRC) funds research and training in social and
economic issues. We are an independent organisation, established by Royal Charter, but receive most of our
funding through the Department for Innovation, Universities and Skills. Our budget of £181 million (2007/
2008) funds over 2,500 researchers in academic institutions and policy research institutes throughout the
UK. We also support more than 2,000 postgraduate students.

1.2 The quality of life in and economic well-being of the UK and beyond is significantly aVected by issues
associated with and aVected by environmental change and energy. As such these are particular areas of
challenge for some of the social scientists we fund. This submission reflects some of the work funded to date
and we hope the Committee find the evidence of value.

2. Comments

2.1 The EU Emissions Trading Scheme (ETS) has opened up potential for exporters and producers of
renewable energy technology. However, these opportunities may not be realised given capital is not
guaranteed to distribute in a rationale fashion. As such work to help further encourage the better flow of
investment and capital, including consideration of regulation by a variety of stakeholders is required. We
would argue robust insights to these issues can only be gain through research, which is as yet to be fully
supported.

2.2 Some ESRC funded research has indicated that the price of carbon can play a fundamental role in
the eVectiveness of international climate change, helping encourage transition to a low-carbon economy.
However, this can only be one element of a comprehensive carbon management policy, which must also
include policy interventions on a broad front that encompass a full range of economic and social
considerations including behaviour, practices and habits.

2.3 Research on carbon markets suggests they require underpinning with bespoke mechanisms to
facilitate maximum eVectiveness. This should include guidance and support in terms of encouraging the take
up of the most appropriate technologies. Such interventions should include consideration of new regulatory
support in areas such as planning and market design.

2.4 Organisations responses to ETS vary according to their strategic objectives, scale and long-term
targets. Large-scale long-term investors appear to have adapted to the scheme in response to perceived
returns, driven by perceptions of those organisations by third parties. Additional work to understand these
complex relationships and how other organisations do, or may, in the future respond, would provide greater
understanding allowing policy to evolve such that the benefits of carbon trading are maximised. Early
indicators suggest beneficial steps may include the extent to which the trading system is easily understood
and engaged with; importantly, that prices accurately reflect what is appropriate to meet future emissions
targets and that the price is adjusted as appropriate as better information about the impact of global
warming develops; and, that these are reflected in joined up EU and member state policy. In addition,
maintaining a high price for carbon will help maximise support for socially profitable low-carbon
investments.

2.5 An expected direct outcome of the development and working of the ETS is a scale back in the role
for CDM project mechanisms. Although CDM provides scope for stakeholders, as individuals, to directly
benefit from project credits, further action is less likely to be pursued. Secondly, support normally flows to
energy intensive ‘carbon rich’ sectors which mitigates against movements towards lower-carbon activities.

2.6 The global competitiveness of EU business and industry will be aVected by carbon trading and as
such questions arise regarding state aid issues in what is currently a highly sensitive global market. These
raise significant legal and ethical questions which are being addressed by the ESRC funded Electricity Policy
Research Group at the University of Cambridge http://www.eprg.group.cam.ac.uk/. The Group’s work
suggests that careful implementation of such responses may ensure against breeching WTO regulation. In
addition interventions have the ability to bring a secondary benefit to bear in the form of reduced
administrative complexity, an additional constraint on the eVectiveness of carbon markets.
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2.6 The longer-term challenge of developing a global carbon market or linked markets has also been
subject to research which indicates considerable barriers remain to its successful implementation, not least
the lack of an accurate or acceptable base line for emissions on a country by country basis. Further research
on this challenge from both the natural and social sciences could contribute to a resolution of this challenge.

2.8 Finally, research indicates preferential support for renewables and their development which exceeds
that received for avoiding emissions via ETS would be beneficial. Similar measures adopted with regard to
nuclear generation led to eYcient, commercially attractive opportunities of benefit internationally.
Appropriate investment in the renewables sector has the potential to have significant impact on climate
change mitigation and as such should be born in mind as carbon markets develop.

February 2009

Memorandum submitted by the Environment Agency

Summary and Recommendations

— Trading schemes allow greenhouse gas emissions reductions to be made in a cost eVective way. We
believe a broader and deeper carbon market is at the core of a global solution to climate change.

— The changes proposed in the draft revised EU Emissions Trading Scheme (ETS) Directive, which
will apply from phase III, will result in a stronger scheme with a more robust carbon price.

— The proposed 2020 target of a 20% or a 30% (if a post Kyoto international agreement is reached)
reduction in emissions from 2005 levels set out in the draft revision of the EU ETS Directive will
ensure that the EU ETS sectors play their part in meeting the UK carbon budgets.

— We welcome the future linking of the European Union Emissions Trading Scheme (EU ETS) to
other trading schemes.

— We support the need for more analysis on the expansion of the scheme to further sectors such as
shipping, surface transport and over the longer term the farming and land use sector.

— We have serious concerns over the impact of aviation expansion on climate change. Whilst we
welcome its inclusion in the EU ETS we do not think this is a suYcient response to the problem
of growing emissions from the aviation sector. Emissions other than carbon dioxide (CO2) from
aviation that have a climate change impact are not covered and the ETS cap for aviation implies
only a modest curb on CO2 emissions at EU level.

— The Carbon Reduction Commitment (CRC) is a pioneering emission trading scheme aimed at
organisations in the services, public administration and non-energy intensive industry sectors.
Future caps for the CRC scheme should reflect the level of cost eVective abatement available for
those sectors covered.

1. Introduction

1.1 The Environment Agency welcomes the opportunity to submit evidence to the Environment Audit
Committee’s inquiry into the role of carbon markets in preventing dangerous climate change.

1.2 We are the Competent Authority for the EU ETS in England and Wales. We manage the Emissions
Trading Registry and the new entrant reserve (NER) on behalf of the other UK regulators.

1.3 Along with the Scottish Environmental Protection Agency (SEPA) and the Northern Ireland
Environment Agency (NIEA) we will administer the CRC which is aimed at organisations in the services,
public administration and non-energy intensive industry sectors. We will also participate in the scheme.

2. Key Inquiry Issues

The role of international emissions trading in delivering a global greenhouse gas stabilisation target

2.1 Avoiding dangerous climate change means making deep cuts in greenhouse gas emissions. Trading
allows these cuts to be made in a cost eVective way and ensures that the burden does not fall
disproportionately on individual countries or sectors. We believe a carbon market that incorporates more
sectors and more countries is at the core of a global solution to climate change.

2.2 We welcome the future linking of the EU ETS to other developing schemes. Equivalent standards of
monitoring, reporting and verification, with associated enforcement must be maintained so that the carbon
market stays credible and is an eVective policy instrument in addressing climate change.

2.3 In addition to linking the EU ETS to other trading schemes we support the need for more analysis
on the expansion of the scheme to further sectors such as shipping, surface transport and over the longer
term the farming and land use sector. Any analysis should weigh the administrative cost (both absolute and
per tonne of CO2) of including these sectors in EU ETS against the benefits. The inclusion of new sectors
in emissions trading could be complementary to other measures, for example the EU agreement to reduce
average CO2 emissions per km from new cars.
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2.4 The Carbon Reduction Commitment (CRC) will come into force in April 2010 with a three year
introductory phase in which there will be no cap on emissions from the scheme. From April 2013, total
emissions from the CRC will be limited through a cap on the number of allowances sold to participants.

2.5 We are currently reviewing CRC coverage and abatement potential for this important sector. Future
caps for the CRC scheme should reflect what is achievable in these sectors. We will publish the results of our
study in full shortly.

Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

2.6 We support the analysis in the Stern Review which concludes that an eVective framework for reducing
greenhouse gas (GHG) emissions includes both carbon pricing through tax, trading or regulation but also
downstream policies to remove barriers to behavioural change and policies to encourage innovation.
Trading is an important part of the solution but will work more eVectively when combined with other
instruments.

2.7 For example, there is an overlap between the EU ETS and the Carbon Reduction Commitment
(CRC)/ Climate Change Agreements (CCAs). This occurs as all organisations will be exposed to an
electricity price increase as a result of the EU ETS even if they do not directly have their emissions capped
by the scheme. The service, public administration and non-energy intensive industry sectors above 6,000
MWh also fall within the CRC and many of the organisations in energy intensive sectors that are too small
to fall within the EU ETS directly are subject to CCAs. We agree with the Government’s analysis that this
overlap is justified as these measures are designed to target other barriers to emissions reductions such as
ensuring energy eYciency measures gain greater profile within an organisation.

2.8 Methane emissions from active landfill sites could be suitable for inclusion in the EU ETS or another
trading scheme such as the Carbon Reduction Commitment. Active sites are not numerous and are relatively
large point sources of greenhouse gas. However, emissions from these sites need to be regulated closely to
minimise any risks they pose and inclusion in a trading system should not be considered an alternative to
regulation for safety and environmental hazard.

The record of Phase II of the EU ETS, and prospects for the success of Phase III

2.9 The strengthening of the Phase II National Allocation Plans by the European Commission has
already resulted in a stronger, more eVective EU ETS. Phase II of the EU ETS is expected to produce an
annual reduction of 29.3 MtCO2 against business as usual projections in the UK. A recent study by New
Carbon Finance suggests that across the EU emissions fell by 3% in EU ETS sectors in 2008. This study
estimates the carbon price was responsible for 40% of this decrease, with the recession accounting for a
further 30%.

2.10 Currently, market commentary indicates that there will be a surplus of allowances in Phase II as a
result of the downturn in the economy. It has also been suggested that the carbon price has fallen further
still as struggling companies are selling their surplus allowances in order to generate an additional income
(although this eVect will be more temporary in nature). However, given that Phase II allowances can be
carried across into Phase III we would expect the allowance price to rise again in time.

2.11 We support many of the changes set out in the draft revised EU ETS Directive that will come into
force in Phase III of the scheme. In particular, the introduction of a central cap with a long-term trajectory,
greater levels of auctioning, a wider scope covering more emissions, and a more harmonised system will all
improve the scheme. All of these changes taken together should deliver a much more credible carbon price
and start stimulating greater levels of investment.

2.12 The move to central EU cap setting from Phase III of the EU ETS will help to ensure a greater level
of ambition for the scheme. The long-term 2020 targets of 20% or a 30% (if a post Kyoto international
agreement is reached) reduction in emissions against 2005 levels set out in the draft revision of the EU ETS
Directive will ensure that the EU ETS sectors play their part in meeting the UK carbon budgets. The EU
ETS target post 2020 will need to be revised in the light of the necessary contribution from the EU and UK
to meeting global greenhouse gas reductions.

EVects of the expansion of the EU ETS to encompass aviation

2.13 By 2050, the Department for Transport (DfT) predicts that emissions of carbon dioxide (CO2) from
the aviation sector will grow from 37.9 megatonnes (Mt) CO2 in 2006 to 59.9 MtCO2, within the range 53.0
MtCO2 to 65.0 MtCO2.This figure does not include the impact on the climate of non-CO2 aviation emissions
at high altitude.

2.14 In percentage terms, aviation’s share of the UK’s GHG budget rises from just over 5% in 2006 to
between 38 and 72% in 2050 depending on whether a radiative forcing factor of 1.9 is included (which
attempts to account for the impact of emissions at high altitude). Increases at these levels would in eVect
require a reduction in GHG emissions by the rest of the economy of between 85 and 93% to meet the UK’s
overall targets of cutting GHG emissions by at least 80%.
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2.15 Our concern is that increases in emissions from the aviation sector will leave little or no headroom
for GHG emissions from other sectors. This in turn suggests that either very costly abatement measures will
be needed in these other sectors or that there is a risk that the overall target will not be met.

2.16 All civil aviation, both international and domestic, will be included in the EU Emissions Trading
Scheme (EU ETS) from 2012. While we welcome this development we do not feel that it is a suYcient
response to the problem of growing emissions from the aviation sector for three reasons.

2.17 First, the ETS does not cover the eVects of non-CO2 emissions on the climate, such as water vapour
and nitrogen oxides at high altitude. There is therefore a risk of increasing damage to the climate system
from these emissions unless other policies are also pursued.

2.18 Second, the ETS cap for aviation implies only a modest curb on CO2 emissions at EU level.
Emissions are capped at 97% of the average annual emissions for the 2004-06 period between 2008 and 2012
and 95% between 2013 and 2020.

2.19 Third, no cap has yet been determined for total emissions beyond 2020, so there is no carbon price
signal for the longer term. However, decisions are being taken now to put in place infrastructure that will
facilitate growth in GHG emissions from aviation over the 2020 to 2050 period.

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

2.20 The revised Directive will result in much greater levels of auctioning of 60% for Phase III as opposed
to 3% in Phase II. This will help to simplify the scheme and avoid windfall profits. We welcome this increase
and would like to see full auctioning within the EU ETS as soon as possible. However, we accept that some
sectors are subject to international competitiveness concerns which need to be addressed in any allocation
methodology. We see this as a transitional measure until all of Europe’s major competitors are part of a
global carbon market, when there will be no need for free allocation.

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

2.21 The scheme must link to other trading schemes in order to establish a global carbon market. We
support the Commission’s criteria for linking in the revised draft Directive.

2.22 State schemes in the USA and national schemes being developed in Australia, New Zealand and
Japan all have the potential to link to the EU ETS and strengthen the scheme.

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

2.23 A carbon oVset is a financial instrument representing a reduction in greenhouse gas emissions. There
are two main markets for carbon oVsets. The majority of carbon oVsets are purchased by companies or
governments in order to comply with caps on the total amount of carbon dioxide they are allowed to emit.
The voluntary market is much smaller. Individuals, companies, or governments purchase carbon oVsets to
mitigate their own greenhouse gas emissions from transportation, electricity use, and other sources.
Common oVset projects include renewable energy and energy eYciency projects, methane flaring projects
and aVorestation projects.

2.24 We support the UK Government scheme for regulating carbon oVset products with the aim of
informing and safeguarding business and household consumers purchasing Carbon OVsets. The scheme sets
standards for best practice in oVsetting. Approved oVsets have to demonstrate the following criteria:

— Accurate calculation of emissions to be oVset.

— Use of good quality carbon credits ie initially those that are Kyoto compliant.

— Cancellation of carbon credits within a year of the consumer’s purchase of the oVset.

— Clear and transparent pricing of the oVset.

— Provision of information about the role of oVsetting in tackling climate change and advice on how
a consumer can reduce his or her carbon footprint.

2.25 The Clean Development Mechanism (CDM) is an arrangement under the Kyoto Protocol allowing
industrialised countries with a greenhouse gas reduction commitment to invest in projects that reduce
emissions in developing countries as an alternative to more expensive emission reductions in their own
countries. A crucial feature of an approved CDM carbon project is that it has established that the planned
reductions would not occur without the additional incentive provided by emission reduction credits. The
project must be validated by a third party agency (a Designated Operational Entity) to ensure that it results
in real, measurable and long-term emission reductions.

2.26 There are restrictions on the type of CDM project credits that can be used by operators for
compliance purposes under the EU ETS. Credits from Land Use, Land Use Change and Forestry
(LULUCF) activities and nuclear projects cannot be used. In addition there are thresholds for CDM
projects which therefore currently exclude small scale renewables.
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The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

2.27 The number of Kyoto Certified Emissions Reductions (CERs) (generated through CDM or Joint
Implementation projects (JI)) which can be surrendered by operators in the EU ETS is capped at half of
emissions reductions required over the period 2008–20. If there is a move to a 30% overall EU emissions
reduction target, additional CERs may be used for up to half of the additional reduction. So, if the target
increases by 10%, CERs may be used for 5% of this reduction.

2.28 We support the provisions in the Climate Change Act to set a legally binding limit to the amount of
overseas credits that can count towards the UK budget and the role of the Committee for Climate Change
to advise on the legal contribution allowed. However, we are concerned that allowing 50% of the eVort for
the EU ETS sector to come from overseas could lock the UK into high-carbon infrastructure, such as
unabated coal fired power stations, unless other measures are in place to avoid this.

Transparency of and justification for counting the purchase of emissions credits (especially from “oVset”
schemes) as decreasing emissions from the UK

2.29 With regard to carbon units brought from, or sold to, other countries, only EU ETS recognised
allowances and Kyoto Certified Emissions Reductions (CERs) should contribute to meeting the UK
carbon account.

2.30 Carbon units generated from outside the UK and used to meet the UK carbon budgets should be
cancelled or retired, and not sold or transferred. If these units are not retired or cancelled than they could
potentially be used again, resulting in double counting of emissions reductions. We also consider that the
use of free credits should be avoided to reflect the true carbon price in investment decisions.

10 March 2009

Memorandum submitted by FERN

Summary

— The ETS has hampered the transition to low-carbon economies because resources have flown into
setting up an immense carbon trading apparatus, not research & development into transitioning
UK energy and transport infrastructure to be fit for the low-carbon realities of the future.

— The EU ETS overestimates the potential of pricing as a means to achieving structural changes in
the energy and transport infrastructure. While a carbon tax will certainly not be suYcient in and
by itself to trigger a just and swift transition to low-carbon economies, its advantages over carbon
trading as a means of putting a price on carbon are many, as Dr. James Hanssen pointed out in his
recent testimony to the US House Committee on Ways and Means: “Cap & Trade’ increases costs
to the public as does ‘Tax & Dividend’, but without the dividend. Thus it should be termed ‘Tax
& Trade’.” He further states that “[e]xcept for its stealth approach to taxing the public, and its
attraction to special interests, ‘Cap & Trade’ seems to have little merit.”1

— Carbon oVsets do not contribute to preventing dangerous climate change because carbon oVsets
do not reduce emissions. At best, they stabilise emission levels: A reduction in one place justifies an
extra emission in another place. This best-case scenario appears to be rare in reality and it is not
possible to verify whether or not the claimed reduction has been over and above any that would
have occurred anyways. As a result, any trading scheme involving carbon oVsets may increase
rather than reduce ghg emissions because it will allow extra emissions without the certainty of
corresponding extra reductions elsewhere.

— OVset standards have not been able to address this fundamental shortcoming: it is impossible to
verify whether credits sold by any one project are based on genuine, additional emission reductions
that would otherwise not have occurred. At least ´ and possibly up to μ of registered CDM projects
are business-as-usual projects that do not deliver additional emission reductions.2 Due to lack of
transparency, it is not possible to even assess with any certainty the level of non-additional credits
of oVset projects in the voluntary oVset market.

— A November 2008 US Government Accountability OYce report states that its “Key lessons from
the CDM include: (1) the resources necessary to obtain project approval may reduce the cost-
eVectiveness and quality of projects; (2) the need to ensure the credibility of emission reductions
presents a significant regulatory challenge; and (3) due to the tradeoVs with oVsets, the use of such
programs may be, at best, a temporary solution.”3 In addition, oVsets do not contribute to
changing the energy infrastructure either in the oVset producer or the oVset buyer country and the
UK government must phase-out its use of oVsets as soon as possible.

— Trading in credits from oVset schemes presents a high risk of creating a lemons market because it
is impossible to assess the true value of the credit being sold, because “[o]Vsets are an imaginary
commodity created by deducting what you hope happens from what you guess would have
happened.”4
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— If the objective of the government’s climate policy were to trigger a swift, just and eVective
transition to a low-carbon economy in order to prevent dangerous climate change, carbon trading
ought not be the central pillar. In our view it should not even be part of the mix of policy
instruments because it (a) has neither triggered the kind of technological shift needed to move our
fossil fuel dependent economies onto a low-carbon pathway; (b) turned the polluter-pays-principle
into a polluter-is-being paid principle by providing billion-euro windfall profits to some of the
largest ghg emitters (c) incorporates the trading of oVset credits whose generation is based on story-
telling and hence ultimately not verifiable. As Dr. James Hanssen stated at a recent US House
Committee hearing: “[t]he worst thing about cap-and-trade, from a climate standpoint, is that it
will surely be inadequate to achieve the sharp reduction of emissions that is needed. Thus cap-and-
trade would practically guarantee disastrous climate change for our children and grandchildren.”5

— FERN believes that a crucial first step in implementing an eVective UK climate policy will be for
the UK government to end the use of carbon oVsets. It will further be crucial to identify a broad
range of eVective approaches that will provide a realistic possibility of transitioning the country’s
fossil fuel dependent energy infrastructure and transport systems towards low-carbon dependence.
Given the immensity of the task, as well as the urgency to provide the right incentives before long-
term energy infrastructure decisions are taken, a thorough assessment of available policy
instruments that may include but is not limited to market-based instruments such as taxation, and
financial incentives for innovation will enable the government to replace the ineVective and costly
carbon trading infrastructure and begin focusing on policy measures that hold a chance of playing
a positive role in preventing dangerous climate change—carbon trading does not.

Introduction

1. FERN is an environmental and social justice advocacy non-profit organisation founded in 1995, which
works to promote environmental and social justice.

2. FERN has pursued research into climate change policy, emissions trading, and carbon trading, in
particular carbon oVsets, since 2000. Initially focusing on the analysis of carbon trading as a potential new
financing instrument for the expansion of monoculture tree plantations, FERN has critically analysed the
climate justice implications of implementing carbon trading schemes. FERN has documented the reality of
carbon oVset projects and engaged in strengthening global networks advocating for climate justice and a
swift transition to low-carbon economies.6 Working closely with organisations in India, Brasil, Congo Basin
countries, Uganda, Indonesia, the US and Canada, FERN has analysed the role carbon oVsets play in the
European Emissions Trading Scheme and in voluntary oVset markets.

3. FERN’s submissions to the Environmental Audit Committee inquiries into the International
Challenge of Climate Change, the role of the voluntary carbon oVset market and, recently, on “forests: the
future role of carbon markets in their protection and the timber trade” have argued that (1) carbon markets,
in particular where they include the use of carbon oVsets, delay or even prevent rather than accelerate a just
transition to low-carbon technologies; (2) carbon oVsets have not contributed significantly to sustainable
development but on the contrary, in many cases have had serious negative social and environmental impacts;
(3) reliance on carbon oVsets as a way to finance reducing deforestation initiatives in the context of an
international climate regime will threaten to ignore forest peoples’ rights and fail both, to reduce emissions
and address the drivers of forest loss; (4) any use of carbon oVsets is incompatible with the government’s
pledge to prevent dangerous climate change.

Carbon Markets and Innovation

4. A growing body of academic research shows that emissions trading tends to discourage, not encourage,
innovation by lowering the cost of compliance through conventional measures such as regulation or
taxation. Driesen for example documents how even innovation that costs a lot now can prove economically
and environmentally superior over the long run, because innovation can make costs of new technologies fall
over time. His research further shows how some innovations provide very wide ranging environmental and
social benefits and can alter pathways while emissions trading encourages selection of technologies and
measures with the cheapest short-term cost, not the cheapest long-term cost or the greatest long-term value.7

With regards to triggering a transition towards low-carbon economies such long-term values may far
outweigh the short-term cost savings. In their working paper ‘The Missing Instrument: Dirty Input Limits’8,
Driesen and Sinden also evaluate the use of Dirty Input Limits (DILs), ie quantitative limits on the inputs
that cause pollution as a climate change protection instrument. They state that “DILs provide an alternative
to cumbersome output-based emissions trading and performance standards. DILs have played a role in
some of the world’s most prominent environmental success stories.”

5. Oxford University economics professor Dieter Holm further points out that “[t]he price of carbon has
had virtually no eVect on the market so far and virtually no eVect on climate change,”; he adds that “[t]he
trouble is that there are a lot of people out there making a lot of money out of carbon trading and who want
to perfect the market rather than press for the changes that are actually needed.” Driesen and Holm’s s
analysis is echoed by Jim Watson of Sussex University Energy Group: “Governments are relying way too
much on the price of carbon to deliver everything.” Watson further points out that “The oil price shocks of
the 1970s didn’t wean us oV oil, so why should we believe that a high carbon price will wean us oV carbon.”9
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6. Given the relatively short time span left to initiate a just transition to low-carbon economies if
dangerous climate change is to be prevented with at least some likelihood, a thorough assessment,
identification and implementation of the most eVective policy instruments for triggering the kind of energy
and transport infrastructure change required to climate-prove our economies is urgently required. The
mounting evidence that carbon trading will not be able to provide the right incentives for these types of
innovation or a switch to low-carbon energy pathways adds further urgency to a thorough independent
assessment of the role carbon trading is playing in preventing or exacerbating climate change before carbon
trading is expanded and developed into a global policy instrument.

The EU Emissions Trading Scheme

Cap-and Trade component

7. Windfall profits, negligible reductions, no change in energy pathway, three price crashes and a
continuing oversupply of permits summarise the experience of the first and beginning of the second phase
of the EU Emissions Trading Scheme.10 In 2008 the WWF stated in a report on the EU ETS second phase
that the organisation is “concerned that the ETS is financially rewarding some of the worst carbon polluters
in the EU.” And further that “Power companies in five EU member states could realise windfall profits over
the next four years of up to ƒ71 billion as a result of the handing out of emissions allowances for free.”11 A
recent FERN Briefing12 shows that the option to “bank” unused credits and allowances for use beyond 2012
combined with the ETS’s carbon oVset loophole allowing significant influx of carbon oVset credits and the
economic downturn reductions by 2020 reduction obligations within the EU may be as low as 3.9%
compared to 1990 emissions.

8. The economic crisis and recession have exacerbated the ineVectiveness of the EU ETS and it is likely
that neither phase II nor Phase III will deliver any significant domestic emission reductions other than those
related to the economic downturn. Economists and carbon analysts have long been pointing out the failings
of the scheme: In 2007, IPA Consultants pointed out that “By 2015, the UK’s electricity system will look
remarkably similar regardless of assumptions on how the EU ETS plays out.” Citigroup’s Peter Atherton
stated in January 2007 that the “ETS has done nothing to curb emissions . . . is a highly regressive tax falling
mostly on poor people . . . Enhances the market power of generators. Have policy goals been achieved?
Prices up, emissions up, profits up... so, not really.” Philip Luyten, environment manager at Total
Petrochemicals states that “The EU ETS has given no extra incentives for greenhouse gas reductions or
changes to the fuel mix,”.13 Emissions in the EU have increased by 5 percent since the start of the ETS. This
will mean that until 2020, the EU and the UK government’s key climate policy instrument will not deliver
any meaningful reductions in the highest emitting industry sectors, the sectors where investments into a swift
transition are most needed yet will be least likely due to the availability of cheaper carbon trading options.

9. Over-allocation is a problem not limited to the EU ETS: According to research published by carbon
market analysts Point Carbon, the emissions of carbon dioxide covered by the Regional Greenhouse Gas
Initiative (RGGI) in the Eastern US dropped by over 20 million short tons between 2005 and 2006, leaving
the scheme over-allocated by 24 million short tons or 13% of the cap in 2009.14

Carbon Offsets—The Hole in the Cap

10. The widely announced “tightening of the cap” in the 2nd phase of the ETS has been accompanied by
the less-publicised “widening of the hole”: Companies will be able to use significantly more carbon oVset
credits during phases II and III of the ETS. FERN’s calculations15 and an analysis by the Öko-Institute16

in Germany suggest that 60-90% of reduction obligations can be achieved by purchasing carbon oVset
credits and thus virtually no domestic reductions will be required from the majority of companies covered
by the ETS.

11. Up to 50% of the oVset projects currently registered by the Kyoto Protocol’s CDM are believed to be
business-as-usual projects which do not deliver additional emission reductions. Given that every oVset
project selling credits based on reductions that would have happened anyways (ie are not additional) justifies
an extra emission under the ETS that is not covered by an equivalent extra reduction from the oVset, the
oVset hole in the ETS will lead to higher, not lower global emissions. Michaelowa and Michaelowa argue
that carbon oVsets “in developing countries provide politicians in industrialized countries with a welcome
strategy to divert the attention of their constituencies from the lack of success in reducing greenhouse gas
emissions domestically.”17

12. Neither oVset standards nor an elaborate bureaucracy of the UNFCCC’s Clean Development
Mechanism have been able to prevent bogus oVset credits from entering the carbon market en masse. This
is not surprising given the inherent flaw of carbon oVsets: They generate credits based on a counterfactual
story of how high emissions “would have been” in the absence of the oVset project. It is impossible to verify
the validity of such a story of “what would have happened if” and thus, it is impossible to determine with
certainty whether an oVset credit is based on a genuine additional emission reduction or not: “OVsets are
an imaginary commodity created by deducting what you hope happens from what you guess would have
happened”18



Processed: 29-01-2010 21:11:42 Page Layout: COENEW [E] PPSysB Job: 434578 Unit: PAG1

Ev 196 Environmental Audit Committee: Evidence

13. In addition to this fundamental and insolvable shortcoming of carbon oVsets, the structure of the
carbon market has also created incentives that favour oVset projects which deliver large quantities of cheap
credits rather than projects which arise from the needs and priorities of local communities or that disburse
appropriate renewable energy. This is reflected in the experience of a long-term renewable energy and
community activist and specialist in Africa, “When the company for which I worked for 10 years got into
carbon trading, I became increasingly distraught. It was no longer about “sustainable development”, it was
about tonnes of CO2 on make-believe spread sheets”.19

14. Under the CDM the largest number of carbon credits has been generated by projects claiming to
reduce the potent greenhouse gas HFC-23,9 rather than CO2. It has been estimated that the value of credits
given to HFC-23 projects at average 2007 carbon prices is ƒ4.7 billion. However, an estimate of the cost of
technology needed to capture and destroy the same amount of HFC-23 is ƒ100 million. Around ƒ4.6 billion
has been generated in profit by HFC-23 generating plants, which could then further expand their operations
with the reinvestment of this profit. Indian chemical company, SRF, made ƒ87 million from the sale of
carbon credits in 2006–07. Ashish Bharat Ram, managing director of SRF, noted that “Strong income from
carbon trading strengthened us financially, and now we are expanding into areas related to our core strength
of chemical and technical textiles business.”20

15. FERN and partner organisations in the Durban Group for Climate Justice have documented
extensively the serious negative social and environmental impacts of a wide range of carbon oVset projects
in both the CDM and voluntary oVset market.21 These include gas capture for electricity generation in pig
iron sector, HFC projects, biomass projects, avoided deforestation projects, tree planting projects, small
hydro projects, wind energy projects, all in India; tree plantation and energy eYciency projects in the
charcoal industry, hydro projects and biomass projects in Brasil, landfill methane capture in South Africa,
tree planting in Uganda and Ecuador.

16. Initial research by FERN into forest conservation projects suggests that the same negative impacts
and a return to the “guards and guns” approach to forest conservation can be expected at least in some areas
if forests are included in international carbon oVset schemes.

5 March 2009
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Memorandum submitted by Friends of the Earth

Summary

We believe that other respondents will be making similar points to us on the overall performance of carbon
markets, and so the majority of our evidence below will focus on the issue of whether emissions credits
should be counted in the forthcoming UK carbon budgets.

— Trading and oVsetting is a major issue for the UK carbon budgets. The Committee on Climate
Change (CCC)’s recommendation on including oVsetting has the practical eVect of reducing the
total required eVort in the UK to significantly below the stated 29% (interim budget) and 40%
(intended budget). As investment decisions during these budget periods will have impacts for
decades, this low eVort is in direct conflict with the CCC’s view that by 2050 over 90% of cuts are
highly likely to be most cost-eVectively achieved domestically. The issue of whether to include
oVsetting or EUETS traded emissions is therefore crucial to the level of eVort required in the short-
term, and to the expense of meeting future budgets36.

— Trading and oVsetting should not be included in accounting for the UK carbon budgets for two
reasons:

— First, the low quality and high volume of oVset credits,37 negates the argument that a 1 tonne
cut of carbon purchased from EUETS (whether CER or EUA) is the same as a 1 tonne cut in
emissions within the UK.

— Second, the use of trading for accounting purposes means that in practice the Climate Act will
be no driver for emissions reductions in the traded sector. The CCC advises that decarbonising
electricity generation in the UK is essential to reducing emissions in the UK, yet under these
accounting arrangements it will make no diVerence to the UK carbon budget whatever
happens, positive or negative, in that sector. This is not in keeping with the intention of the Act.

Our main evidence (see page 3) covers the above points in more detail. We would also like to make the
following points about carbon markets in general, in summary form:

— Carbon trading within and between developed countries has a role to play in cutting carbon
emissions. The EU ETS however is not eVective, particularly due to weak overall caps and major
flaws with oVsetting mechanisms such as CDM.

—
— Emissions trading must be complemented by a range of other policy mechanisms, such as tax,

regulation and spending, as recommended in the Stern Review.

— Phase 2 and 3 of EUETS are not adequate:

— They have too high a cap, not consistent with cuts required in the EU to keep temperature
increases below 2 degrees C.

— This is both a problem in 2008–20, as not enough cuts are made;

— And it is problem for 2020! as the low carbon price resulting from the high cap means
there is little incentive for low-carbon infrastructure investment decisions which will last
well beyond 2020.

36 http://www.foe.co.uk/resource/reports/tyndall—climatereport—ccc2008.pdf, p31
37 Here we will just use CDM as short-hand for all oV-set credits



Processed: 29-01-2010 21:11:42 Page Layout: COENEW [E] PPSysB Job: 434578 Unit: PAG1

Ev 198 Environmental Audit Committee: Evidence

— They allow too much oVsetting—at 50% of the overall emissions reduction required within
the EUETS:

— This high volume of credits creates “lock-in” to high-carbon infrastructure in the EU.

— The quality of the credits can often be low or dubious

— They are often not “additional”—ie would have happened anyway.

— They often do not guarantee emissions reductions—and in some cases can deliver
emissions increases (eg the building of new coal fired power stations, just of better
eYciency than might otherwise have been built)

— They often come with major negative environmental and social impacts—such as
displacement of communities for new hydro-power projects or plantations.

— Even if the quality and volume issues are sorted, oVsetting would still only be a “zero sum”
game—emissions cuts in developing countries rather than cuts in developed countries,
when the science is clear that cuts in developed countries are needed as well as reductions
from business-as-usual growth assumptions in developing countries.

— Although incorporation of aviation in the EUETS is a welcome first step it will not send a
significant price signal or drive technology improvements to materially aVect the forecast future
growth in aviation emissions.38 This is partly due to the inadequate cap and high levels of oVsetting
but also reflects low levels of auctioning and the over-generous baseline set for the aviation sector.
We welcome the Government’s intention to retain Air Passenger Duty alongside the EUETS as an
additional mechanism to control aviation emissions.

— The issue of oVsetting is not merely an issue in the traded-sector. In the EU package agreed in
December 2008, there is potential for more than 72% of the total reduction eVort under the EVort-
sharing directive to be oV-set outside the EU through the CDM from 2013-2020.

Detail of Arguments on Offsetting and Trading and UK Carbon Budgets:

1. OV-set credits

The CCC report argues (p160) that there are three arguments against “too great a reliance” on carbon
markets and buying in oVset credits. These are i) showing leadership, ii) danger of lock-in and increased cost,
iii) unreliable quality of oVset credits. They go on to say that these are arguments relating “primarily or
entirely to oVset credits, and not to the purchase of EUAs and thus to reliance on reductions elsewhere within
the EU”. They say “as long as the EU ETS total emissions target is adequately tight (and with appropriate
limits on oVset credit purchase into the EUETS) emission reductions will be achieved within Europe, and new
technologies for energy eYciency and renewable energy will be developed.”

First, the EU climate package agreed since the CCC’s report (agreed 12th Dec, voted on 17th Dec) allows
for a huge amount of oV-set credit purchase, which in practice would exceed 50% were it not for a provision
in the legislation to limit the oV-sets to that amount. Either way, it will be very diYcult to argue convincingly
that half of the emissions reductions constitutes the CCC’s definition of an “appropriate limit” or that as a
result “emission reductions will be achieved within Europe”.

This issue of the very high volume of allowed credits is compounded by major concerns over their quality
and additionality. Simply, a new, CDM-compliant coal fired power station in India, built to cope with extra
demand for electricity, but built to a better energy eYciency than the previous generation of Indian power
stations, is still emitting more carbon into the atmosphere.39 As the CCC put it: “any system of credits for
reduction against a hypothetical business as usual scenario is inherently less robust than a cap and trade
system where reductions are required in the certifiable total of all emissions”. It is not accurate therefore to
say that a tonne of emissions reduction in the UK or Italy is equivalent to a tonne of reductions in countries
without caps.

This problem with oVsets is not confined to CDM—it also aVects the validity of counting purchased
EUAs towards the UK carbon budgets. For example, European firms allocated EUAs can purchase CERs
up to allowed (high) limits, and sell the EUAs to the UK. This makes economic sense to those European
firms—the average price of a CER is less than the price of an EUA. The high volume of cheap CDM permits

38 EC impact assessment of aviation ETS proposal, found under the Commission’s proposal, aviation emissions will grow by
78% between 2005 and 2020, instead of 83% under a “do-nothing” (business-as-usual) approach, a reduction equivalent to
less than one year’s growth in emissions.http://ec.europa.eu/environment/climat/pdf/aviation/sec—2006—1684—en.pdf

39 International Finance Corporation. Tata Ultra Mega, summary of proposed investment. www.ifc.org
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will also aVect (and lower) the overall EUA price. EUAs are not therefore a guarantee of emissions
reductions within Europe. This is not a minor eVect—the CCC proposes that purchase of EUAs should
count towards meeting the budgets in the traded and non-traded sector to an unlimited extent.

2. Climate Change Act and the traded sector—a driver or not?

For the above reasons, we believe that the high volume and low quality of oVset credits means that the
UK should count neither oVset credits nor EUAs in the UK carbon budgets. There is an additional reason.
At present, the Government intends that, for accounting purposes, the carbon budgets will simply count the
UK’s “allocated” emissions in the traded-sector as the traded sector’s contribution to the carbon budgets.
This means that nothing that happens in the traded sector has any eVect on the UK carbon account. It means
that the Act would create no driver whatsoever for either stronger policies (for example on the Climate
Change Levy) or have any influence over whether building a new generation of coal-fired power stations
was a good thing from a climate perspective. There would be no point having anything at all in the “policies
and proposals” section of the Act for the traded sector.

There is a simple solution to this, which is to count actual emissions in the traded-sector, rather than
allocated emissions. Of course, the UK would still be in the EUETS, and UK firms would still need to
purchase credits to cover emissions above their allocations. But under this arrangement, the UK government
would then have a driver, through the Act, to implement policies which helped firms reduce emissions in the
traded sector. The Government clearly believes that other policies are needed (eg, there is a Climate Change
Levy and other climate policy in the climate sector), in part because it believes that the EUETS is not an
infallible or the only policy tool to be used. The CCC report also states at page 198 that “given the
uncertainties of the political processes which determine EUETS caps, and given uncertain and fluctuating
carbon price expectations beyond the next few years” additional policy action to prevent new unabated coal-
fired power stations is needed in addition to the carbon price established by the market. So the Act, as the
overarching policy document for Government on climate change, must be able to act as a driver for the
development of those other policies.

There is a counter argument, that there is no point the UK doing more in the traded-sector, because it will
simply mean that other countries in the EUETS will do less. We disagree with this, on five grounds.

— First, there is the practical issue that, because of the CDM, doing less in the UK means more will
be done outside of the EUETS, in uncapped countries, ie less guarantee of lower carbon
concentrations in the atmosphere: this goes against the Act’s basic purpose.

— Second, it undermines both of DECC’s key aims for the Climate Act: “to help the transition
towards a low-carbon economy in the UK”; and to “demonstrate UK leadership
internationally”.40

— Third, even if we did do more and the Poles and French could then do less, this is not necessarily
a bad thing. For example, it would mean that through stronger UK Govt policy, French and Polish
firms would be paying UK firms more for permits; it would mean that the UK would be less likely
to be locked into high-carbon infrastructure, and it would have made a head start in making the
much larger long-term cuts, 90% of which the CCC say are going to be made most cost-eVectively
domestically.41

— Fourth, the overall cap in the EUETS in future periods is critical. If countries do not make eVort
to cut their own emissions, but instead use the existence of the EUETS to justify carbon-intensive
policies (as happened here in the UK over Heathrow expansion) on the grounds that it doesn’t
matter as increases here will simply be met by cuts elsewhere in the EU, then the political reality
is that those individuals countries will find it harder to negotiate for tougher caps in future years,
because of inevitable lobbying pressure from locked-in industry. Countries with active and strong
additional policies in the traded sectors will find it easier to negotiate for stronger caps. If the UK
wants to continue to play a strong leadership role for stronger caps in the EU and internationally,
its ability to do so is dependent on strong policies.

— A final argument for using actual rather than allocated emissions is that the UK will not have an
actual national “allocation” beyond the end of phase 2. It is as yet uncertain how allocations and
auctions will be arranged in phase 3, and no doubt it will be theoretically possible to construct a
notional “UK allocation” from whatever is decided, but in reality this will be an accounting nicety

40 www.decc.gov.uk/en/content/cms/legislation/en/content/cms/legislation/cc—act—08/cc—act—08.aspx
41 Page 35: “while international trading of emissions credits can usefully reduce the cost of mitigation, over the long term it is highly

likely that the vast majority of the UK emissions reduction will need to be achieved domestically (eg a UK commitment to an
80% reduction may well require a UK domestic reduction of over 75%)”.
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rather than any real indication of what is going on. For purposes of clarity, simply recording actual
emissions from the start makes more sense than relying on some abstruse calculation of some
notional “allocation”.

March 2009

Memorandum submitted by Greenpeace UK

Greenpeace

Greenpeace UK is the autonomous regional oYce of Greenpeace, a campaigning organisation which has
as its main objective the protection of the natural environment. Greenpeace has regional oYces in 40
countries, 2.8 million supporters worldwide and around 150,000 in the UK. It is independent of governments
and businesses, being funded entirely by individual subscriptions.

Greenpeace was one of the first organisations to campaign for action to be taken to halt anthropogenic
climate change. It has built up considerable expertise and has access to independent expertise on, amongst
other areas, deforestation, and the links between energy use and climate change. The expertise includes
scientific knowledge, understanding of the economics of the energy and carbon markets, analysis of state
subsidy, as well as an understanding of how the development of traditional, centralised systems of electricity
generation can have detrimental eVects on the development of new, cleaner technology to combat climate
change.

Introduction

1. The reality of climate change continues to outstrip research projections; it is becoming clear that
reaching the “tipping point” is a far more immediate threat than climate scientists had imagined and the
window of opportunity for avoiding dangerous runaway climate change is rapidly closing.

2. We now know that an increase in global temperature of even 1.5)C could lead to irreversible impacts
and 2)C risks triggering catastrophic runaway climate change. We need a global plan that peaks global
temperature rise as soon as possible and enables us to return atmospheric concentrations of carbon to below
current levels.

3. This year will see an intensive round of international negotiations, culminating in the Copenhagen
Climate Change Summit in December as governments attempt to finalise a deal and the details of the next
commitment period of the Kyoto Protocol of the United Nations Framework Convention on Climate
Change (UNFCCC). This 15th Conference of the Parties (COP15) to the UNFCCC represents the best
chance we have of reversing current emissions trends in time to prevent the worst impacts of climate change.

4. A “good” deal at COP 15 will require legally binding emissions reduction obligations for industrialised
countries, as a group, of at least 40% below 1990 levels by 2020, at least three quarters of which need to be
met by domestic action. There will be no ambitious deal without unprecedented leadership by developed
countries. They must take responsibility for the problem they have already created and continue to
contribute disproportionately in comparison to the developing countries.1

5. Additionally, industrialised countries must also pay for their emissions permits in order to generate
adequate and predictable funding, in the order of at least $140 billion annually, to support clean energy and
other mitigation activities, forest protection and adaptation in developing countries.

6. It is unlikely—in political as well as cyclical financial terms, if no other—that such large sums will be
pledged and channeled annually through national budgets. Instead, we need mechanisms that generate
predictable funding automatically, independent of national treasuries. The main fund-generating
mechanism should be either the international auctioning of developed countries’ Assigned emissions
Amount Units (AAUs); putting a levy on these emissions permits—or a combination of both, so that
industrialised countries would have to pay for (a portion of) their emissions allowances in the future.

7. In this context, the role of the carbon markets becomes significant, and improvement to the current
mechanism is essential. Of the three existing carbon market mechanisms under the UNFCCC, only the
Clean Development Mechanism (CDM) has generated significant funds. While the CDM has succeeded in
channeling significantly more funding to developing countries than any of the climate funds under the
UNFCCC, it has disbursed the money to only a few countries and the projects have delivered very little
emissions reductions or sustainable development.2 In fact, the mechanism has allowed a net increase in
emissions, compared to hypothetical projections in which the CDM had not been brought into existence. It
is clear that this cannot be a model for the carbon market post 2012.3

8. However, the failure of existing market mechanisms do not necessarily mean that market mechanisms
are essentially flawed, but rather they need to be carefully designed, with a sound climate-related outcome
being paramount. If new carbon market mechanisms are to deliver additional emissions reductions whilst
lowering costs they need to go beyond simply oVsetting industrialised country emissions. They must instead
incentivise developing countries’ own actions and sustainable development, through sectoral and national
no-lose targets.
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9. From 2013 onwards, the CDM or its successor as a project-based mechanism should be limited to least
developed countries and other developing countries with little capacity to act. For other, more able
developing countries, the post-2012 deal needs to provide new mechanisms, such as no-lose targets, which
incentivise long-term low-carbon development planning on a sectoral and economy-wide level, deliver
additional emissions reductions and reduce transaction costs. Activities in the covered sectors should also
be supported by capacity building, technological cooperation and up-front financing by industrialised
countries, where appropriate.

10. Carbon markets can be designed to reduce energy-related emissions under certain conditions (see
paragraphs 8/9), but the particular nature of emissions from forest destruction and their reduction is best
served by strong public control. Forests are not only carbon sinks, but are also global centres of biodiversity
which provide homes and livelihoods for millions of people. Furthermore, there are many technical
problems associated with the monitoring, calculating and accounting of emissions from deforestation.
Public control over forest protection measures and funding is necessary to ensure that emissions reductions
go hand in hand with protecting biodiversity and forest dependent peoples’ rights. Greenpeace urges
governments to reject the use of simplistic market-based mechanisms to reduce emissions from deforestation in
developing countries.

11. Approximately one fifth of all greenhouse emissions come from deforestation. As Sir Nicholas Stern
said “curbing deforestation is a highly cost-eVective way to reduce greenhouse gas emissions.” There is a
near international consensus on the need to reduce emissions from deforestation and degradation (REDD),
but no concurrence over how this should best occur. One of the critical questions in relation to proposals
for REDD is the extent to which forest credits should be allowed into carbon markets in general and the
European Emissions Trading Scheme (ETS) in particular.

12. An essential part of the Copenhagen deal will be a funding mechanism for ending gross deforestation
and associated emissions in all developing countries by 2020, and achieving zero deforestation by 2015 in
priority areas, such as the Amazon, the Congo Basin, and the Paradise forests of Indonesia. These emission
reductions must be in addition to the cuts in emissions as described in paragraph 1. Priority protection
should be given to areas with high conservation value and those areas which are important for the livelihoods
of indigenous peoples and forest communities.

13. The fundamental justification for carbon markets is that they provide a mechanism for cutting
emissions in an economically eYcient way. In relation to forests in particular, the central argument is that
large sums of money can be raised for rainforests through allowing rich countries to buy forest credits and
trade them in the carbon market. The UK Government is committed to reducing emissions by 80% by 2050,
but has not established whether these reductions will take place at home or abroad and in what proportions,
leaving open the possibility of heavy reliance on oVsets, including forest credits. Greenpeace of course
supports the proposition that emissions should be reduced as eYciently as possible. However, market
mechanisms that are not fit for purpose or inappropriately structured will not lead to greater eYciencies.

14. REDD presumes that developing countries willing and able to reduce emissions from deforestation
should be financially compensated for doing so. If REDD is to be included in a post-2012 framework, a
decision about what the mechanism will entail needs to be agreed at COP15 in Copenhagen.

15. On 4 February 2009 the minimum standards necessary for REDD to be eYcient and eVective were
set out in a joint letter from Friends of the Earth, Greenpeace UK, RSPB, WWF-UK, the Rainforest
Foundation UK and FERN to Joan Ruddock.42 As set out in this NGO letter, at a minimum REDD must:

— provide suYcient, reliable funding to tackle deforestation and forest degradation;

— ensure that reducing deforestation is additional to industrialized nations actions to reduce their
own emissions;

— encourage involvement of all developing countries with forests;

— protect the rights and livelihoods of indigenous peoples and local communities;

— protect Biodiversity values as well as maintaining carbon values; and

— protect against leakage via national-level reductions in deforestation

Above all of course, REDD must be eVective in contributing to an overall reduction in global emissions.

Problems with allowing Forest Credits into Carbon Markets

16. Rich developed economies need to start demonstrating that a low-carbon economy is possible and
compatible with economic prosperity in order to gain developing country commitment to long-term
emissions reductions. Developed states must drive the technologies and energy eYciency improvements
which will make a low-carbon economy possible. They can only do this by employing measures which drive
down emissions in rich developed economies rather than relying solely on purchased credits. An over-

42 Not printed.
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reliance on markets mechanisms will mean that developed countries will lack incentives to make the shift to
low-carbon technology, leading to lock-in of high-carbon infrastructure, such as unabated coal fired
power stations.

17. By 2050 the scope to achieve radical reductions via purchased credits is likely to be very limited
because mitigation will require all countries to be limiting their emissions to well below current developed
country levels. A policy of relying too much on purchased credits now could make 2050 domestic targets
unachievable. In metaphorical terms, we cannot aVord to pick all of the low-hanging fruit too quickly at a
cost of delaying on tackling that which is higher up and harder to reach. Ultimately there is a need for an
overall global reduction of carbon emissions and a market mechanism that is not accompanied by
appropriate caps on overall emissions applied at a national level will not achieve that end.

18. OVset credits are essentially a bookkeeping device, rather than a form of emission reduction. And
even in bookkeeping terms, there are inherent methodological uncertainties associated with mapping,
measuring and governance in relation to measuring carbon emissions and sequestration in the context of
deforestation. Any system of credits for reduction against a hypothetical business-as-usual scenario is
inherently less robust than a cap and trade system where reductions are required in the certifiable total of
all emissions. In lay terms, it is more of a gamble.

19. In addition, if “cheaper” (in relative terms) forest credits are traded in carbon markets with more
expensive carbon credits from other sectors, it may well depress the price of carbon. Crucially, even at current
levels, the price of carbon is too low to drive investment in clean technologies. The EU Commission for
example acknowledges that allowing forest credits to be tradeable within the ETS could depress the carbon
price and argues against such a measure being taken in the short term.4 One recent study quoted by the
Commission shows that including forest credits in the ETS could depress the carbon price by 50%.5

20. Even assuming that the market mechanism will eventually mature to deliver adequate funds, it will
take far too long for the money to become available from carbon markets. The Eliasch Report strongly
argues that even if markets do eventually function to provide finance to tackle deforestation, with the
comparatively modest target of just halving the rate of deforestation by 2020, there will still be what he terms
a “funding gap” of around $11-19 billion per year.6 The significance of this finding cannot be understated:
it is Eliasch’s clear conclusion that in the vital next decade markets simply cannot deliver the level of finance
necessary to slow and halt deforestation.

21. Finally, there are very serious conceptual and practical diYculties with introducing carbon credits for
forests in nations with significant capacity problems. Markets are constituted by states. As the current global
financial crisis makes abundantly clear, in order to function eVectively, markets require eVective structuring
and regulation. Accordingly, an over-reliance on markets mechanisms could lead to nations which are not
market-ready being eVectively precluded from full participation in REDD.
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Memorandum submitted by INEOS ChlorVinyls

1. Executive Summary

1.1 INEOS ChlorVinyls is a major chemicals company operating throughout Europe. The company is the
only manufacturer in the UK of Chlor-Alkali products—chlorine, caustic soda and chlorinated derivatives.

1.2 Chlorine manufacture is very energy intensive, and therefore emissions intensive. However, because
the majority of the energy used is electrical, most of the emissions are indirect.

1.3 We have provided data to the UK Government that proves that without such compensation, the
chlor-alkali industry in the UK cannot survive, and that carbon leakage will occur.

1.4 The draft EU ETS Phase 3 Directive includes no harmonised mechanism to compensate exposed
sectors for the cost of indirect carbon emissions passed on via electricity prices, and has left the matter of
compensation to individual governments.

1.5 This means that exposed sectors do not have the certainty they need to underpin business decisions
and there is a risk diVerent levels of support across the various member states will distort competitiveness.

1.6 We are therefore calling upon HM Government to give assurances that—assuming we can show we
meet the criteria for compensation as laid down in the Directive— the Government will provide such
compensation, and that the level of compensation will be no worse than that received by our competitors
in other member states.

2. The Effect of Emissions Trading upon the UK Chlor-Alkali Industry

2.1 INEOS ChlorVinyls is a major chemical company operating throughout Europe. The company is the
only manufacturer in the UK of Chlor-Alkali products—chlorine, caustic soda, chlorinated derivatives.

2.2 Chlorine manufacture is very energy intensive, and therefore emissions intensive. The majority of the
energy is used as electricity, so most of the emissions are indirect.

2.3 Under Phase 3 of the EU ETS, electricity generators will have to buy all of their allowances at auction.
They will be expected to pass the carbon costs associated with indirect emissions onto their customers.

2.4 The draft Directive provides that energy-intensive industries, which meet the criteria demonstrating
that they are at risk of carbon leakage, will be allocated free allowances covering (notionally) all of their
direct emissions.

2.5 The original draft Directive (23 January 2008) had no provisions to compensate electro-intensive
industries that are heavily exposed to the cost of indirect emissions that will be passed onto them in
electricity prices.

2.6 Because chlor-alkali manufacture consumes so much electricity, the cost of indirect emissions would
increase the cost of production by more than 10% of turnover. This is well in excess of profit margins earned
by the sector in the last five years, so unless these costs can be mitigated, they will wipe out industry margins
and, in due course, the industry itself. Mitigation can be done either by passing costs onto customers or by
compensation via an agreed mechanism in the EU ETS Directive.

2.7 Caustic Soda and chlorine derivatives such as Ethylene Dichloride (EDC) and Polyvinyl Chloride
(PVC) are internationally traded. It can be shown that selling prices in the various global regions move in
tandem and it will not be possible to raise prices in Europe to recover increased costs without prompting
imports from other regions. Consequently, in the absence of a global climate change accord, it will not be
possible to pass on costs to customers.

2.8 Prior to the current economic downturn, European demand for chlor-alkali products was growing at
1% per annum. It can be expected that this growth rate will return once the economic recovery commences.

2.9 There are three main technologies for making chlorine—membrane, mercury and diaphragm.
Diaphragm technology is little used in Europe, but the other two technologies are widespread. Mercury
technology is less energy eYcient than membrane technology, and it also gives rise to mercury emissions to
the environment. Because of this, European chlor-alkali manufacturers have committed to phasing out
mercury based production by 2020.

2.10 Total European chlor alkali production capacity is approximately 11 million tonnes per annum. Of
this, approximately 4 million tpa is mercury based. Since the demand will still exist, this capacity will have
to be replaced somewhere in the world by 2020.
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2.11 If European producers cannot make an acceptable return on their investment, the new capacity will
not be installed in Europe—it will be installed in countries such as the USA, Russia, Saudi Arabia or China
that do not have similar carbon constraints.

2.12 Because of the diYculty of transporting chlorine, most chlor-alkali production sites in Europe are
vertically integrated, with the chlorine being converted into derivative products at the site of production.

2.13 For this reason, if chlorine manufacture moves outside Europe, it is inevitable that the manufacture
of derivative products will follow it.

2.14 China will soon have an massive excess of both chlorine and PVC capacity over domestic demand.
Chinese electricity is mostly coal-derived, and therefore the carbon intensity of Chinese chlorine is
approximately double that in the UK.

2.15 Chinese PVC is mostly produced via the acetylene route, whereas PVC produced in Europe is
produced from ethylene. Acetylene is produced from calcium carbide which is, in turn, produced from coal
and limestone. The process is very energy intensive, and it also gives rise to process CO2 emissions. Because
of this, Chinese PVC has nearly five times the carbon intensity of that produced in the UK.

2.16 In summary, solely from a carbon standpoint, it is sensible that chlor-alkali products for
consumption in Europe should be produced in Europe. Global emissions will increase significantly if this
production is incentivised to move outside Europe,43 even when emissions associated with shipping those
products back to Europe are ignored.

2.17 Chlorine and caustic soda both are key building blocks of the modern chemical industry. If chlor-
alkali manufacture moves outside Europe, it will inevitably lead to the demise of large sections of the
European chemical industry, with significant loss of employment opportunities and significant loss of
revenues to the Treasury.

2.18 An independent report produced in 2001 for the DTI showed that approximately 133,000 UK jobs
are directly or indirectly dependent upon INEOS Chlor’s Runcorn Site. Directly and indirectly, the Site
contributes £1.6 billion/yr (2001 currency) to the Treasury. Similar analyses could, no doubt, be produced
for many of the other chlor-alkali sites in Europe. There are 84 of these in total.

2.19 It is evident that the environment, many regional economies and several national Treasuries will all
suVer if chlor-alkali manufacture is forced to relocate outside Europe.

2.20 However, such relocation will be inevitable if there is no mechanism in Phase 3 of the EUETS to
compensate electro-intensive industries for the cost of indirect emissions that will be passed on via electricity
prices. Many sites will be forced to close immediately upon commencement of Phase 3.

2.21 The Chlor-alkali industry has argued that compensation should be provided by allocating additional
free allowances to electro-intensive sectors that meet the agreed criteria. The quantity of allowances would
be determined by benchmarking. The allowances would be drawn from the pool of allowances earmarked
for auctioning to the electricity generators. The aVected sectors would then sell these allowances to the
generators and use the proceeds to oVset their higher electricity prices. This mechanism would put electro-
intensive sectors onto the same basis as other energy-intensive sectors. The electricity generators would be
essentially neutral to the arrangement, and the only “losers” would be the national Treasuries.

2.22 Indirect emissions associated with chlorine manufacture are approx 900,000 te/yr. Assuming a
carbon price of ƒ40/te, the cost of these emissions is ƒ36m/yr. This is less than 2% of the Treasury revenues
that are directly or indirectly dependent upon the chlorine industry.

2.23 The arguments summarised in paragraphs 2.6 to 2.22, together with a large amount of supporting
information, have been complied into a dossier that was presented to the UK Government in the summer
of 2008. This can be made available to the EAC if required, but it is commercially sensitive.

2.24 We can report that the UK Government seems to be persuaded by our arguments. Similarly, other
Member States (particularly Germany, Italy, the Netherlands) have argued for compensation for indirect
emissions for electro-intensive industries, but we understand some other Member States (essentially those
without chlor-alkali or aluminium industries) were opposed to the idea.

2.25 During the final negotiations on the Revised EU ETS Directive in November and December 2008
a compromise was reached. Article 10(a)(6) was inserted into the final Draft Directive (issued 17 December
2008). This provides that member states “may also adopt financial measures in favour of sectors
[. . .]determined to be exposed to a significant risk of carbon leakage due to (emissions) costs passed on in
electricity prices, in order to compensate for those costs and where this is in accordance with state aid
rules . . .”

2.26 Whilst this outcome is better than nothing, the European chlor-alkali industry believes it is far from
ideal for the following reasons.

43 European PVC production capacity is approximately 8 millions tonnes/annum. This happens to be exactly equal to the excess
PVC production capacity that will exist in China 2010. If all the European capacity were to be replaced by production in
China, global emissions would increase by 55 million te CO2/annum.
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2.27 Under the industry’s proposed mechanism (see paragraph 2.21) electro-intensive industries would
be allocated additional free allowances by right, and this would give businesses suYcient certainty to enable
them to make valid investment decisions. Under the Commission’s proposed mechanism, compensation will
not be given by right, and it is instead left to each Government to make its own decision to compensate or
not. Furthermore, this decision can be reversed at any time, thus depriving businesses of the certainty that
they need to underpin investment decisions.

2.28 One major objective of the design of EU ETS Phase 3 is to ensure maximum harmonisation across
all Member States. This would achieve a level playing field by eliminating distortions in competitiveness.
The industry’s proposed mechanism was consistent with the principle of harmonisation. The Commission’s
proposed mechanism is totally inconsistent with this principle.

2.29 INEOS ChlorVinyls very much appreciates the support given by the UK Government to date on
this issue. However, we are aware that the support is not unanimous amongst Government departments,
and that things can change.

2.30 The purpose of this evidence is to bring this issue to the attention of the EAC. We believe that is
essential that the UK Government takes seriously this threat to the UK Chlor-alkali industry, and takes
positive action now to address it.

2.31 The minimum action required of Government is as follows:

— Give a firm assurance that it will give financial support to the industry in accordance with any
guidelines laid down in the Directive, subject to the industry demonstrating at a pan-European
level that it meets the criteria to qualify for such support.

— Give an assurance that the level of support in the UK will be no worse than that enjoyed by our
competitors in other Member States with significant chlor-alkali industries, vis-‡-vis Germany,
France, Italy, Spain and the Netherlands.

26 February 2009

Memorandum submitted by JP Morgan Chase & Co

Summary

— Global cap and trade with international oVsets the most cost-eVective way of tackling emissions.

— Encouraging recent US developments. But transition to truly global carbon market may be
lengthy, and priority needs to be given to the question of how diVerent carbon markets can be better
linked and harmonised, and how a fungible unit can be traded across markets.

— Above all, to be eVective, carbon market requires policy and regulatory frameworks that provides
investors with long-term certainty. Prolonged uncertainty will un-necessarily increase cost of
capital.

— International oVsets that utilise flexible mechanisms are necessary: the CDM is by no means
perfect, but scaled-up and reformed CDM represents best way forward for an evolving carbon
market. Such a mechanism could continue to help reduce emissions in cost-eVective manner, bring
developing countries further into mitigation, and might be most suitable candidate to generate
fungible cross-market unit.

— Voluntary carbon market plays valuable complementary role to compliance markets. DECC’s
decision to exclude VERs, at this stage, from its quality assurance scheme was a mistake.

Introduction

1. J.P. Morgan is a major player in international carbon markets. Our Environmental Markets team, part
of our overall Global Commodities business, has a strong origination, trading and sales platform around
carbon emission reductions, covering the EU Emissions Trading Scheme, Clean Development Mechanism
and emerging regional compliance/pre-compliance markets in the United States. The Environmental
Markets team, run from London as the centre for emissions trading, has personnel based in New York,
India, Africa and South America. In addition, J.P. Morgan has a strong presence in the voluntary carbon
market, through its acquisition 12 months ago of ClimateCare, the pioneering carbon oVsetter.

2. The business works closely with advisers based in London and New York on policy and regulatory
issues. We are active in the policy arena. We hold one of the Vice-Chair positions of the Carbon Markets
and Investors Association (CMIA), and chair the CMIA’s Regulatory Oversight Committee. We chair the
Climate Change Group of the American Chamber of Commerce to the EU, based in Brussels. In July 2007,
the Head of J.P. Morgan Global Commodities testified to the US Senate Committee on Environment and
Public Works in a hearing on “Global Warming Policy”.

3. J.P. Morgan is moreover a major investor in renewable energy, with over $2 billion of bank capital
invested to fund wind and solar projects in the US. We have also helped raise another $3.4 billion from other
institutions for investment.
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4. In summary, we are fully engaged in the carbon and clean energy markets and view them as a priority
for the bank and our clients. We believe that our global presence, especially in Europe and the US, makes
us well-placed to comment on key issues relating to international carbon markets and their role in mitigating
dangerous climate change.

Core Principles

5. J.P. Morgan takes a leadership role in the financial services industry, helping to reduce our greenhouse
gas emissions in our value chain and internally. We will co-operate with others to help achieve significant
reductions, working with our clients and closely engaging with policy-makers around the world. This
approach towards climate change is framed by the following core principles:

— based on the scientific evidence from the Intergovernmental Panel on Climate Change, climate
change is linked largely to the emissions of greenhouse gases caused by human activity;

— we therefore endorse the precautionary approach of early action to tackle dangerous climate
change; and

— in that context, we need a comprehensive public policy towards climate change that establishes
certainty for investors and stimulates significant investments in greenhouse gas mitigation.

6. The Environmental Audit Committee has invited respondents to submit memoranda on a potentially
wide range of issues in relation to carbon markets. J.P. Morgan’s submission has been prompted by our
business interests outlined above and our leadership role in the financial services sector, and we would
therefore like to concentrate on three priority issues:

— the development of a global carbon market;

— the Clean Development Mechanism and international carbon oVsets; and

— the voluntary carbon market.

Development of a Global Market

7. The purpose of emissions trading, as set out as one of the flexible mechanisms in the Kyoto Protocol,
is to reduce carbon emissions at least economic cost. Against that background, J.P. Morgan views a global
cap and trade system with oVsets as the most cost-eVective long-term policy framework for reducing
emissions associated with climate change and establishing a price for those emissions. In contrast to a carbon
tax, a mandatory cap provides certainty and transparency in respect of the environmental objective; and the
trading element serves as a crucial cost-containment and capital allocation mechanism. It is a well-tested
and understood mechanism, for example in relation to tackling sulphur and nitrous oxide emissions in the
US, that is able to harness the power of markets to achieve the environmental objective cost-eVectively. A
cap and trade programme, with global coverage and long-term certainty, will help allocate the capital and
manage the risks associated with the technology advances needed to make currently uneconomic project
types viable, including carbon capture and storage, advanced photo-voltaic and other next generation
technologies.

8. We also recognise that such a global system will take some time to develop and that cap-and-trade
cannot and should not be the sole policy response to dangerous climate change. There are a variety of
additional policy mechanisms available to play a significant role in slowing, stopping and reversing growth
in greenhouse gas emissions. In particular, national and regional initiatives to: implement energy eYciency
standards and policies; incentives to develop and deploy low-carbon technologies; and regulation, where
appropriate, to influence consumer behaviour. Technologies and processes developed through these
mechanisms can find global markets, ease transition costs and reduce political challenges to global policy
integration.

9. In this respect, J.P. Morgan endorses the broad policy approach being pursued by the UK Government
and European Union towards tackling dangerous climate change, where an emissions trading scheme—and
we acknowledge the pioneering role played by the UK here—lies at the heart. The EU has continued to
develop its own emissions trading scheme, and we welcome the certainty it has provided through the
decision, no matter what happens internationally, reached in December 2008 to proceed with and expand
the European carbon market after 2012. More recently, other developed nations have started to go down
the cap and trade path: Australia, New Zealand and Japan. But the most notable developments are now
taking place in the United States.

10. In the US, the Obama Administration has set a goal of reducing GHG emissions 80% below 1990
levels by 2050 through a cap and trade programme and pledged significant re-engagement in the UNFCC-
driven international process. Leadership in both houses of Congress—bolstered by strengthened majorities
from the recent elections—are actively working to develop legislation for the implementation of a federal
cap and trade scheme. In parallel, the US is likely to implement complimentary energy policies to increase
the development and deployment of low-carbon and non-emitting generation resources. In short, it appears
that the US has reached an inflection point where the question is no longer whether or not federal action
will be undertaken to control GHG emissions; and has shifted to the debate about policy mechanisms,
targets and timelines.
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11. In this context, the next two years are a critical period for the development of US policy. The essential
corollary is the extent to which the ultimate US programme creates conditions that foster the long-term
development of an integrated global carbon market. In the short-term this is a question of flexible
mechanisms and international project-based oVsets that connect the US to the broader international
market. In the longer-term, the key issue is the extent to which initial US policy contributes to a framework
of common but diVerentiated international responsibilities that provides a robust and durable carbon
price signal.

12. These national and regional developments are very important. But they will not be enough in
themselves. At present we have what might be described as a patchwork international carbon market, where
there is potential for either increasing linkages but also the threat of prolonged fragmentation. If the carbon
market is to play its envisaged eVective role in reducing emissions, this question of linkage is fundamental
to progress. We should therefore like to reinforce the point that participants require policy frameworks on
linking markets that will give investors clarity and predictability for the long-term, in particular:

— a comprehensive international agreement on climate change incorporating commitments from
developed and developing countries;

— detailed proposals about how to overcome the complex regulatory and financial barriers to linking
diVerent carbon markets; and

— specifically in relation to linking, proposals on how participants can trade—especially during this
transitional period—in carbon allowances from one system to another, ie through a legally
recognised and fungible unit.

13. The case for a global carbon market, with a universal price for carbon, is clear. Such a market would
provide the common purpose and economy of scale—underpinning the pathways to the medium and long-
term emissions reductions goals which should be the centrepiece of an international climate change
agreement—to enable the eYcient deployment of capital to facilitate the transformation to a low-carbon
economy. But the transition to the global market may be lengthy and problematic. We suggest that a focus
on this transitional phase, with the emphasis on linking and harmonisation, will be just as important as the
arrangements that eventually support a single market.

14. During the transitional period, the development of a federal US cap and trade scheme will obviously
be key. It will therefore be vital for policy-makers in the UK and Europe to stay close to the US
administration and Congress as they consider their own scheme. In that regard, J.P. Morgan welcomes the
recent proposal from the European Commission to institute a joint EU-US working group on carbon
markets: it will be important for existing financial sector participants in the market to provide their input
and expertise, and we would welcome the opportunity to contribute.

15. There is one other issue we should address, relevant to the performance of the EU ETS right now and
the broader issue of linking. There has been extensive commentary in the media recently about the fall in
the ETS carbon price. J.P.Morgan takes the view, as do other market participants, that this is very much
related to the bigger picture and these almost unprecedented economic circumstances. We are clear that
policy-makers should avoid any precipitate responses that might be damaging in the longer-term. Notably,
there have been suggestions that price controls, in the form of floors (or ceilings), should be introduced. We
oppose any such suggestion. First, price controls would take us down the road of a carbon tax, with
regulators setting the price as opposed to the more economically and commercially eYcient means of letting
the market decide. Second, price controls introduced in one market would make the task of market linking
considerably more diYcult, as it would be hard to imagine other programmes allowing in credits that are
artificially low due to price controls.

16. In response to the problems the ETS is experiencing—and the risk of excessive price volatility that
might undermine the credibility of carbon markets more generally—we return to our fundamental point
about policy uncertainty. A tenet of this market is that it is driven by policy; and, so long as the over-arching
international policy and regulatory frameworks are not in place, the uncertainty will continue, thus making
investors understandably reluctant to commit capital because they cannot have a clear view about the future
price of carbon. This uncertainty and consequent risk raises the cost of capital un-necessarily. So, although
we acknowledge what European legislators have done to provide post-2012 predictability for investors, the
overall international picture—pending a comprehensive agreement incorporating major developed and
developing countries—remains unclear for business. Ad hoc interventions in the ETS would if anything
increase policy risk for investors: an international policy framework for the long-term, based on medium
and long-term emissions caps, are what the market needs to evolve to achieve its mitigation role.

Clean Development Mechanism (CDM)/International Offsets

17. In paragraph 7, we said that we viewed cap and trade with oVsets as the most eVective long-term
framework for addressing dangerous climate change. We should therefore like to cover the role of oVsets,
and specifically the CDM. Policy-makers, notably in Europe and the UN, have consistently advocated the
part that emissions trading schemes can play in bringing forward action on emissions in developing
countries, and how such schemes could drive flows amounting to tens of billions of dollars each year to
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support the transition to low-carbon development paths. This is why the future scope and structure of the
CDM, and the possibility that it will be scaled up, is high on the agenda for the Copenhagen conference in
December.

18. The CDM has been much maligned in recent months, with critics questioning whether its projects are
truly “additional”. We acknowledge that the CDM has its failings: it lacks transparency; it is too
bureaucratic and its administrative procedures are overly burdensome; it doesn’t provide suYcient coverage
of least developed countries; it would benefit from a full-time board. These failings understandably fuel
sceptics’ misgivings about the CDM’s eVectiveness in mitigating climate change.

19. But we shouldn’t let these defects blind us to the CDM’s successes. Since it was established, it has been
responsible for more than 750 previously uneconomic clean energy projects that have been implemented in
the developing world, covering project-types such as wind, hydropower, biomass energy and landfill gas.
According to a conservative risk-adjusted estimate from the UN Environment Programme, the CDM is
likely to generate at least 1.5 billion tonnes of emissions reductions in carbon dioxide equivalent up to 2012.
More than that, there is the role the CDM fulfils in promoting awareness of climate change with
governments, regulatory authorities and businesses in developing countries. A scaled-up CDM could
register even more of an impact in this sense.

20. The other aspect relating to CDM and oVsets in their broader sense concerns the core objective of
emissions trading: to cut emissions at least economic cost. While we appreciate that developed countries
should abate carbon substantially in their own backyard, and that it would be wrong simply to “buy” their
way out of their reductions commitments through cheaper investments in low-carbon projects in developing
countries, policy-makers will also acknowledge that climate change mitigation has to be balanced with what
is realistically aVordable, and that it will ultimately be impossible to defeat dangerous climate change
without business and popular support. The flexible cost-containment role that oVsets in the shape of
mechanisms such as the CDM play are therefore essential, especially during the critical transitional phase
we have highlighted earlier.

21. So J.P. Morgan advocates an ongoing pivotal role for the CDM and oVsets, viewed both from a
climate change and business competitiveness perspective. We believe that the focus in the forthcoming
international negotiations should be on how to improve and scale up the CDM so that it can provide
necessary emissions reductions in developing countries that are measurable, verifiable and additional. The
approach that the international community takes on this important issue will also be germane to the design
of US cap and trade, where the argument for international oVsets still needs to be won. The other—so far
unrealised—function that a reformed, improved CDM might provide is to be the fungible commodity that
can be traded between diVerent cap and trade schemes during the transitional period. Hence the need for
recognition of and support for the mechanism, at least in principle, across the policy-making spectrum.

22. One other issue we would briefly raise is forestry. According to the IPCC, deforestation accounts for
nearly 18% annual GHG emissions. Allowing tropical forest preservation to count as an oVset would
significantly expand the scope for emissions reductions. We know that this would call for major work on
legal frameworks and technical issues such as permanence. However, the creation of incentives relating to
avoided deforestation (REDD credits) must be a priority for the international negotiations.

Voluntary Market

23. The role of the voluntary market in tackling climate change is often overlooked. We would like to use
this opportunity to underline the benefits the voluntary sector can bring:

— it is a market with full price elasticity and, as such, can be used to reinforce compliance markets;

— it also provides an outlet for innovative project-types that at present do not qualify for the CDM
(often more for political than for sound environmental reasons);

— voluntary projects also help to build capacity, especially in developing countries where CDM
projects tend not to proliferate at present, such as in Africa; and

— the voluntary market brings many citizens into contact with low-carbon projects and helps to
spread awareness of climate change.

24. For these reasons, J.P. Morgan was disappointed—as were other voluntary market companies—by
the decision taken by the UK Department of Energy and Climate Change to exclude Verified Emissions
Reductions (VERs) from the Quality Assurance Scheme for Carbon OVsetting that it recently launched. We
are concerned that this decision sends the wrong message about the voluntary market and ignores the steps
the industry has taken to improve quality and behaviour in the sector over the last two years. Government
oYcials have told us that “the door is open” to ongoing dialogue on this issue; we will take them at their
word and hope they will be prepared to re-consider their decision soon.

3 March 2009
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Memorandum submitted by Karsten NeuhoV, Assistant Director, Electric Policy Research Group,
University of Cambridge

The EU Emissions Trading Scheme

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

1. Our analysis suggests that the carbon price is the backbone of climate change policy—and its existence
both facilitates some of the transition and enhances the credibility and consistency of complementary
climate policy instruments. If we are to decarbonise the power sector, large-scale deployment of renewables
must play a central role (NeuhoV, 2007b). Without tailored support schemes in addition to the carbon price,
the market is unlikely to choose “the right” technologies (NeuhoV and Twomey, 2008). Thus tailored
support scheme for renewables are required. Our analysis has illustrated the advantage of feed-in type
systems over the ROC scheme (Butler and NeuhoV, 2008)—and we have explored how the UK could
structure a transition to such a scheme, while maintaining investment security and enhancing economic
eVectiveness (Johnston, Kavali and NeuhoV, 2008). Success will depend not only on the financial support
scheme for individual projects, but will require changes to market design, planning and administrative
procedures. For low-carbon technologies to succeed and reduce costs, the expectation and confidence of
technology companies, in the growth of future demand for their technology, facilitates investment and
enhances innovative activity (NeuhoV, Lossen, Nemet, Sato and Schumacher, 2007, Foxon, Kohler and
NeuhoV, 2008, NeuhoV). The European Renewables Directive creates a target and reporting framework to
address these concerns, and the long-term expectation in growing demand for new technologies in a carbon
constrained world—as formulated with ETS—can further enhance market success.

Impacts on and responses by UK firms covered by the EU ETS

2. We have pursued surveys across management and investors in the UK and across the EU to better
understand the response of private sector investors to carbon EU ETS (NeuhoV, 2007a). We find that one
needs to diVerentiate between investors—and tailor the design of climate policy and EU ETS to match their
requirements. Strategic decisions of large corporations and pension funds might be driven by long-term
targets and their credibility that can be reinforced with a stringent EU ETS design. The associated
uncertainties are too high for technology companies, which are more focused on specific policy design for
renewable energy. In contrast, project investors are often focusing on the direct impact of the carbon price on
the viability of their projects, and are therefore more concerned about short-term volatility and uncertainty
associated with the carbon price. We combined and compared several models to illustrate the range of
uncertainty of projections for carbon emissions (NeuhoV, Ferrario, Grubb, Gabel and Keats, 2006).

3. The analysis points to three aspects that need to be considered in the design of emission trading. First,
a clear and simple framework, preferably with full auctioning, enhancing the visibility of the scheme, and
reduces uncertainties associated eg with future free allowance allocations. Second, the ability of future
carbon prices to rise to levels that are necessary to meet future emission reduction targets is important. It
enhances the credibility of government policies, and facilities projections of future market shares and
opportunities. Price caps or safety valves, in contrast, undermine this visibility and would be diYcult to
determine, given the uncertainties about future coal, gas, oil and technology prices. Also, clear limits on the
use of international oV-sets are important to create visibility of emission reduction objectives (and
technology opportunities) within Europe (NeuhoV, 2008a). Third, given increasing evidence on the carbon
price uncertainty and volatility (Grubb, 2008), policy instruments to ensure a price floor can facilitate project
investment using bank finance and thus reduce finance cost. This can be achieved with the use of a reserve
price in allowance auctions (Hepburn, Grubb, NeuhoV, Matthes and Tse, 2006), or by governments issuing
long-term physical option contracts on future carbon prices (Ismer and NeuhoV, 2009).

Implications of the EU ETS for business competitiveness, and how to address them

4. Together with Climate Strategies we convened and pursued extensive studies on the implications of
emission trading for European Competitiveness (Grubb and NeuhoV 2006). Given the broad range of
aspects that influence the competitiveness of an economy, or more operational, a sector of the economy, we
decided to move to analysis that focuses on leakage eVects—defined as the direct impact of unilateral carbon
pricing on investment, operational or closure decision of an economy. Detailed quantitative analysis of the
sector specific impact across all manufacturing industries in the UK pointed to a narrow set of activities that
could potentially be at risk of leakage (Hourcade, NeuhoV, Demailly and Sato, 2008).

5. Several approaches have been proposed to address such leakage concerns. Sectoral agreements
received much attention in international discussions, but both their politics and economics make them
unlikely candidates to address leakage concerns. Given the sensitivities associated with international
discussions on competitiveness, sectoral cooperation might be enhanced if it is not intended to address
leakage concerns. (Colombier and NeuhoV, 2008). Free allowance allocation is the second instrument that
is argued to be suitable to address leakage concerns. The challenge is, that in order to address leakage
concerns, the allocation has to aVect investment, operation and closure decisions and thereby distort the
carbon price signal and environmental eVectiveness. This points to the need of carefully balancing leakage
concerns and domestic eYciency (Grubb and NeuhoV, 2006).
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6. Direct provision of state aid is a third option to provide support towards investors that face higher
carbon costs in Europe than in other parts of the world, and both legal and economic aspects are discussed
in detail in NeuhoV and Matthes (2008). The economically eYcient approach to address leakage concerns
are border adjustment. In Ismer and NeuhoV (2007) we argue how careful implementation can overcome
WTO constraints and limit administrative complexity. The political sensitivities of border adjustment are
the real barriers for its implementation, and have to be carefully considered and addressed (NeuhoV, 2008b).
International cooperation to limit the use of border adjustment (NeuhoV and Ismer, 2008) oVers the
opportunity to address concerns of developing countries about proliferation or discriminatory application
of border adjustments, concerns of the trade community about technical constraints and complicities of
inhomogeneous application of border adjustment, and ensures that the use of border adjustment is
manageable in political processes in developed countries.

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

7. With analytic models we have demonstrated the significant distortions that repeated free allocation of
allowances creates (NeuhoV, Grubb and Keats, 2005). For the case of the power sector, detailed simulation
models point to the cost increases associated with these ineYciencies (NeuhoV, Keats and Sato, 2006).
Comparison across the national allocation plans that were announced for phase II (and subsequently
implemented with only small alterations to the allocation methodology) highlights the empirical relevance
of the academic concerns (NeuhoV, Rogge, Schleich, Sijm, Tuerk, Kettner, Walker, Ahman, Betz, Cludius,
Ferrario, Holmgren, Pal, Grubb and Matthes, (2006). As a result the revisions to the EU Directive envisage
full auctioning for the power sector (other than in new member states), and prescribe a harmonised
European allocation using benchmarks for other installations. The complications of such benchmarks are
discussed in NeuhoV and Matthes (2008) and are likely to fuel much discussion during 2009.

8. The design of auctions, as a more eYcient allocation methodology was always clear, and the theoretical
literature pointed to the simple design options (Hepburn, Grubb, NeuhoV, Matthes and Tse, 2006). Detailed
analysis, based on experience from other sectors and from industry participants, confirmed these
assumptions and lead to a simple straw-man for the auction design (NeuhoV, 2007c), that is in line with the
approaches that have emerged since. The forthcoming debate will have to focus on approaches to coordinate
or integrate auctions across European countries, so as to increase simplicity and robustness of the European
Emission trading scheme. The use of auction revenues will need to balance the interest of treasuries to
balance the debt accrued when bailing out the badly regulated financial sector, with environmental
objectives. In addition, with potentially higher carbon prices, distributional implications for poor
households will have to be addressed—which can be achieved with a fraction of the auction revenue if well
targeted (NeuhoV and Matthes 2008).

Development of a global carbon market

9. Multiple trajectories can potentially result in a long-term convergence to a global carbon markets. This
can involve diVerent design options to link schemes (see NeuhoV, 2008a) or build on top-down approaches.
The quantitative analysis points to huge uncertainties of base line emissions in countries like China
(NeuhoV, 2008c) that would prevent any attempt of direct linking of emission trading schemes, pre 2015 or
2020. The uncertainty could only be managed if private sector agents would be prepared to invest in and
bank CO2 allowances valued at hundreds of billions of dollars. This is, however, a very unlikely scenario.

10. It seems important to build international frameworks based on the specific requirements of emerging
and developing economies to pursue eVective climate policies (NeuhoV 2006). In the project International
support for domestic climate policies, country case studies explored the drivers and barriers for individual
policies in developing countries, and the type of support they would require for faster, more ambitious and
more encompassing implementation (NeuhoV, 2008c). The detailed analysis points to the importance of
using intermediate indicators—that not only measure the direct emission reductions achieved with a specific
policy, but already provide feedback about eVective implementation, possible barriers, and success of
transformational policies and activities.

11. The changing perspective is increasingly reflected in international discussions, with the G77 and
China proposal for Technology Action Plans that can encompass a set of National Appropriate Mitigation
Actions (NAMAs). This approach oVers emerging economies and developing countries the opportunity to
enhance their institution capacity and stakeholder support in the field of environmental and technological
policies, and can thus create the basis against which these countries can eventually take absolute targets and
participate in broader emission trading schemes.

12. Two direct implications for the design and implementation of the European Emissions Trading
scheme are:

(a) a reduced role for CDM project mechanisms. As long as the project mechanism oVers the
opportunity for stakeholders to benefit personally from project credits, further action is unlikely
to be pursued. Also, the support tends to go to carbon and energy intensive sectors, and thus
prevents a shift towards lower-carbon activities; and



Processed: 29-01-2010 21:11:42 Page Layout: COENEW [O] PPSysB Job: 434578 Unit: PAG1

Environmental Audit Committee: Evidence Ev 211

(b) an increased importance of auctioning and hypothecation of auction revenue. In the absence of
emission trading with developing countries, developed countries (Annex 1 countries) have to find
other mechanisms to make resources available to account for their diVerentiated (historic)
responsibility. Taxation of international aviation and shipping can provide some resources, but a
credible commitment to use some of the auction revenue for support of domestic action in
developing countries is probably necessary to provide the resources that are perceived to be
necessary (eg financial flows calculations by UNFCCC).
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Memorandum submitted by the Land Securities Group Plc

Summary

Land Securities PLC is the largest quoted property company in the UK and one of the world’s largest
Real Estate Investment Trusts. We are not only a developer of commercial and residential property but also
act as our own managing agents for a range of occupied oYces, shopping centres and retail parks.

We are the only company in the sector certified to ISO:14001 for an Environmental Management System
that covers all of our development and property management activities and also recently achieved the new
Carbon Trust Standard for energy management. We were the only property company to take part in the
voluntary UK Emissions Trading Scheme with a full portfolio of managed oYces and saved over 11,000
tonnes of CO2 via this scheme between 2001 and 2006. We have held many discussions with DEFRA and
DECC over the implementation of the new Carbon Reduction Commitment. We are not covered by the EU
trading scheme.

As a general principle, we are in favour of tradable permit mechanisms as the most cost-eVective
instruments for reducing overall emissions. However, we feel strongly that such mechanisms should only be
introduced where they will result in carbon savings beyond what could be achieved through less onerous
means. We believe that the CRC in its present form places too much emphasis on the commercial oYce sector
(responsible for under 2% of UK CO2 emissions) and is unnecessarily complex and will be too costly for the
savings it will generate. Crucially, it bypasses the “Polluter Pays” principle in relation to much of the
commercial property market and, in our view, for many companies within the sector will not result in
emissions reductions beyond those anticipated from a “business as usual” scenario.

Response

1. As a general principle, we are in favour of tradable permit mechanisms as the most cost-eVective
instruments for reducing overall emissions.

2. We believe that the current approach of the mandatory EU scheme only covering the most energy-
intense sectors is correct but we understand the need to tackle the many other sectors whose energy use is
less intense but who, in aggregate, account for a significant proportion of the UK’s total emissions.

3. In terms of the Carbon Reduction Commitment, we do not believe that the scheme, as it stands, will
achieve the level of savings being suggested and, furthermore, we believe that the scheme has potentially
fatal flaws in relation to multi-occupancy buildings.

A. The scheme captures the counterparty to the energy supply contracts, where that organisation at
its highest level uses more then 6,000 MWH of electricity per annum. This, for example, will
capture many property companies and hence all of the properties that they manage. However,
many of the occupiers within these buildings will be small, perhaps the only premises of a very
small, single-location company. The reduction levels required to meet CRC targets will apply to
these occupiers just as much as to the blue-chip occupiers.
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B. The view that it would be the duty of the landlord to fund improvements for the benefit of all
tenants is hard to justify.

(i) Such improvements would not be recoverable via the service charge if a single tenant in
any one building vetoes the idea.

(ii) The operational cost benefits of improved energy eYciency would accrue direct to the
occupiers and not the landlord.

(iii) Despite widespread claims to the contrary, there is no evidence that a “greener” building
attracts higher levels of rent or increased asset value. So, the landlord would pay for
improvements without seeing any direct financial benefit.

C. Unless the costs and benefits of participation in the scheme are carried through to the occupiers,
then the CRC overlooks the fundamental principle of “polluter pays”.

D. Currently legal advice to the property sector suggests that some leases do not allow the costs of
participation in a trading mechanism to be passed through to tenants. This failure would only
amplify the absence of the polluter pays principle.

4. We believe that comparable savings could be achieved for a much reduced cost by making it mandatory
for all quoted companies to report fully on the carbon emissions on an annual basis. No CEO will want to
see emissions rise, as shareholders would take this as an indicator of poor management and be likely to
extend this conclusion to the company’s wider governance, potentially leading to a fall in share price. In
addition there are already mechanisms in place that apply to the sector, such as The Building Regulations
and Energy Performance Certificates. Many owners also voluntarily follow the BREEAM protocol for
sustainable buildings and many may opt to produce Display Energy Certificates even though these are only
currently mandatory for public-access buildings. Voluntary approaches such as the Better Buildings
Partnership in London are also aimed at driving down carbon emissions from existing and future buildings
and the industry was proactive in forming the UK Green Building Council.

5. If a trading mechanism is to apply to the property sector, then it would be much simpler to implement
and administer if it could copy the format of the voluntary UKETS, which only covered emissions from
the landlord’s service, and not electricity used by occupiers for lighting and small power in their demised
premises.

March 2009

Memorandum submitted by the Lloyd’s Register Quality Assurance Ltd

1. Executive Summary

— Emissions trading schemes are rapidly developing and growing, however the present schemes are
not considered suYcient to meet the desired climate change targets.

— To achieve the climate change targets a global framework of linked and mixed mechanisms is
considered necessary.

— Emissions trading is one of many tools which should be considered to achieve emissions reductions.

— Phase II of the EU ETS has shown improvements from phase I relating to cap setting and resultant
carbon prices, this has provided greater financial incentive to reduce emissions. The proposals for
Phase III further improve on this in relation to harmonisation, reduction of issues relating to
windfall profits and competitiveness.

— A more certain carbon price is one means of driving low-carbon investment.

— From our experience the impact of the EU ETS on participant UK firms, in the main, has resulted
in improved eYciencies and/or increased use of non fossil fuels.

— Introduction of the aviation sector will increase the size of the scheme, extending it to organisations
beyond the EU and will therefore further encourage the global trade of carbon.

— The linking of diVerent greenhouse gas (GHG) schemes, whether cap and trade or oVset
mechanisms, is considered necessary to achieve truly global free trade of GHG emissions.

— To facilitate the linking of such schemes, comparable mechanisms would be required to ensure that
any unit of emissions traded is independently and credibly assured via third party validation and
verification to be as real, measurable, permanent, additional and conservative as any other. These
schemes must also provide equal levels of transparency to ensure units are not double-counted.
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2. Introduction to LRQA and Lloyd’s Register

2.1 LRQA, a member of the Lloyd’s Register Group, is a leading independent provider of Business
Assurance services. Our climate change services include validation and verification of carbon inventories,
footprint and project emissions, as well as corporate social responsibility (CSR) report assurance. Voluntary
and regulated carbon market schemes we cover include ISO14064, Voluntary Carbon Standard (VCS 2007),
regional schemes, and Kyoto Protocol mechanisms, Clean Development Mechanism (CDM), Joint
Implementation (JI) and the EU Emissions Trading Scheme.

We have over 25 years experience in assessment and certification of quality, environmental and health and
safety management systems. Our clients include large global organisations, bringing transparency and
recognised assurance to their business processes and systems.

2.2 Lloyd’s Register provides independent assurance to companies operating high-risk capital-intensive
assets in energy and transportation to enhance the safety of life, property, and the environment, thereby
helping our clients ensure safe, responsible, and sustainable supply chains. The Group comprises charities
and noncharitable companies, with the latter supporting the charities in their main goal.

3. Overview

Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C

3.1 Emission trading schemes have been rapidly emerging and growing in recent years. Globally there are
now a variety of international schemes such as the Kyoto Protocol’s Clean Development Mechanism
(CDM) and Joint Implementation (JI), regional schemes such as the European Union’s Emissions Trading
Scheme (EU ETS), the US North Eastern States’ Regional Greenhouse Gas Initiative (RGGI), the US,
Canadian and Mexican scheme of The Climate Registry (TCR), together with National schemes such as the
Japanese Voluntary Emissions Trading Scheme (JVETS) and the UK Emissions Trading Scheme (UK ETS).
The sum of the contribution of each of the existing schemes is however, not considered suYcient to meet the
targets desired.

3.2 To achieve a global greenhouse gas stabilisation target, we consider that a truly global framework of
mixed mechanisms is required post 2012, that will enable linked carbon markets. We support the
international discussions planned for Copenhagen this December and hope that agreements to achieve this
can be reached. This is further expanded upon in our response to the development of global carbon markets.

Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

3.3 Emissions trading is already supplemented with carbon taxes and levies, for example the Renewables
Obligation in the UK and taxes placed on fossil fuels. Such taxes and levies are seen to have a positive
contribution towards incentives for the reduction of GHG emissions and encourage the consumption of
renewable energy sources. We consider emissions trading to be one of many tools which should be considered
to achieve emissions reductions. Emissions trading, and taxes and levies however must be considered within
the global market and this is further expanded upon in our response to the development of global carbon
markets.

The record of Phase II of the EU ETS, and prospects for the success of Phase III.

3.4 Phase II of the EU ETS remains within its first year and the results of this first monitoring and
reporting year, which will be confirmed in April, will give a clear indication of the impact that this phase may
achieve on emissions reductions. However, learning from phase I, the European Commission (EC) required
Member States to tighten their caps from those in the first phase. This has already created increased scarcity
in the market and so far established a higher carbon price than that achieved in phase I, thereby creating
greater financial advantage to reducing emissions.

3.5 The prospects for the third phase of the EU ETS from current proposals appear good. Increased
harmonisation of both cap setting and the issuance of free allocations across the EU Member States will
improve previous sectoral competitive disadvantages. Increased auctioning, particularly for sectors able to
pass on the costs to the consumer (such as electricity generators) will improve the issue of the windfall profits
made by some operators in the first phase. In addition, proposals currently under discussion such as the issue
of free allowances for sectors, potentially subject to movement of production outside the EU and controls
on imports will hopefully impact the present competitive disadvantages between EU Member States and
those countries outside of the EU that do not have binding targets.

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

3.6 The uncertainties and variation of the carbon price, caused largely by the lack of certainty of future
scheme design, such as phase length in the EU ETS and post 2012 international agreements, has a large
impact upon low-carbon investment. Greater certainty in the carbon price has been sought by the extension
of phase length in the EU ETS third phase and is being further sought by investigations into the introduction
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of price caps and price floors into emissions trading schemes in general. Price caps and floors in the carbon
market would enable greater predictability of returns made on low-carbon investment and decarbonisation
of energy and should therefore be further considered. A more certain carbon price is one means of driving
low-carbon investment.

Impacts on and responses by UK firms covered by the EU ETS, Implications of the EU ETS for business
competitiveness, and how to address them, Impacts of economic recession on the workings of the EU ETS

3.7 In the first phase, from our direct experience in verifying UK firms within the scheme, the majority
took action to improve fuel eYciencies and thereby reduce emissions. A smaller proportion undertook fuel
switching to less carbon intensive fuels, including coal mine methane and biofuels. The majority therefore
profited from their participation in the scheme as their emissions were less than their free allocation. The
implications for the scheme for business competitiveness within the EU from this perspective could therefore
be considered to be good. The scheme encourages installations to become more energy eYcient, which in
turn reduces costs and enhances competitiveness. The implications on business competitiveness in a global
market are however addressed in our response to the development of global carbon markets below.

3.8 The impacts of the downturn in the economy were started to be seen during phase I and more so into
phase II. As a result, many installations are reducing their operating week which results in reduced emissions
and therefore may reduce costs and/or increase the profitability of scheme participation. Alternatively, for
sectors whose production has not yet been hit by the downturn, any increased costs, such as purchasing of
extra allowances under a reduced cap, will impact on profitability, which will have more serious implications
during an economic recession.

EVects of the expansion of the EU ETS to encompass aviation

3.9 The eVects of the inclusion of aviation within the scheme firstly will increase the scheme from
approximately 12,000 installations to approximately 15,000 installations/operators. Many of these aircraft
operators will not be based in an EU Member State and hence their inclusion will result in increased global
carbon trade. In addition, their inclusion will also result in an increase in trade of Certified Emission
Reductions (CER’s) from CDM and Emission Reduction Units (ERU’s) from JI, as aircraft operators, like
other participants in the scheme, are permitted to surrender a proportion of their annual emissions from
CER’s and ERU’s.

The legalities of the inclusion of aviation within the EU ETS still remain under debate, particularly with
regard to the Chicago Convention on International Civil Aviation of 1944. The inclusion of the sector may
therefore still be subject to legal challenges. The trade of aviation specific EU allowances has therefore been
designed with this in mind and stationary installations are not permitted to surrender allowances issued to
the aviation sector, thereby managing a situation where non EU aircraft operators do not participate
resulting in an excess of allowances in the market.

4. Development of a Global Carbon Market

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

The emergence of cap and trade schemes in other countries such as the US is increasing. The US has a
number of schemes of diVerent design and scope and discussions continue regarding the introduction of a
federal scheme under the new presidency. OVset schemes are active in both the regulated markets of CDM
and JI, and the voluntary markets such as the Voluntary Carbon Standard (VCS) or the Gold Standard.
These schemes encourage sustainable development in developing countries and assist in technology transfer
from developed countries.

The linking of any diVerent GHG schemes, whether cap and trade or oVset mechanisms is considered
necessary to achieve truly global free trade of GHG emissions. This would also address the competitive
disadvantages faced by many organisations obliged by emission caps but competing with organisations that
are not. This is not something that can be achieved quickly or easily and will require considerable co-
ordination. To facilitate the linking of such schemes, comparable mechanisms would be required to ensure
that any unit of emissions traded is independently and credibly assured via third party validation and
verification to be equally as real, measurable, permanent, additional and conservative as any other. These
schemes must also provide equal levels of transparency to ensure units are not double-counted.

March 2009
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Memorandum submitted by the Local Government Information Unit

1. Introduction

1.1 This response to the Environmental Audit Committee Inquiry will attempt to discuss the role of
emissions trading in delivering climate change objectives by drawing on the experience of the LGiU’s virtual
carbon trading schemes. In particular it will address:

— The overemphasis in current trading schemes on the producers of energy rather than the
consumers.

— Experience of cap setting and price settling in virtual schemes.

— Benefits of participation by private and public sector organisations.

— Experience of piloting auction methodologies.

— Use of auction or trading to support climate change adaptation.

1.2 In addition, this submission will explain the virtual trading schemes currently in operation and the
learning from them. Finally, the submission will suggest a new model of Community Carbon Trading.

2. Structure

2.1 The submission will start by explaining the virtual trading schemes that the LGiU has been running
for the past year, then attempt to address the specific questions followed by other learning that should be
relevant. The LGiU has taken over responsibility for the RSA’s Carbon Limited website and is developing
it into a platform for community carbon trading, the submission will end by explaining how this new idea
could work.

1. Carbon Trading Councils.

2. Carbon Trading Yorkshire.

3. Consumer-focused carbon trading.

4. Cap setting.

5. Price evolution.

6. Benefits of participation in trading schemes.

7. Pilot auctions.

8. Supporting climate change adaptation through trading.

9. Wider lessons of virtual carbon trading.

10. Community Carbon Trading.

3. Carbon Trading Councils

3.1 There is increasing support to tackle climate change through carbon trading. As well as providing a
financial incentive, by putting a price on emitting carbon it is possible for decision makers to better
understand the routes to a low-carbon economy. The LGiU has been developing a series of projects that
looks at the role of carbon trading in the public and private sector.

3.2 Carbon Trading Councils is designed to build the capacity of organisations that will have to take part
in the Carbon Reduction Commitment. However, we have also been working with local authorities that will
not have to comply with this legislation but believe it is a useful mechanism to manage carbon budgets within
their organisation.

3.3 Carbon Trading Councils is a simulation of carbon trading to give local authorities the opportunity to
learn about what trading involves—the skills and the strategies they might need with the Carbon Reduction
Commitment on the horizon.

3.4 The project started in April 2008 and we have 34 local authorities that have joined and are trading
with us in this first year. These headline figures show what local authorities have been doing to date:

— The total baseline of carbon emissions for the local authorities taking part was 533385.7 tonnes
CO2.

— The initial cap was set 5% lower than this baseline, leaving 506,715 tonnes of carbon allowances
on the market.

— These carbon allowances were distributed to all the local authorities taking part at £12 per tonne,
overall the market value was £6,201,050.

— In August 2008 additional carbon credits were released onto the market through an auction. 10,161
allowances were available and the price fell to £8 per tonne. This changed the overall cap on the
market to 3% lower than the original baseline.

— On the secondary market there have been 175 tonnes of allowances traded and the price has been
sticking around £11–12.
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4. Carbon Trading Yorkshire

4.1 LGiU is also working with Carbon Action Yorkshire on the first regional carbon trading scheme for
the public and private sector. Starting in January 2009 this project mirrors the work done with Carbon
Trading Councils. It allows large organisations from across Yorkshire to take part in a market simulation
which will prepare them for the government’s Carbon Reduction Commitment. There are currently 37
organisations taking part.

5. Consumer-focused Carbon Trading

5.1 To date international carbon trading has focussed on energy producers rather than consumers. There
is huge potential to develop mandatory cap and trade to other sectors to control demand for consumption.

5.2 Consumer-focused trading reconnects organisations with the benefits and disbenefits of energy
consumption. It also helps people to clearly see how they can contribute and helps government to focus on
what matters and forget technical and unhelpful debates about double counting. In short, Consumer-
focused trading is much more likely to bring about the behaviour change needed to achieve 80% by 2050.

6. Cap Setting

6.1 In Carbon Trading Councils we decided to set the cap at 5% but with an option to buy an extra 2%
later, eVectively making the cap 3%. This seemed a reasonable reduction and was broadly in line with a 50%
reduction in emissions by 2050. If anything it was on the soft side, but we didn’t want to demotivate
participants by making the cap too challenging. We received few complaints about the cap from participants.
In reality, the cap was too soft. Despite the fact that many of the participants will probably not achieve the
required reduction, they have not been stimulated to act by the 3% cap.

6.2 In Carbon Trading Yorkshire we have set the cap at 5% for the whole year. There has been a response
from some participants that this is too stiV. It will be interesting to see if that reaction at the start helps
stimulate a more proactive approach to carbon management and trading.

7. Price Evolution

7.1 There have been concerns about price in Carbon Trading Councils. To date carbon trading has been
slow; there has been some activity as participants test the water.

7.2 There does not seem to be a lot of negotiation around price, but that could be due to small amount
of bids at the moment. There always was a risk that lack of liquidity would hamper the creation of a true
market. This appears to be borne out so far and thought needs to be given to mechanisms that increase
liquidity especially at stages in the carbon trading cycle where interest is low.

8. Benefits of Participation in Trading Schemes

8.1 The prime benefit cited by participants in the LGiU’s virtual trading schemes is that it prepares them
for the mandatory Carbon Reduction Commitment. Digging beneath, partners have suggested that trading
gives the stimulus to get data right, it puts carbon management into the finance directors sphere, it is a useful
communication tool and it helps the council to achieve other objectives such as display energy certificates
or Audit Commission targets NI 185 and 186 (though alignment could be much better). Private sector
participants have suggested that good performance should make them more eYcient and have the PR
benefits that help them to win contracts.

9. Pilot Auctions

9.1 For both Carbon Trading Councils and Carbon Trading Yorkshire we held an auction of carbon
allowances.

9.2 As part of Carbon Trading Councils additional carbon allowances were released onto the market
through an auction, 10,161 allowances were available and the price fell to £8 per tonne. This changed the
overall cap on the market to 3% lower than the original baseline.

9.3 The auction provided an opportunity to understand a new way of bidding for more credits. Although
the price fell, there was an extremely high demand for credits at this amount and the credits had to be
allocated according to a proportion of each participant’s bid.

9.4 Some local authorities used the auction to buy a large number of credits, which they hope to sell on
at a future time.

9.5 In Carbon Trading Yorkshire there was specific training in the use of the marginal abatement cost
curve to help develop auction strategies. Most organisations grasped the concept and put together well
thought through bidding strategies. Some however did not understand the principles and had to be helped
by the team at the LGiU.

9.6 The resulting price was £12 per tonne and as is almost inevitable with uniform price auctions there
was oversubscription. So the shrewder participants overbid and ended up with about the right number of
permits.
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10. Supporting Climate Change Adaptation through Trading

10.1 We would support development of an adaptation fund through the Clean Development Mechanism
proposed at the Climate Change talks in Poznan.

10.2 Furthermore, this model should be developed for all carbon trading schemes to balance the emphasis
on climate change between mitigation and adaptation.

10.3 The LGiU forms the secretariat for the Local Government Flood Forum. As part of our work two
important facts keep returning centre stage. First, there is not enough money to build the infrastructure
required to protect people and property from existing flood risk; secondly, the flood risk is increasing as a
result of climate change.

10.4 Carbon trading has neatly delivered a long-term mechanism to tackle climate change mitigation with
funding built in. No such mechanism exists for adaptation to climate change, but could if a percentage of
the revenue generated by carbon trading was channelled into adaptation schemes.

11. Wider Lessons through Trading

11.1 After data quality the big issue is governance. Few local authorities have given enough consideration
to how decisions to trade are made and who has responsibility. In councils we recommend that a team should
be built that includes the Energy Manager, the Finance Director and an Executive level Councillor.

11.2 Political leadership will become an important consideration as councils begin to realise that the most
eYcient use of taxpayers’ money is to buy permits rather than press on with reduction schemes.

12. Community Carbon Trading

12.1 The LGiU is taking forward carbon trading as a way for everyone to take control of reducing their
carbon emissions. The RSA have been researching models of personal carbon trading through CarbonDAQ
and the LGiU has taken over this project to explore models for community carbon trading.

12.2 Community carbon trading is an evolution of the way personal carbon trading would work. Taking
the transparency and engagement of a personal trading scheme, it brings the support and knowledge of
community groups and local authorities to deliver change. People will be in a supportive network, while also
experiencing the peer pressure and incentive to manage their carbon footprint.

12.3 The project will work by creating a carbon market for groups in a local or regional area. The local
market would be managed by a local authority and groups, such as schools, tennis clubs or social enterprises
would be able to join this local market. Alternatively an organisation may manage the market and the
groups would be diVerent departments or services. These groups would bid for permits on their local carbon
market to create their carbon budget. Their carbon budget would cover carbon emissions from their own
estate and a number (say 10%) of individual carbon footprints from their membership. The groups would
be able to buy and sell carbon allowances on the market to make sure they meet their carbon budget. Each
year the cap on the market would reduce to make sure everyone was reducing their carbon emissions. Any
rewards from trading would go back to the group and might include an environmental prize or influencing
climate change projects in their area.

12.4 There will be a number of pilot community carbon trading projects that should test the potential of
community trading to incentivise carbon savings in a fair and supportive way.

March 2009

Memorandum submitted by the Royal Academy of Engineering

The Royal Academy of Engineering is pleased to submit evidence to the Environmental Audit
Committee’s inquiry into “The role of international carbon markets in preventing dangerous climate
change”. This response is based on contributions from the Academy’s President and Fellows. The Academy
is content for its input into this inquiry to be made public and would be pleased to provide supplementary
evidence if required.

We have chosen to submit comments that are not specifically related to topics outlined in the inquiry.

1. International carbon markets are an important part of the policy response to climate change. There
are currently only a few mandatory schemes in operation, most prominently in Europe and in some
American states, but their impact is growing.

2. The scientific evidence suggests that limiting global warming to 2)C will require a 50% reduction of
today’s annual greenhouse gas emissions by 2050.44

44 Building a low carbon economy—the UK’s contribution to tackling climate change, Committee on Climate Change,
December 2008, http://hmccc.s3.amazonaws.com/pdf/TSO-ClimateChange.pdf
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3. All carbon trading and limiting schemes create a market which is essentially artificial; the cost of
damage caused by carbon emissions is impossible to calculate therefore the price of carbon is artificial. It is
only possible to have an administered value/penalty cost of carbon which will vary depending upon the
nature of a particular scheme.

4. As carbon markets are built, concerns about industrial competitiveness are emerging. This emerged as
one of the main obstacles to last year’s negotiations on extending the EU Emissions Trading Scheme.
Proposed policy changes often cause fears about competitiveness but such concerns are short-sighted. The
development of an international carbon market should alleviate such concerns.

5. Currently, relatively few firms have trading partners outside their geographical region. The more
exceptions that governments allow to carbon market frameworks, the less those schemes can contribute
towards carbon reduction.

6. Mitigating climate change, like financial stability, is a public good which only proper regulation can
squeeze out from the market. Fully functioning carbon markets should provide businesses with a regulatory
incentive to factor carbon costs into their investment decisions. As more businesses become regulated under
carbon market frameworks and fewer free permits are given out, markets should become more eYcient in
establishing a long-term carbon price.

7. The benefit of a strengthened carbon market is that regulation conditions the growth of the market to
accord with established climate change goals. The recent banking crisis illustrates the importance of striking
the right balance between government regulation and unrestricted markets.

March 2009

Memorandum submitted by RWE nPower

The Role of Carbon Markets in Preventing Dangerous Climate Change

RWE npower, part of the RWE Group, owns and operates one of the largest and most diverse portfolios
of power generating plant in the UK with over 9,000 megawatts (MW) of large gas, coal and oil-fired power
stations and cogeneration plant. Our retail arm, npower, is one of the UK’s leading suppliers of electricity
and gas with around seven million customers. It serves the residential, small to medium enterprises and
industrial and commercial sectors and oVers competitive, advanced solutions for its customers.

As generators we have clearly been impacted by the introduction of emissions trading and our supply
business is also closely involved in delivering measures to encourage the move towards a low-carbon
economy.

Key Points

— We support the principle of emissions trading and believe that it provides the most cost-eVective
means of reducing greenhouse gas emissions.

— The focus must be on ensuring the Emissions Trading Scheme (ETS) provides suYcient long-term
clarity for investors including setting out the carbon trajectory and constraints beyond 2020. There
are also a number of important details of the ETS for phase III that remain to be agreed. The
priority must be for getting the design right now, rather than having to resort to intervention at a
later date.

— 100% auctioning for the electricity sector after 2012 is a major change from the current operation
of the scheme. It is essential that auctions for phase III begin during 2011 to prevent potential price
volatility or illiquidity in both the electricity and carbon markets.

— A global carbon market will be important but premature linking of regional schemes could
undermine delivery of UK and EU objectives.

— JI/CDM projects are an important mechanism in the transition to a global carbon market. Project
developers need certainty over future acceptability of credits from projects to ensure minimum
disruption to the flow of investments in low-carbon technologies and the associated emission
reductions in developing countries.

— It is important that the UK carbon budgets recognise the link with the ETS and focus eVorts on
delivering reductions in the non-traded sector. Emissions trading schemes will not be the most
eVective tool for all emissions but it is important that other mechanisms provide the right signals
to support choices that the consumer needs to make to reduce emissions.

Overview

1. RWE npower believes that emissions trading oVers the potential to be a highly eVective tool in reducing
global emissions of greenhouse gases in an economically eYcient manner. However, it is important that the
design of schemes is robust over the life of major investments in low-carbon technologies and political
intervention does not result in it becoming less likely that the objectives of emissions trading will be met.
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Whilst there is a clear need for a global price of carbon to provide long-term signals to investors and decision
makers, the aim of any emissions trading scheme should be the reduction of emissions against clearly defined
targets. The targets should drive the price of carbon rather than the price of carbon being an end in itself.

2. While a global emissions trading could make an important contribution to delivering the global
greenhouse gas stabilisation target, the momentum needed to make this happen is only likely to come about
through the successful linking of compatible regional trading schemes. At present the focus should be on
delivering an eYcient European ETS, which can serve as a credible basis for a global model, prior to
consideration of linkage to other schemes.

3. Emissions trading can and should play a central role in reducing emissions at UK, EU and global level,
but there will be circumstances where it is not the most appropriate or cost-eVective tool. In particular, it is
diYcult to see how diVuse sources of emissions such as household heating or road transport can be included
in an emissions trading scheme without high administration costs. Other mechanisms such as taxation or
regulation are a more appropriate means of providing the right signals to support choices that the consumer
needs to make to reduce emissions.

The EU Emissions Trading Scheme

4. Phase I of the EUETS began in 2005 and it rapidly became clear that allowances had been over-
allocated resulting in a significant fall in the price of carbon. However the first phase was always seen as an
introductory phase and although this phase could only deliver short-term carbon price signals, it did provide
the basic structure for a successful emissions trading scheme and provided the information for setting
meaningful caps for phase II and beyond.

5. Phase II of the EUETS has been in place for a little over a year and over that period we have seen the
price of allowances (EUAs) fall from a peak of ƒ30/t to lows of around ƒ8/t. However there is high liquidity
in the scheme and the numbers of EUAs being traded are currently at an all time high. Clearly the economic
downturn has had a significant impact on the carbon market, but it remains to be seen whether this is driven
solely by short-term factors such as installations selling additional allowances, either because of lower
forecasts of output or as a means of improving cash flow (allocations are made before the end of February
and surrender of allowances for the previous year does not need to be completed until the end of April thus
all installations eVectively have a year’s worth of allowances in hand).

6. Although the transition from phase I to phase II appears to have been successful there were two issues
that caused concern. The first of these was the severe delay in issuing 2008 allowances and the lack of
information available from the Regulator on this issue. In addition the design of auctions for phase II has
led to some concern. The rules of the auction requiring direct participants to access the auction via
Intermediaries has led to concerns around the bidding process. This would be of very significant concern if
the rules continue into phase III when the electricity generators, as the largest compliance buyers, will need
to purchase significant volumes of allowances via auctions.

7. Strong linkage between phase II and phase III is essential to provide a consistent signal on future
carbon prices and, in a well functioning market, it would be expected that the reduction in the level of the
cap in phase III would impact the price of carbon over both phase II and phase III. However, given that
much of the detail relating to phase 3 remains to be finalised, including the impact of any international
agreement, it is hardly surprising that phase 2 prices are currently driven mainly by short-term supply
and demand.

8. Although the agreement last December on the revision of the EUETS Directive in relation to phase
III of the scheme provides welcome clarification on the longer-term approach to the design of the scheme,
which provides some increased certainty for investors, there are still a significant number of areas where the
details of the regulations remain to be agreed. It is essential that phase III of the scheme delivers a
transparent, well-designed market that can help to deliver global emissions reductions objectives over the
long-term. This will be particularly important in the context of any global agreement. It is essential that all
sectors are fully engaged with the scheme to ensure that the most cost-eVective reductions are delivered in
a timely fashion. As part of this, the rules relating to free allocation in the non-electricity sectors will need
to be closely scrutinised to ensure a harmonised approach across all EU installations. Prior to a global
agreement it is also critical that robust criteria are used to judge those sectors subject to international
competition and subsequently qualify for 100% free allocation. Changes made in reaching final agreement
on the Directive may have undermined the prospects for this. However, following global agreement, there
should be a clear expectation that no sector will continue to receive free allocation.

9. Providing early clarity and certainty about phase III and beyond will help to deliver investment in low-
carbon technologies provided investors are confident that the scheme will not be subject to further political
interference. The threat of further intervention in EUETS, for example price floors and ceilings, will only
serve to undermine confidence in the scheme. Related interventions, such as suggestions of premature
emission performance standards for the power sector are also unnecessary and are to be strongly
discouraged. Having set a cap and allocation rules in place under the ETS, the market should be left to
deliver the necessary emissions reductions. Setting additional regulatory requirements on sectors covered by
the ETS risks undermining its cost eVectiveness.
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10. The interaction between renewable energy targets and the ETS also has the potential to create
uncertainty in the carbon market. The rate of delivery of new renewables capacity will impact on carbon
emissions and hence the price of carbon. Uncertainty around future carbon prices as a consequence of
uncertainty around delivery of renewables will lead to uncertainty in alternative low-carbon technologies
which will require investors to have confidence in long-term carbon prices to 2020 and well beyond.

11. The regulations setting out the method for auctioning allowances in phase 3 have not yet been agreed.
The timing and method of these auctions will be important for the electricity sector and the carbon market
as a whole. The electricity sector needs to be able to buy allowances to cover forward sales of electricity up
to three years before actual emissions from the station. As the electricity sector accounts for nearly 50% of
total emissions covered by ETS there is the potential for very high demand for allowances during 2011 and
onwards. We believe that it is essential that auctioning for phase 3 starts during 2011 to prevent price
volatility in both carbon and electricity markets. Whilst we are pleased that the importance of this now
appears to be recognised by both the European Commission and the UK Government, we still have concerns
regarding the short timescale to develop the regulations and implement necessary administrative
arrangements to allow auctions to start on time across all Member States.

12. We recognise that Government should decide on priority for the use of revenues derived from EUETS
auctioning through the budgetary process. However, investment in measures to reduce emissions of
greenhouse gases and mitigate climate change should be seen as a priority. We consider that the revenues
raised from auctioning could be used to stimulate transition to a low-carbon economy, provided this is done
without distorting the carbon market.

Development of a Global Carbon Market

13. A global carbon market will be important for delivering global greenhouse gas emissions targets, but
it is currently too early to assess which regional trading schemes have the potential to link to the EUETS.
Premature linking driven by political expediency has the potential to damage the carbon market. Rigorous
assessment of the compatibility of schemes will be needed before linking can happen and the timing of
linkage needs to be signalled well in advance to the market.

14. The Clean Development Mechanism or its equivalent has a crucial role to play in facilitating the
transition to a global market. We recognise that there are issues with the credibility and sustainability of
certain types of projects that are currently allowed under internal climate policy. However, any changes to
the qualifying criteria should be resolved at UN level rather than through unilateral action by the EU.
Project developers need early certainty over the future acceptability of credits from projects to ensure
minimum disruption to the flow of investments in low-carbon technologies and the associated emission
reductions in developing countries.

UK Carbon Budgets

15. We were pleased that the report from the climate change committee recognised that the UK carbon
budget for the sectors covered by the ETS should be determined by the ETS cap for the UK and that JI/
CDM credits and EUAs purchased to balance emissions in excess of the cap should be recognised as valid
in meeting UK targets. The UK carbon trajectory is fundamentally linked to ETS caps and this needs to be
made clear in future reporting of UK carbon emissions.

16. It is important that the process of accounting for emissions against UK carbon budgets is transparent
and in particular the diVerence between actual emissions and net emissions covered by the ETS is made clear.
The recent consultation on carbon accounting illustrated how complex this could be and it is important that
there is confidence in how the UK is demonstrating that it is meeting its targets.

March 2009

Memorandum submitted by the UK Petroleum Industry Association

1. UKPIA is the trade association representing the nine major oil refining and marketing companies in
the UK. Our members own and operate all nine major crude oil refineries in the UK, supply over 90% of
the inland consumption of petroleum products in the UK, and export about a third of their production to
Europe, USA and Africa.

2. The UK has the 4th largest refining capacity in the EU, processing 82 million tonnes per year of crude
oil. Between 5 and 7% of throughput is used as fuel to refine the crude oil into products, and this is projected
to increase as more energy is required to supply the increasing demand for jet and diesel fuels, as well as
future tighter product specifications, such as further reducing the sulphur in heating oils and production of
lower-sulphur marine fuels.

3. Refineries are stand-alone businesses operating in global crude oil and product markets. Increasingly
refining companies are independent rather than integrated oil majors, and three of UK’s nine refineries are
owned by companies with neither exploration and production businesses, nor retail marketing chains.
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4. UK and EU refineries need to be able to attract large investment projects in order to adjust output to
meet changing demand. The EU is currently reliant on large-scale imports of diesel and jet fuel from Russia
and the Middle East, and on large exports of gasoline typically to US, and these imports and exports are
projected to increase in a market where US consumption is declining. The EU therefore needs to be able
compete successfully for large-scale investment projects to readjust refining output to meet demand changes.
If investment is not encouraged, the refining supply to demand imbalance will increase (see figure 1).

Figure 1
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5. This coincides with the traditional US market for surplus gasoline disappearing as ethanol is added in
ever greater quantities to the demand pool (see figure 2).

Figure 2

INDICATIVE US GASOLINE DEFICIT/SURPLUS

0

0

20

0

20

0

2000 200 2010 201 2020 

E  

 



Processed: 29-01-2010 21:11:42 Page Layout: COENEW [O] PPSysB Job: 434578 Unit: PAG1

Environmental Audit Committee: Evidence Ev 223

6. UKPIA’s views can be summarised:

— Emissions trading is the best of the currently available policy instruments for carbon-intensive
industries operating in a global market, and has clear advantages over carbon taxation.

— Industries such as oil refining have to compete internationally for investment, and want to be able
to do so on level terms with EU and non-EU locations. Hence UKPIA favours a harmonised EU
ETS over either UK-only policies or supplemental UK or EU taxation.

" The flexibility to purchase credits for non-EU reductions is an important way of achieving the same
environmental benefit at reduced cost to society, and should be maximised. Project credits through
the CDM provide a good way of funding low-carbon investments in developing countries.

— The EU ETS to date is a success. Although EU ETS allowance prices have been volatile, credibility
has been established on how we measure, verify, report and trade allowances. The cap has been
delivered, and will continue to be delivered with little damage to EU competitiveness. The likely
future cost of carbon has been established across all industry as a factor to be considered in capital
expenditure. The prospect of fewer allowances in future and hence higher prices will increase the
attention given to GHG abatement.

7. In response to the questions posed by the EAC:

Overview

Potential contribution of international emissions trading in delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C

Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

8. An international emissions trading scheme (ETS) has the potential to deliver a pre-determined “cap”
on the future total volume of emissions of GHGs at a minimum cost to society. This is a great advantage
over other policy instruments such as taxation, where volumes of future emissions are uncertain.

9. A further advantage of ETS over taxation is that it provides a means for industries exposed to
international competition (such as oil refining) to experience an incentive to reduce emissions at the margin,
while still providing a competitive rate of return on investment compared with less regulated locations. This
is because the price of ETS allowances depends on supply and demand and does not depend on the system
of allocation, and hence industries exposed to international competition can be given free allowances until
such a time as there is an international agreement on policy instruments to control GHG, and the risk of
“carbon leakage” or “investment leakage” is reduced.

10. A tax would not be less complex that an emissions trading scheme. For example, both a carbon tax
and an ETS require monitoring and verification of emissions and a compliant bureaucracy to support it.

11. UKPIA believes that ETS is an appropriate policy instrument for large energy-intensive industries,
with significant advantages over taxation. We strongly believe that policy-makers need to choose between
cap-and-trade or taxation, and that to use both would discourage investment and lead to substitution of
domestic production by imports on a large scale.

12. We acknowledge that setting the “right cap” is not easy. If it is set too tight the economy may be
damaged, and if it is set too loose there will be reduced abatement, and there needs to be appropriate levels
of abatement in the non-traded sectors. However as more verified data is gathered and as other policy
measures take eVect it should become easier to steer the right course.

The EU Emissions Trading Scheme

The record of Phase II of the EU ETS, and prospects for the success of Phase III

Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

Impacts of economic recession on the workings of the EU ETS

Impacts on and responses by UK firms covered by the EU ETS

Implications of the EU ETS for business competitiveness, and how to address them

EVects of the expansion of the EU ETS to encompass aviation

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

13. Despite the volatility of the prices of allowances, the ETS is a success because the cap has been
delivered, and will continue to be delivered. Credibility has been established on how we measure, verify, and
report emissions and trade allowances. The likely future cost of allowances is a factor for all industries to
consider in their operational and capital planning and investment. The design of the EU ETS allows
industries exposed to international competition to remain competitive and attractive locations for
investment, and it is vital to preserve this.

14. Decarbonisation of energy will be driven by the cap and hence the likely future cost of allowances.
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15. A great advantage of ETS is that the cap will be delivered regardless of whether the economy is in
recession or not. In times of recession allowance prices are likely to be reduced, and hence the cost to society
is reduced.

16. The refining industry is very aware of the EU ETS and the need to consider the likely future cost of
carbon in business planning. UK refineries emit significantly less CO2 than the baseline established for Phase
I by verified historic emissions, despite the need for extra energy use to manufacture fuels to the latest EU
sulphur-free specifications.

17. The incentive to invest to reduce emissions is provided by the likely future price of allowances, and
is not dependent on how these allowances are allocated. Until there is a global agreement on carbon
reduction policies the EU has correctly decided to issue allowances free to industries exposed to international
competition and carbon leakage. In this way the ETS has succeeded in providing clear incentives to invest
to reduce emissions, without unnecessary damage to competitiveness. Those reductions which can be made
benefit from the full value of carbon. It is important to maintain this policy.

18. The expansion of the ETS to include aviation will provide a similar incentive to airline operators to
reduce emissions. If demand for jet fuel continues to increase within a given cap, there will have to be
compensatory decreases in carbon emissions elsewhere.

19. Auctioning of allowances (like a carbon tax) does much more than provide an incentive to reduce
emissions at the margin. It has a huge and direct impact on cash-flow. In some industries it may be possible
to pass the cost on to the end-consumer—as it largely the case for the electricity supply industry. However,
in industries which are exposed to international completion and import substitution, such as oil refining, the
ex-refinery product prices are set by the global market, and whether or not there is cost pass-through the
remuneration on investment at EU refineries will be much less than at comparable non-EU facilities.
UKPIA is strongly against auctioning of allowances to exposed industries until comparable policies are
implemented at non-EU facilities. The use of auctioning revenues is a matter for national Governments.

Development of a Global Carbon Market

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

20. The development of a global carbon market is to be encouraged as a means of capturing
environmental benefits at the least cost to society. As more jurisdictions adopt carbon markets or other
mechanisms to price carbon, the need for exposed industries to be protected will decrease.

UK Carbon Budgets

The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

Transparency of and justification for counting the purchase of emissions credits (especially from “oVset”
schemes) as decreasing emissions from the UK

21. It is key that the UK Carbon Budget remains consistent with the overall targets of the EU ETS. This
is essential given the global nature of the oil refining business, UK refineries have to compete with others in
the same corporation for investment in order to remain competitive and meet changing demands.

22. The proposed Carbon budget for the period 2018–22 in the traded sector is 800 tonnes, equivalent to
160 tonnes/year in 2020. The stated aim of the ETS is to reduce CO2 by 21% versus 2005 level. According
to DEFRA the cap was 215 mteCO2 in 2005 hence 21% reduction would be 170mte CO2, some 10mte above
the Carbon budget. However, the CCC recommend that there “should be no limit on the extent to which
the UK could meet its budgets via the purchase of European Union Allowances” ie for the traded sectors,
allowances purchased through the ETS are valid; it is only in the non-traded sector that trading is limited.

23. It is also important that any additional burden (eg from increasing aviation emissions which may have
to be compensated by reductions elsewhere within the ETS) is evenly spread and not disproportionally
allocated to the refining sector.

24. In order to deliver the reductions in the most cost eVective way, we would encourage flexibility to
count the purchase of emission credits (& oVset schemes) as decreasing emissions from the UK in a
transparent way. A mechanism for this could be a register similar to that used to trade the existing EU ETS
allowances.

February 2009
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Memorandum submitted by the Scotch Whisky Association

1. Introduction

1.1 The Scotch Whisky Association45 welcomes the opportunity to provide the Committee with its views
on emissions trading schemes.

1.2 Whilst we believe that emissions trading will help national governments and the EU to meet their
respective challenging emissions reduction targets, our response will highlight some key issues which have
arisen from our experience of emission trading both in the UK and within the EU, notably:

— “Carbon leakage”—the methods that are being developed to assess sectors which are exposed to
“carbon leakage”/international competition fail to identify unique sectors such as Scotch Whisky.

— New Entrant Reserve—to date operators which increase the production capacity of their
installations have not been able to access allowances from the NER. The criteria which will
determine access to the NER Phase III (EU ETS) will require careful consideration.

— Benchmarking—great care will be needed when the benchmarks for Phase III (EU ETS) are being
developed.

— Need to redefine the organisational criteria for the Carbon Reduction Commitment to avoid
competitive distortions.

— Simplification of measures—there is a need to simplify the UK complex climate change policy mix.

1.3 The Scotch Whisky industry takes the threat of climate change very seriously. Distilleries are
inextricably linked to the environment relying on high quality and abundant water supplies, quality barley
supplies and available land to make and mature our product. Distillers have a long and proud history of
taking active steps to protect the environment and especially improving energy eYciency and reducing
emissions of greenhouse gases (GHG).

1.4 Through their participation in the Climate Change Agreement (CCA) of the Spirits Energy EYciency
Company46 (SEEC), Scotch Whisky distillers have improved their energy eYciency by 18% (based on
provisional results from Milestone 4) on 1999 levels. In meeting their CCA targets, distillers have saved over
170,000 tonnes CO2 since 2001–02. These improvements have been achieved through extensive and far-
reaching capital investments in energy eYcient/emission reduction technologies. That is not to say that the
industry is resting on its laurels; member companies are now investigating alternative (low/zero carbon)
energy forms to produce this iconic Scottish product with published plans for three sites to switch to biomass
as an energy source in the near future.

1.5 The Association is currently working with members to develop a wide-reaching environment strategy
for the industry. Energy, greenhouse gas emissions, and sustainable resource use are among the priority areas
which have been identified. The industry and Association are now focussing on what action to take in these
important areas to reduce its environmental footprint.

1.6 The Association supports the submission of the CBI to this inquiry. Our comments below relate to
aspects of emissions trading schemes that are of specific relevance to the Scotch Whisky industry.

2. Overview of the Scotch Whisky Industry and the Interaction with Climate Change Mitigation
Policy Measures

2.1 The Scotch Whisky industry is one of the UK’s top five export earners (of manufactured goods): in
2007 exports of Scotch Whisky (to over 200 markets around the world) contributed over £2.8 billion to the
UK balance of trade. Exports account for over 90% of all sales of Scotch Whisky. The industry provides over
£800 million to the UK Exchequer in taxes; over 9,000 people are directly employed, many in economically
deprived areas in Scotland.

2.2 There are over 100 Scotch Whisky distilleries in Scotland. Of these, seven are grain distilleries which
produce new-make grain whisky spirit which, after maturation, forms the backbone of blended whisky.
Some grain distilleries also produce grain neutral spirit (GNS) which may be further distilled to produce
other spirit drinks such as gin and vodka. The 90-or-so other distilleries produce new-make malt whisky
spirit. Distilling is one part of the production process. To become Scotch Whisky, new-make whisky spirit
must mature in Scotland for a minimum of three years (although in reality maturation of 8–10 years is the
norm for many blended whiskies (longer maturation is preferred for single malt brands)). Upon maturation
the whisky is then blended and bottled, often in large-scale operations located in the central belt of Scotland.

2.3 All distilleries are eligible to participate in the sector’s (SEEC) Climate Change Agreement. The
industry’s large-scale bottling operations and other facilities which are not co-located with the distillery
operations are not eligible to be included in the sector’s CCA. We have challenged this anomaly (see para
4.2).

45 The Scotch Whisky Association (SWA) is the trade association representing c90% of the Scotch Whisky industry. SWA
members are distillers, blenders, bottlers and those engaged in the wholesale and export trade in Scotch Whisky.

46 SEEC is a joint venture between the SWA and Gin & Vodka Association. SEEC’s CCA includes 55 of the 100 or so malt
distilleries in Scotland and all seven grain distilleries.
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2.4 By virtue of their size, six of the seven grain distilleries (and one bottling facility), which account for
approximately 60% of total new-make whisky spirit production, are caught by the EU Emissions Trading
Scheme (EU ETS).

2.5 At this stage it is not clear how many industry sites will be subject to the Carbon Reduction
Commitment when it begins in 2010 but because of how businesses are structured, there is likely to be
distortion in the application of the scheme (see paragraph 4.2).

2.6 One grain distillery is also caught by the Large Combustion Plants Directive.

3. EU Emissions Trading Scheme (System)—The Industry’s Key Concerns on EU ETS Post 2012
(Phase III)

3.1 The Association has closely followed the development of EU ETS since its inception. Over the last
12-months, much of our attention has been focussed on the changes to the European emissions trading
directive and the consequences for EU ETS going in to Phase III (2013–20).

3.2 Our concerns on the proposed new directive are summarised below:

3.2.1 International competition and “carbon leakage”

Scotch Whisky competes with all alcoholic beverages in the global drinks market and is highly
exposed to international competition. The vast majority of globally-traded spirit drinks47 are not
caught by EU ETS. This puts Scotch Whisky at an obvious competitive disadvantage as our direct
competitors (both EU and non-EU based), for example Cognac, whiskies from America, Canada
and Japan, Cachaca (Brazilian molasses-based spirit), Indian Made Foreign Liquor (Indian made
molasses-based spirit—Indian “whisky”) or Soju (Korean spirit drink)), are not required to
purchase emission allowances.

We are concerned that the unique circumstances of the Scotch Whisky industry will not be fully
acknowledged in any assessment to determine “at risk” sectors/sub-sectors which are exposed to
“carbon leakage”. As by law, Scotch Whisky must be distilled and matured in Scotland, emissions
from production (distillation and maturation) cannot be exported abroad. However, Scotch
Whisky is very significantly exposed to international competition (90% of Scotch Whisky sales are
overseas). The competitive position of the industry is put at risk if consumers move to cheaper
products (produced both within the EU and further afield) not exposed to the costs of EU ETS
(or indeed the costs of other climate change initiatives).

The increasing use of auctioning (and reduction in free allocation) during Phase III will further
place industries such as Scotch Whisky at a competitive disadvantage.

3.2.2 Electricity generation/Combined Heat and Power

Two grain distilleries operate CHP plants which, in addition to providing heat and electricity to
the distilling operation, export surplus electricity to the grid. The new directive appears to penalise
CHP, which itself delivers significant net emission savings, as operators are set to only receive a
free allocation for the heat supplied by CHP. CHP technology should be encouraged as it has an
important role to play in helping to tackle climate change. Companies operating CHP plants
already face high energy (gas) input costs to generate both heat and power; at the same time they
are helping to reduce GHG emissions. We strongly believe that on-site generation and use of heat
and electricity should be eligible to receive a free allocation to encourage eYcient power plant
investment.

3.2.3 New Entrant Reserve

The proposed rules for the New Entrant Reserve now appear to allow allocations to be made to
existing installations if a “significant extension” is made. There is as yet however, no clear
definition of the term “significant extension”. Many distillers are seeking to increase the capacity
of their existing distilleries to meet the anticipated global demand for Scotch Whisky. We therefore
believe that the NER should be available to operators of installations which increase their
production capacity.

The NER, as proposed, may also act as a further barrier to the development of CHP as, “no free
allocation shall be made in respect of any electricity production by new entrants”.

3.2.4 Allocation methodology

It appears that EU-wide benchmarking will be used to determine allowance allocations to
installations. However, EU-wide benchmarks will not work in all sectors, particularly diverse
sectors such as food and drink. It is not possible to produce a meaningful mechanism to benchmark
litres of alcohol produced in a grain distillery against other products such as poultry and cigarettes
which are also covered by the food and drink sector in the UK’s Phase II NAP.

47 With two exceptions, we are not aware of any other distillery producing a globally traded GI (Geographical Indication) spirit
drink that is caught by EU ETS.
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An allocation methodology based on benchmarking will therefore require a return to at least the
specific sectors/sub-sectors that were included in the UK’s Phase I NAP in which the six EU ETS
aVected grain distilleries (ie the UK spirits industry) were categorised/classified as the spirits sub-
sector. Even then many factors such as product mix, co-product production, cereals processes,
CHP and utilisation factors will need to be factored in to any benchmarking methodology.
In addition, due to the limited scope (ie small number of installations covered) of EU ETS on the
EU spirit drinks sector, producing an “EU-wide” benchmark for such a relatively geographically
restricted sector may therefore be problematic.

4. UK Emissions Trading Schemes

4.1 Whilst distillers were not direct participants in the UK Emissions Trading Scheme, members have
experience of trading emissions in the scheme for CCA purposes, either banking or selling surplus emissions
or purchasing emissions to oVset any shortfalls in their CCA performance/targets. Whilst the recent cost of
allowances has been much lower than envisaged when the scheme was set up, those distillers which have
generated a surplus of UK allowances have, on the whole, not had them verified due to the high cost of
verification and relatively low trading value. Indeed, in Milestone 3, one distiller which had previously
generated a surplus of emissions in Milestones 1 and 2, was required to surrender a small amount of
allowances to bring it in to compliance (due to the EU ETS double counting target adjustment mechanism
(see below)). It chose to purchase the required volume of allowances from the open market rather than verify
allowances it had generated in meeting previous milestone targets.

4.2 Based on the latest published proposals, it appears likely that some industry sites will be included in
the Carbon Reduction Commitment (CRC) when it begins in 2010. Despite much of the industry being
covered by EU ETS and the CCAs, we understand that the way in which a company is structured will
determine whether it is also caught by this third emissions trading scheme. For example, SEEC’s CCA
includes two Scotch Whisky companies which both operate the same number of distilleries covered by the
CCA. Each company operates a bottling hall (CCA exempt). Electricity use at the bottling halls may exceed
the 6,000 MWh electricity use threshold currently set for the CRC. In theory, both companies should be able
to opt out of the CRC as the emissions from their CCA-covered distilleries far exceed the 25% emissions
threshold required for opt-out. However, one of the (near identical) companies will not be permitted to opt-
out as its CCA-covered distilleries are operated by a subsidiary (we understand that emissions arising from
subsidiaries will not be considered to come from the parent organisation). This anomaly therefore has the
potential to create a competitive distortion within the Scotch Whisky industry. This position could very
easily be remedied if the rules of the CCAs are changed to allow the industry’s stand-alone bottling halls to
participate in SEEC’s CCA. As it has been confirmed that the CCAs will be extended to 2017, this presents
an ideal opportunity for the government to address this long-standing anomaly.

5. The UK Climate Change Mitigation Policy Framework—The Need for Simplicity

5.1 Whilst the UK has developed ground breaking regulatory measures to help combat climate change,
those measures have been developed in a piecemeal fashion leaving industry, such as Scotch Whisky, with a
plethora of complex, bureaucratic and contrasting policy measures. We strongly believe that there is an
urgent need to simplify the current policy framework in this field.

5.2 As our response has already highlighted, the Scotch Whisky industry is heavily regulated for climate
change purposes. Each scheme has its own system of complicated rules. Whilst each policy measure, if
viewed in isolation from the others, appear to tackle climate change in a logical way (not withstanding the
eligibility criteria problems of the CCA), when brought together, they are complex to say the least.

5.3 For example, EU ETS targets emissions from combustion installations—some distillery processes (eg
drying) are outside of the scope of EU ETS. EU ETS operates on a calendar year basis. CCAs primarily
target energy use at the distilleries; the reporting period is October to September every two years. As some
grain distilleries are caught by EU ETS, a mechanism has been introduced to avoid double counting of
emissions which are covered by EU ETS (only combustion emissions) and the CCAs (generally an entire
distillery’s emissions). As the two schemes operate to diVerent timescales, the overlap mechanism used for
Milestone 4 (1.10.07 to 30.9.08) of the CCA used emissions from the calendar year 2007 to adjust the CCA
target—an overlap of just three months.

5.4 The overlapping nature of the schemes also risks disturbing long-term/medium-term capital
investments.

5.5 The introduction of the CRC in April 2010 may add further complexity.

5.6 We therefore believe that there is scope and the need to simplify this complex policy area.

3 March 2009
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Memorandum submitted by the Shell UK

Summary

— Carbon markets, such as the EU ETS, are eYcient mechanisms for incentivising CO2 reductions
in the power and large industrial sectors.

— Emissions trading schemes deliver an environmental outcome at lowest cost to the economy; the
cap ensures that overall level of CO2 is restricted while trading allows the market to find the least-
cost pathway to delivering the cap.

The Energy Challenge

1. Last year, Shell published its Energy Scenarios which looked at two possible futures for energy out to
2050. In the first scenario—called Scramble—policy makers focus on security of supply and not enough on
energy eYciency until supplies are tight nor on climate policy until there are major climate shocks. In the
second scenario—Blueprints—growing local action along with the widespread introduction of carbon
pricing leads to the development of clean energy technologies and energy eYciency measures. Blueprints
leads to lower-carbon emissions than Scramble. Shell’s view is that the Blueprints approach provides a better
framework for moving towards a sustainable future. Copies of the “Shell energy scenarios to 2050” booklet
accompany this submission.

2. To meet the energy challenge and address climate change a range of policies will be required, including:

— cap-and-trade systems like the EU ETS building to a global carbon market;

— clear incentives for carbon dioxide capture and storage (CCS);

— targets for renewable energies;

— measured targeted at all sections of the transport sector, eg vehicle standards; consumer education
and incentives for fuels based on their ability to deliver reductions in CO2 measured on a well to
wheels basis (WTW); and,

— robust energy eYciency standards for buildings and appliances.

3. The remainder of this submission focuses on the role that carbon markets should play in addressing
climate change. Carbon markets are a key tool to address climate change, along with other the other
measures outlined above.

Emissions Trading or a Carbon Tax

4. The essential element of an emissions trading scheme is the cap which limits the overall amount of CO2

which can be emitted by the sectors covered by the scheme. A cap-and-trade scheme is designed to deliver
an environmental outcome, in that the cap must be met. This is certainty that is critical for the environment.
Whilst a carbon tax delivers some level of fiscal certainty in the short term, it does not necessarily deliver
any particular environmental outcome. Under a carbon tax, emissions could fall, but equally they may
continue to rise requiring an adjustment to the tax. It may take some years for policy makers to establish
the level of tax necessary to deliver a given emissions reduction pathway. A tax does not oVer long-term fiscal
certainty, in that it may have to be varied substantially over time to meet the desired emissions pathway. It
will only deliver price certainty in the short term.

5. Recently, the EU allowance price has decreased in line with reduction in prices of other commodities.
This change in price reflects the marginal cost of CO2 reductions in today’s market conditions. If a carbon
tax had been introduced, this adjustment would not have been automatic and it is possible that there would
have been calls to reduce or remove the tax in light of economic circumstances. The relatively low price does
not mean that the EU ETS is not eVective: the cap will be delivered at the lowest cost to the economy which
is particularly critical during a recession.

6. A cap-and-trade scheme delivers its environmental objective at lowest cost to the economy. By
combining trading with a price for emitting CO2, the approach seeks out the most attractive reduction
projects within the market, delivering a lowest cost outcome. Emissions trading as applied to the problem
of sulphur emissions from power stations in the United States has led to the overall cost of the meeting this
environmental goal being much lower than expected.

7. National or regional trading systems can be linked with other such systems, delivering over time a
global carbon market. Developing countries initially be connected through project based crediting, such as
the Clean Development Mechanism (CDM). Certified Emission Reduction (CER) unit available under the
CDM which some countries use to meet their own Kyoto targets and are traded in the EU ETS. The CERs
eVectively links mitigation opportunities in the EU with those in other developed countries. The CER is
acting as a surrogate currency, providing a bridge between diVerent national approaches. As new emissions
trading schemes are developed, it will be important that they use the same project mechanism to enhance
the bridging role of the CDM. For further detail on this, and how trading systems can be linked, please see
the World Business Council on Sustainable Development’s “Establishing a Global Carbon Market” leaflet
which we have attached to this submission.
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Allocation and Incentives to Invest in Low-Carbon Technologies

8. A trading system oVers both compliance and policy flexibility that is important for business.
Compliance flexibility is delivered through the ability to “make or buy”, ie to implement a project and make
reductions (including selling allowances), or to buy allowances from other the market.

9. Policy flexibility comes through the mechanism for distribution of allowances. For example, in Phase
III of the EU Emissions Trading System some allowances will be distributed for free to deal with
competitiveness concerns. This should be seen as an interim measure until a global climate deal is
implemented and countries outside the EU start to have carbon prices established for their industries.

10. Despite this, the incentive to reduce emissions remains in that the allowances have a value. Whether
or not an installation needs to buy all of its allowances in the market or gets some of them for free does not
aVect the incentive to reduce emissions. The decision on whether to reduce emissions will be based on the
marginal cost of an allowances; ie whether the cost of investment in reducing carbon results is less than either
the cost of buying extra allowances or the value of selling allowances the installation already holds.

11. To date, the EU ETS has delivered reductions in emissions as the cap has been met. Recent analysis
by New Carbon Finance shows that emissions in the EU ETS sectors were down 3% overall in 2008. Even
taking into account the recent economic downturn, its analysis demonstrates that the most significant
reductions were made by the electricity generators switching to nuclear, renewables etc. While overall
electricity generation was up, the total amount of CO2 emitted reduced. So far, many of the emissions
reductions achieved by the EU ETS have been made in the power sectors. It should be noted that investment
to make further reductions can only be made with greater long-term certainty about the emissions trading
scheme. The agreement to the Directive for Phase III in December now provides that certainty as the cap is
known to 2020 and mechanisms are in place to ensure that the EU ETS continues beyond 2020.

12. The Phase III cap will be lower than that in place today and will reduce by 1.74% per annum to meet
a 20% reduction by 2020 (or a reduction of approximately 3.3% in the event of a global agreement to meet
30% reduction target). The decreasing cap means that reductions will need to be made amongst the sectors
covered by the EU ETS. It is not the case that installations will be able to carry on much as normal; the
reductions in allowances will necessitate that at least some make actual reductions; the trading mechanism
helps to find which sector or installation can make these reductions at least cost to the economy.

13. The CDM provides a mechanism for developed countries to finance low-carbon technologies in
developing countries. While it is recognised that there have been issues with the CDM in its early phases,
this mechanism is delivering real reductions versus what would have happened and improvements in its
operations are being made. It is not only cash that flows through the CDM, the projects also transfer
technology, can improve local employment, and improve local environmental conditions. Most important
of all is the fact that all CDM and JI project information is completely transparent and in the public domain.
Not only the project design documents but all third party validation and verification reports are open for
scrutiny. In addition, as discussed above, the CDM also provides a mechanism that connects diVerent
emissions trading systems, in advance of more formal linking mechanisms being put in place.

Low-Carbon Technology Investment

14. The carbon price delivered through emissions trading provides incentives for companies to invest in
low-carbon technologies that are commercially available and deployed in the market. However many
important technologies, such as Carbon Capture and Storage (CCS), are not yet commercially viable and
will need further support.

15. This figure illustrates a typical technology pathway consisting of three phases, Discover & Develop,
Demonstrate and Deploy. The three phases are required to allow technology to progress down the cost curve.
The long-term deployment of low-CO2 technologies is driven by the CO2 price in the ETS (yellow band).
But for the important early stages, the cost of new technologies is typically out of reach of the CO2 market
(pink band). This means that additional incentive must be found to augment the CO2 price and allow early
pilot work then large scale demonstration to proceed. Shell supports the approach of the EU Parliament
which has created a fund of 300 million bonus allowances for CCS (and novel renewable technologies)
demonstration projects, to help bridge the cost during the demonstration phase of CCS. Once industry
learns large scale demonstration projects, it is expected that the costs of CCS will decrease to the point that
its deployment can be supported by the carbon price.
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16. Shell views cap-and-trade schemes such as the EU ETS, as a key tool to delivering targets to reduce
CO2. The establishment of a cap ensures that environmental goals are met while trading ensures that these
reductions can be done at least cost to the economy. The agreement to the Phase III framework provides the
long-term certainty required to drive investment in established low-carbon technologies, with future support
required to demonstrate new technologies so that they can be deployed later once their cost is covered by
the carbon price.

March 2009

Memorandum submitted by the Summerleaze Ltd

Summary

— European carbon markets are failing to deliver significant carbon-savings in Europe.

— European carbon markets are failing to provide a high or reliable enough cost of carbon to justify
substantial investment in carbon-reducing measures in Europe.

— The period since the Kyoto agreement and the introduction of international carbon markets has
coincided with an acceleration in the rate of increase of carbon emissions.

— One factor in that acceleration is the oVshoring of manufacture to less-eYcient producers in
developing nations.

— European emissions increased in parallel with the process of oVshoring, when they should have
reduced.

— Before Kyoto, emissions were reducing as GDP was increasing. Since Kyoto, emissions have
increased at a fraction of the rate of increase of GDP. Carbon markets have had an insignificant
impact on this relationship.

— A rational and eVective carbon-pricing mechanism would impose an equal cost of carbon on all
sources and sinks. Cap-and-trade cannot do so because it does not scale down.

— Correcting this deficiency by combining with other measures is economically-ineYcient.

— Low prices in the EU-ETS are the result of inevitable political gaming, not of delivery.

— Low prices in the EU-ETS have a negative impact on sectors outside the EU-ETS.

— Free allocation and auctioning of credits both have anti-competitive consequences.

— Linking the EU-ETS with an American scheme would result in Europe paying the USA for soft
savings, while American businesses continued to benefit from looser standards.

— Many CDM and oVset schemes provide illusory benefits.

— Carbon budgets on a national level may be incompatible with trading mechanisms and utilities that
are international.
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— Cap-and-trade is wrong in principle as well as practice, and cannot be made to work eVectively.

— Cap-and-trade and Kyoto should be replaced with carbon tax and an international risk-based
market.

Introduction

Summerleaze Ltd is one of the most long-established renewable-energy businesses in the UK. We began
investing in renewable energy in the early 80s, and commissioned our first renewable power station in 1987.
We have generated around 2 TWh of renewable electricity to date. We are currently leading developments
in three immature fields: anaerobic digestion, wood pellets, and renewable hydrogen.

Summerleaze is a founding member of the Renewable Energy Association (REA) and the Association of
Electricity Producers (AEP). To our knowledge, the REA is not preparing a submission to this inquiry. The
AEP has prepared a submission, but sadly it represents neither our views, nor a critical look at the subject.
It is Panglossian in its determination only to see the good in carbon-trading. Whilst one may take the view
that the benefits outweigh the disadvantages of carbon-trading (or vice versa), it takes the wisdom of three
monkeys to believe that there are only benefits and no disadvantages, as the AEP seems to want the
Committee to believe.

Context

The Kyoto Protocol was agreed in 1997 and came into force in 2005. Its objective is to reduce greenhouse
gases in participating countries by 5.2% below 1990 levels by the end of 2012.

The Kyoto Protocol, if complied with, would be insuYcient to achieve the UK’s goal of limiting global
warming to 2)C above the estimated historic average. It is estimated that full compliance would reduce
temperatures in 2050 by 0.07)C. Consequently, the EU and its member nations have introduced more
strenuous targets. The EU is committed to achieving a reduction of 20% by 2020, and 30% if other major
nations will also commit to equivalent action. The UK government has recently increased its long-term
reduction target from 60% to 80% by 2050.

To date, the principal policy tool preferred to achieve these targets in Europe and the UK has been carbon-
trading. The UK introduced a preliminary scheme, the UK Emissions Trading Scheme (UK-ETS) in 2002,
which ran to 2006. The EU-wide European Union Emissions Trading Scheme (EU-ETS) began in 2005. The
first phase ran from 2005–07, the second phase runs from 2008–12, and a third phase is currently under
discussion.

One of the main arguments used to justify a preference for cap-and-trade systems is that the cap ensures
a specific level of reduction, whereas other approaches, such as carbon tax or regulation, do not oVer such
firm volume constraints. The existing cap-and-trade schemes put values primarily on emissions of carbon
dioxide (CO2) and do not directly encompass emissions of other greenhouse gases. It is reasonable to use
emissions of CO2 as a measure of the success of the cap-and-trade schemes.

In the 1972–2002 period prior to the introduction of the UK-ETS, annual global CO2 emissions from
fossil-fuel combustion increased from around 15,500 Mt (million tonnes) to 24,500 Mt. That is an average
rate of increase of around 300 Mt or 1.5% per annum. By 2005, emissions had reached 27,900 Mt, increasing
at 1,130 Mt or 4.4% per annum. And by 2007 (the most recent year for which we have figures) emissions
were 29,600 Mt, increasing at 850 Mt or 3.0% per annum.48 Similar trends can be seen if the other, smaller
contributors (such as cement manufacture) are included.

It might be argued that assessment relative to global emissions is unfair, but action is not justified unless
it can have an impact on the global total. A significant criticism of regional action is that it may oVshore the
carbon (rather than reduce it) and thereby increase emissions by driving production to less technologically-
advanced nations. When one reviews the regional changes in energy-consumption and emissions of carbon,
it is clear that that is exactly what has happened. The eVect is seen most starkly in the changes in the
production and use of coal, the most carbon-intensive fuel.49 Kyoto and cap-and-trade appear not to have
had a beneficial eVect.

48 http://lgmacweb.env.uea.ac.uk/lequere/co2/carbon budget.htm To convert from C to CO2, multiply by 3.667
49 Graph from International Energy Agency, Key World Energy Statistics 2008.
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If we have exported our industry to China and other developing nations, European and UK emissions
ought at least to be falling. Unfortunately not. UK emissions fell from 616 Mt in 1980 to 564 Mt in 2002.
By 2006 (the end of the UK-ETS), our emissions had risen again to 586 Mt.50 In Europe, emissions from
those installations covered by the EU-ETS rose by 0.68% in 2007.51 We seem to have achieved the
indefensible: exporting our industries to where they would cause more damage, while making little progress
on our own emissions.

Stavros Dimas argues that the above figures for the EU-ETS show that “emissions-trading is yielding
results” because emissions would have grown even more strongly without it, given a growth-rate for GDP
of 2.8%. Between 1980 and the Kyoto agreement (1997), the GDP of the EC-12 nations increased by around
45% in real terms, while their CO2 emissions from fossil-fuels fell by 2%, unassisted by carbon-trading.52

In the subsequent period before the start of the EU-ETS (2005), emissions increased by 7.1%, while GDP
grew by 19%. The smaller increase in emissions than GDP in 2007 was simply maintaining a relationship
that had been established since Kyoto was agreed and the previous inverse relationship of GDP- to
emissions-growth was reversed.

Overview

Potential contribution of international emissions trading to delivering a global greenhouse gas stabilisation
target, consistent with the UK’s goal of limiting global warming to 2)C

The science is not yet suYciently certain to say what concentration of greenhouse gases in the atmosphere
is consistent with a target of limiting global warming to a maximum of 2)C above the estimated historic
average. A growing school of thought believes that, because of feedback loops, it is no longer possible to
limit warming to this level. Another growing group is emphasising the role of other factors in the warming
to date and questioning the IPCC process and their economic and scientific assumptions.

Given this uncertainty, it is doubtful whether the right approach is to target a particular level of a dynamic
concentration of atmospheric greenhouse gases on the basis of an assumed relationship between that
concentration and future temperatures and other climatic, environmental, social and economic conditions,
with insuYcient reference to risk, uncertainty, and the balance between mitigation and adaptation.

But if that were a rational approach, emissions trading would not be an eVective way to achieve the goal.
As demonstrated above, and substantiated in the paper attached at Annex A,it has not been eVective to date,
and is not likely to be eVective in the future.53

50 Energy Information Administration, International Energy Annual 2006, Table H.1co2.
51 http://europa.eu/rapid/pressReleasesAction.do?reference%IP/08/787
52 CO2 emissions from EIA op cit, GDP from Eurostat Long GDP series for historic EU totals spreadsheet. Spain, Greece and

Portugal figures added to EC-12 totals for period prior to accession.
53 Bruno Prior, Cap-and-trade—why it is the wrong approach (2007), hard copy provided as Annex A with this submission, and

available for download from http://www.forever-fuels.com/files/u3/cap and trade 4000.pdf
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Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

The approaches ought not to be combined. Whatever the social cost of carbon emissions, it is the same
for all emissions at a given point in time. A single price should therefore be applied, and it is very much easier
to do so through one mechanism than through multiple mechanisms. The complex interplay between
multiple mechanisms results in ineYciencies, unintended and perverse consequences, rent-seeking
opportunities, bureaucratic overheads and so on.

There are a number of tests of whether a carbon-pricing mechanism is a good one. One important test is
whether the mechanism adjusts rapidly but smoothly as refinements in the science and data are announced.
Another is whether it yields a rational and reasonably predictable price or whether the price is irrational and
volatile. And another test is whether it can be applied equally to all emitters and absorbers of carbon.

Emissions trading fails all of these tests, but the last is particularly important in the context of this
question. Because of transaction costs, it is generally accepted that the approach cannot be scaled down
below a certain level. Consequently, around half of all emissions are unlikely to be covered by this type of
mechanism. Its adoption means that emissions from the uncovered half must be either ignored (as domestic
heat is in the UK at the moment), or covered by other mechanisms (for example, a range of mechanisms in
the transport field that apply very diVerent social costs of carbon for diVerent types of transport, and for
transport as a whole compared with other sources of carbon). The upshot is a chaotic, ineYcient and often
irrational set of incentives.

Emissions trading should be replaced by a carbon tax, applied at point of import or production of fossil-
fuels, with some of the revenue used to compensate poorer households for the welfare impacts of increased
energy costs, and balanced across nations (to avoid carbon-oVshoring) by means of a mechanism to replace
Kyoto after 2012 that treats the potential harm from carbon emissions as a risk whose cost of insurance
should be borne by the emitter.54

The EU Emissions Trading Scheme

The record of Phase II of the EU ETS, and prospects for the success of Phase III

After prices in Phase I collapsed, apologists for the EU-ETS argued that it was only ever intended to
demonstrate the mechanics of the concept and to provide information about the correct level at which to
set the National Allocation Plans (NAPs). Phase II would benefit from this information and provide the
correct incentive based on accurate allocations.

The Phase II NAPs, as finally set by the EU, required only a 2% reduction relative to verified emissions
in 2005 (ie still above 1990 levels, despite Kyoto commitments). Like Phase I, they owed more to political
gamesmanship than dry assessment of the data. The target was never challenging and was always likely to
lead to a repeated collapse in prices, either through modest oVshoring in continue benign economic
conditions, or through reduced output in a downturn.

Phase I EUA prices ranged between ƒ20 and ƒ30 for the first 20 months, then collapsed to ƒ15 when
countries reported their emissions for the first year of the scheme, stabilised at that level for a few more
months, and then began an inexorable decline to a few cents by early 2007. Phase II lasted only nine months
or so in the ƒ20–ƒ30 range before it began the first stage of its inevitable collapse. It seems temporarily to
have stabilised around the ƒ10 level, but we have not yet had any verified data for emissions levels in 2008
to confirm the bad news and set the price on the second stage of its journey to zero.

Low prices could be taken as a sign of success—that we are delivering carbon savings very cheaply. But
it is apparent from the unambitious targets and the continuing high levels of CO2 emissions that this is not
the reason. Prices are low because such minimal improvements are required that participants expect that, in
an economic downturn, little investment will be required to exceed the required savings. Any such savings
will be attributable to the closure of plant and the reduction of demand for energy, and not to the EU-ETS.

It was never true that the problem with Phase I was lack of data and knowledge of the mechanism. The
problem was always the gaming of the mechanism by governments hoping to profit from targets that they
knew were unambitious. Once might have been considered misfortune, but twice looks like carelessness.

If political leaders were inclined to game the system when economies seemed to be growing strongly, how
much worse should we expect it to be in a downturn, when their economies are genuinely vulnerable to the
imposition of even modest social costs? We have already seen the battle for looser targets continued in the
Phase III negotiations. In the current circumstances, and given the track-record in more benign conditions,
it is unfounded optimism to hope that Phase III would be anything other than another farce.

54 For a more detailed exposition of such a mechanism, see Bruno Prior, Carbon or harm? The price of the risk of anthropogenic
global warming (2008), hard copy provided as Annex B with this submission, and available for download from http://
www.forever-fuels.com/files/u3/carbon or harm split2.pdf
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Extent to which the carbon price will be suYcient to drive low-carbon investment, in particular decarbonisation
of energy

Several major energy companies have terminated their involvement in large UK wind projects. Co-firing
output is down. The large utilities are pressing for permission to build new coal- and gas-fired generating
stations without carbon capture. From the existing plant, they are dispatching coal in preference to gas.55

The current EUA price of ƒ10/tCO2, (equivalent to around £7.50/MWh from coal and £3.50/MWh from
gas) is insuYcient (even with support from the Renewables Obligation) to encourage a substantial switch
to low-carbon electricity-production either from the existing infrastructure or through new investment.

The carbon price has little impact on the two-thirds of our energy that is consumed in the heat and
transport sectors, nor on energy-eYciency, other than marginal impacts through the electricity price. The
greatest impact is negative, as the absence of a mechanism that places an equal value on carbon from these
sectors has prevented significant investment.

Investment decisions are based not only on current prices, but on expectations of future prices.
Expectations are influenced by past performance and rational assessment. On both counts, an investor
would not rely on a significant value from the EU-ETS in their financial modelling.

Impacts of economic recession on the workings of the EU ETS

The 2% reduction required in Phase II will be achieved without the necessity of investment. Prices will
collapse to nearly zero again, and those who are not recipients of government largesse from other sources
will be unable to justify investing in more eYcient infrastructure.

Impacts on and responses by UK firms covered by the EU ETS

Summerleaze is not directly covered by the EU-ETS. However, the Committee should bear in mind that
many businesses not covered by the EU-ETS are indirectly aVected by it.

All renewable generators are aVected by EUA prices, because the vertically-integrated utilities (who are
covered by the EU-ETS) can reduce their carbon emissions by buying power from renewable generators.
This feeds through into the oVered price (particularly as they have usually incorporated the opportunity cost
of the value of their EUAs in their prices anyway). A low price for EUAs means a lower price for renewable
generation.

Thanks to the linking of the Carbon Reduction Commitment (CRC) with the EU-ETS, the mechanism
will also aVect renewable heat and energy-eYciency measures in the large, non-energy-intensive sector (eg
councils and supermarkets). A low EUA price will undermine the value of one of the first mechanisms to
try to encourage renewable heat.

Implications of the EU ETS for business competitiveness, and how to address them

Electricity customers have no opportunity to import their supplies from outside the EU. The EU-ETS
therefore has little impact on the competitiveness of the power sector as a whole, other than marginal
impacts on demand, which will be insignificant at current EUA prices.

While free allocations remain, the EU-ETS has an impact on competitiveness within the power sector.
Free allocations provide a significant advantage to incumbents, limiting the threat from market entrants,
and reducing the competitive pressures on the established energy oligopoly (the “Big Six”).

In sectors exposed to competition from outside the EU, free allocations may be necessary while the EU-
ETS is retained, in order to prevent oVshoring of industry and carbon. However, free allocation distorts
markets and inhibits competition within the EU, providing a benefit to existing dirty producers over clean
producers and new entrants (see, for example, the cement sector). This Morton’s Fork is another example
of why the mechanism is bad, irremediable, and should be replaced.

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

Free allocation of credits to incumbents is anti-competitive, but government monopoly-auctions of rights
without which the bidders cannot stay in business drives participants to overbid and ultimately harms the
industry and its customers. Auctioning is the lesser evil, but the least evil would be to scrap the mechanism
altogether.

55 In the period December 2008 to February 2009, coal fuelled 44% of the UK’s centralised power, while CCGTs provided only
35% and renewables only 3%.
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Development of a Global Carbon Market

Progress of cap and trade schemes in other countries (notably, the United States), and the prospects for, and
practicalities of, linking between them

American carbon emissions per capita are double those of Europe. Fuelled by cheap energy, the American
economy has valued eYciency so little that there are many soft eYciencies to be achieved.

Even in times of prosperity, no American legislature would put a tight cap on national emissions. In the
current circumstances, the US government will be even more careful not to impose heavy costs. If a carbon
cap-and-trade scheme is introduced in the USA, it will be set with very achievable targets.

If we link the EU-ETS to cap-and-trade schemes with loose caps in countries where soft eYciencies can
be made at little cost, we will end up (a) paying those countries for soft savings that they should have made
at their own expense, and (b) yet again undermining carbon values in Europe.

The robustness and eVectiveness of “oVset” schemes (ie those without a cap), such as the Clean Development
Mechanism (CDM), and the issues around linking them to cap and trade schemes

One cannot do justice in a few words to the many ways in which the supposed benefits of CDM and
carbon-oVset schemes are more illusory (or at least exaggerated) than real.

UK Carbon Budgets

The relationship between emissions credits and the UK carbon budgets set up under the Climate Change Act

Carbon budgets are another policy mistake, repeating the false assumption embedded in emissions-
trading schemes that there is a rational basis for targeting a specific level or profile of emissions.

Nevertheless, we are to have them. Logically, the rights to the carbon-displacement belongs to the country
that paid for them, not the country where they were “produced”. This approach should be adopted, but care
should be taken that both countries do not claim the “benefit”.

“Non-emission” must not be confused with absorption. Renewables have a neutral, not a negative carbon
impact. They do not increase a nation’s carbon emissions, but they do not reduce them either. If demand
increases in line with renewable output, there will be no reduction in a country’s carbon emissions regardless
of how much renewable energy is produced. Credits from foreign renewable-energy projects should not be
counted as a deduction against national emissions.

The multi-nationals will have choices about how much to invest in each country to reduce emissions. They
will transfer at opportunity cost the credits from one country to another, as determined by their investment
and operation choices. Those choices will influence the contribution of the power sector to the overall carbon
budget. Auctioning would reduce the temptation to play games in this way, but would not eliminate the
diVerences between national markets. There is a tension between the national nature of the carbon budgets,
and the international nature of the EU-ETS, CDM and many of our utilities.

Transparency of and justification for counting the purchase of emissions credits (especially from “oVset”
schemes) as decreasing emissions from the UK

The carbon benefits from many oVset schemes are not correctly reflected in the calculation of attributable
credits. Schemes involving production or destruction of methane unjustifiably assume unrealistically high
rates of methane production, and lower rates of capture than could easily be achieved at low cost.
Renewable-energy schemes are calculated to have displaced fossil-fired generation, when many of the
projects simply increase the total amount of electricity consumed. Credits from tree-planting assume that
all trees grow healthily for many decades, and count all the potential savings in the first year. No negative
account is taken of tree plantations that die before they reach their assumed lifespan. Displacement of HFCs
and other greenhouse gases is attributed to factories that never would have existed to use those HFCs if they
hadn’t been able to sell their “non-HFC-usage”.

Whilst seeking the lowest-cost carbon savings regardless of location is sensible, the way in which this is
done under the Kyoto protocol is so subject to fraud and miscalculation that it is questionable whether the
system oVers real environmental benefits. All parties involved (developers, auditors, purchasers of credits,
governments) have strong incentives to over-estimate the benefits and under-estimate any flaws. It is unlikely
that the situation will be improved by promises of tighter enforcement.

3 March 2009
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Memorandum submitted by Virgin Atlantic Airways Limited

Introduction

1. Virgin Atlantic Airways was set up in 1984 to provide a competitive alternative for business and leisure
passengers on long-haul routes between the UK and major destinations. It has grown steadily over the past
25 years and now serves 30 destinations in the US, the Caribbean, Africa, India, Asia and Australia from
Heathrow, Gatwick, Manchester and Glasgow. Virgin Atlantic currently has 38 modern long-haul aircraft
in its fleet and around 9,000 employees. It is the second largest UK scheduled carrier by revenue and revenue
tonne kilometres.

Summary

2. Virgin Atlantic has always supported the inclusion of aviation in an emissions trading scheme. We
believe that a cap and trade system to deal with emissions from aviation is not only beneficial to the
environment but it also establishes a market-driven solution to carbon mitigation.

3. The EU Emissions Trading Scheme will have a limited ability to reduce international greenhouse gas
emissions. It is our view that rather than a proliferation of domestic or regional trading schemes (or blunt
taxation) leading to environmentally irrational behaviour and competitive distortions, a mandatory global
approach to tackling the aviation sector’s CO2 emissions would be the most eVective and economically
eYcient way of reducing the industry’s environmental impact.

4. We remain concerned that the EU Emissions Trading Scheme will have an anti-competitive impact on
EU airlines that fly outside of Europe. As a purely long-haul airline, Virgin Atlantic competes with third
country carriers not subject to the same levels of environmental regulation (and therefore costs) which will
be subject to substantial carbon leakage.

5. Virgin Atlantic is investing in new more fuel eYcient aircraft to meet our ambitious fuel eYciency target
(a 30% improvement by 2020, on a 2007 baseline) and despite the fact that we will be carrying more
passengers on a larger fleet of aircraft, our focus on fuel eYciency means that our absolute emissions will
peak within the next decade.

Environment and the Recession

6. In 2009, Virgin Atlantic celebrates its 25th birthday. During that time we have endured the first Gulf
War, the bursting of the dotcom bubble, the aftermath of 9/11, the SARS outbreak, the second Gulf War
and oil prices spiralling up oV the chart. But the economic crisis we are currently facing is potentially even
more damaging to our industry than anything we have faced before.

7. Environmental lobbyists have argued that Governments should not loose sight of dealing with climate
change during the global economic downturn. We agree. In fact this is a great opportunity to develop policy
that incentivises a shift towards a lower-carbon economy rather than imposing direct taxation or regulation
that stifles the industry’s ability to recover and does little to reduce emissions from aviation.

8. By taking a pro-active and pragmatic approach to reducing emissions using new technology, better
designed aircraft, alternative sustainable fuels and targeted market based measures, airlines have a greater
flexibility to reduce emissions in real terms. There is equally a role for Governments to adopt policies, which
support, bolster and stimulate the aviation industry. These policies should not only be for the short-term
but also need to ensure the aviation industry’s post-recession viability.

The EU Emissions Trading Scheme

9. Virgin Atlantic is investing in new, more fuel eYcient aircraft to meet our ambitious fuel eYciency
target (a 30% improvement by 2020, on a 2007 baseline) and despite the fact that we will be carrying more
passengers on a larger fleet of aircraft, our focus on fuel eYciency means that our absolute emissions will
peak within the next decade.

10. We have always supported the inclusion of aviation in an emissions trading scheme and have taken
a leadership role within the industry to reduce its emissions wherever possible. By imposing stringent
emissions caps and, most importantly, giving the industry the flexibility to choose how to meet them,
emissions trading is not only beneficial to the environment but it also establishes a market-driven solution
to carbon mitigation.

11. However, we still have reservations regarding the following key areas:

— significant cost burden upon airlines;

— the likelihood of non-European carriers complying with regulation;

— the competitive disadvantages that will be imposed on EU carriers as a result of the scheme, known
as Carbon Leakage; and

— the impact of auctioning oV EU credits and the use of auctioning revenues.
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Significant Cost Burden on Airlines

12. Given that the airline industry is facing one of the toughest economic situations it has ever known, the
cost burden of ETS on our business remains a significant concern. Our modelling suggests that even without
auctioning, the cost to Virgin Atlantic is estimated to be in the tens of millions of pounds in 2012 alone56

and would certainly exceed the £46.8 million profit that was made in the 2007–08 financial year, considered
a very good year for airlines.

Compliance by Non-EU Carriers

13. We understand that the UK Government is due to publish its draft enforcement regulations shortly.
However, we remain concerned that some non-EU carriers’ nation states currently dispute the legality of the
EU unilaterally imposing EU ETS on them. Given that the UK will have the lion share of non-EU carriers
under their regulatory jurisdiction, the UK must take a leadership role in ensuring that EU carriers do not
suVer negative competitive impacts as a result of the scheme being unequally enforced.

Virgin Atlantic’s Exposure to Carbon Leakage

14. Virgin Atlantic’s intercontinental-only business model will be particularly prone to carbon leakage
due to our exposure to competition from so-called “sixth freedom carriers” such as Etihad and Emirates and
our limited ability to pass on the cost of the ETS to our passengers.

15. Passenger and cargo traYc on long-haul carriers is not only “point-to-point”, eg a direct flight
between London and New York, but also includes a high proportion of connecting passengers. Many key
traYc flows, eg between the US and Asia, or the US and sub-Saharan Africa, currently connect through the
European Union. These passengers could easily switch to routes connecting outside the EU (and therefore
wholly outside the scope of the EU ETS) in order to avoid the additional costs associated with European
airlines’ compliance with the scheme. This results in the leakage not only of traYc and economic benefits to
EU companies, but also of carbon dioxide emissions, resulting in net environmental disbenefits. (Virgin
Atlantic would be happy to share this evidence with the Select Committee on a confidential basis due to the
commercial sensitive nature of the data).

16. In order to ensure that this exposure is minimised, we have argued that aviation should be classified
as an industry that is “subject to substantial carbon leakage” under the current legislation of the General
ETS Directive, and therefore subject to a lesser level of auctioning.

Linking of ETS Schemes

17. When linking with other trading systems, the Government and Commission must take account of the
potential for competitive distortions. If, for example, the EU were to develop a reciprocal arrangement with
Australia’s proposed emissions trading scheme whereby all flights by EU or Australian carriers departing
from or arriving in a European Union Member State were covered by EU ETS, and all flights departing
from or arriving in Australia by an EU or Australian carrier were covered by the Australian scheme, there
would be a significant risk of market distortions and carbon leakage. Non- EU carriers operating EU—
Australia routes would only see a half of the route covered by an emissions trading scheme and be subject
to the inherent costs. They would be able to oVer much more competitive fares on what is eVectively the same
route, compared with the EU or Australian operators for which 100% of their network would be subject to
the costs of emissions trading. Given the international markets in which we compete, it would only be
possible to pass on a small fraction of these costs to our passengers without rendering our fares
uncompetitive.

18. There should also be a strict set of criteria for evaluating the equivalence of a third country or region’s
trading scheme. If, for example, the Commission agreed an arrangement with a third country with a less
stringent trading scheme whereby EU carriers’ emissions were dealt with by the EU and the third country’s
carriers’ emissions were dealt with through their cheaper scheme, this would give the EU carriers higher
operating costs relative to their competitors and adversely impact the EU carriers’ ability to compete on
these routes.

Impact of Auctioning and Use of Auctioning Revenues

19. Virgin Atlantic has welcomed the decision that the level of auctioning for aviation should remain at
15% until 2020.

20. Revenues generated by the auctioning of emissions allowances should be hypothecated for (i) the
administrative costs to Governments of overseeing EU ETS, and (ii) projects which will have a direct impact
on reducing emissions.

56 Calculations based on the price of carbon at ƒ30 per tonne and the cap based on 100% of 2004–06 emissions.
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Development of a Global Carbon Market

21. Aviation is a small but growing contributor to man-made greenhouse gas emissions, but must play
its part in achieving global climate change targets. It is our view that rather than a proliferation of domestic
or regional trading schemes (or blunt taxation) leading to environmentally irrational behaviour and
competitive distortions, a mandatory global approach to tackling the aviation sector’s CO2 emissions would
be the most eVective and economically eYcient way of reducing the industry’s environmental impact.

22. Failure to reach agreement on a framework for international aviation’s role in achieving climate
change targets should be considered a failure of the UNFCCC process. Virgin Atlantic continues to work
with industry colleagues to support the UK Government’s eVorts to avoid this.

23. In February 2009, Virgin Atlantic, British Airways, Air France/KLM, Cathay Pacific and BAA,
launched the Aviation Global Deal (AGD) Group. The Group is calling for international aviation to play
its part in global CO2 emissions targets, which are to be agreed by the United Nations Framework
Convention on Climate Change in Copenhagen this year.

24. The AGD Group has published a communiqué, setting out the principles it believes should form the
basis of a successful mechanism for including aviation in the global climate change framework. These
include:

— Environmental integrity: Aviation must reduce net CO2 emissions in line with scientifically
determined targets, through technology, sustainable biofuels, improvements in infrastructure,
operational eYciency and cost-eVective economic measures, especially carbon trading.

— A global approach: Policy measures to deal with aviation’s contribution to climate change should
be developed at a global sectoral level to avoid competitive distortion, carbon leakage and the
creation of a patchwork of conflicting national and regional policies.

— Maintain competitiveness: Airlines must face equal treatment, in accordance with the Chicago
Convention.

— Equity between countries: At the same time as it delivers equal treatment between airlines, any
agreement must also respect the UNFCCC principle of common but diVerentiated responsibilities
amongst countries.

— Economic eYciency: Aviation must be integrated within the overall climate framework with open
access to cost-eVective market-based instruments including carbon trading, CDM credits and
potentially deforestation avoidance credits.

— Operational capability: The system must be simple, universally applicable and straightforward to
implement. Compliance must be enforceable at state and carrier level.

25. In 2009, through the AGD Group, Virgin Atlantic will seek to engage with environment and transport
policymakers around the world, and consult with other industry stakeholders and environment groups, to
ensure aviation can make a positive contribution to discussions in the run up to the UN Convention in
Copenhagen.

UK Carbon Budgets

26. Virgin Atlantic supports the Government’s view that international aviation is best dealt with at an
international level and views aviation’s inclusion in the EU ETS as a step in the right direction to tackle
aviation emissions. The Government should remain firm in its position that emissions from international
aviation should be excluded from the UK’s national emissions inventory as, from January 2012, they will
be included in the EU Emissions Trading Scheme.

Conclusion

27. There can be no doubt that airlines are facing the most challenging set of economic eVects it has ever
known in modern times. Despite this, Virgin Atlantic remains determined that such challenges will not
dissuade us from our ambitious environmental commitments. We have a clear vision of how to we intend
to meet these goals and will continue to drive and challenge our own industry.

28. The Government too must play its part. It is essential that the Government works with its
international counterparts to find agreement on a framework for international aviation’s role in achieving
climate change targets. Only then will the impact of emissions from aviation be reduced by a significant level.

March 2009
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Memorandum submitted by David Newbery, Research Director, Electric Policy Research Group,57

University of Cambridge

Summary

Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

1. The EU ETS has many virtues, most obviously that it was probably the simplest means of securing
support from EU member states (MS), as it allocated entitlements rather than imposing obligations to set
taxes, a hotly defended prerogative of individual MS’s. Its main limitation is that, as presently operated, it
cannot deliver the predictable and stable carbon price needed for long-term low-C investment decisions.
There are sound economic reasons for setting a carbon price rather than a carbon quota, and the system of
feed-in tariVs is a good example of one such approach. HMG should consider issuing options on the carbon
price for low-C technologies in the covered sector, and encourage the EC to withhold enough EUAs to trade
to stabilise their price.

Extent to which the EU ETS carbon price will be suYcient to drive low-carbon investment, in particular
decarbonisation of energy

2. Whether or not the EU ETS price will be suYcient to drive low-C investment will depend on its
predicted level and investors’ confidence that the price will not fall below the point at which the low-C
investments cease to be profitable. Additionally whether the planning and licensing regimes and, critically
for electricity, grid access and charging regime, are adequately supportive of the investments.

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

3. HMG should press for the maximum extent of auctioning, and should endeavour to find better ways
of protecting export-exposed carbon-intensive sectors from unfair competition from countries lacking an
adequate carbon price, preferably by border tax adjustments, and only as a last resort via allocations of
EUAs. There is a strong case for hypothecating the auction revenues for low-C RD&D, most immediately
in providing the subsidies required above the carbon price for renewable energy, and not passing those
subsidies through as charges for end-users. HMG has already accepted the principle of hypothecation for
its earlier (and mis-named) Climate Change Levy (that was really an energy tax), and it would be in line with
the intent of the Renewables Directive as a burden sharing agreement to finance such subsidised deployment
of immature, but promising, low-C technologies.

The EU Emissions Trading Scheme

Whether, and under what circumstances, emissions trading ought to be supplemented or replaced by tax or
regulation

4. A price for carbon can be established directly, either using a carbon tax or charge, or by setting a
quantity limit and letting companies trade the resulting emission allowances, which is the approach adopted
by the EU Emissions Trading System (EU ETS). In the past various countries, notably Scandinavia in the
early 1990s, have imposed carbon taxes on fuels (with exemptions for internationally exposed industries).
With complete information and no uncertainty, the eYcient level of emissions can be achieved either by
issuing the correct number of quotas or setting the pollution tax at the marginal damage cost (measured at
the eYcient emissions level). This equality of outcome breaks down under uncertainty or with asymmetric
information. Weitzman (1974) started a lengthy debate by observing that in the presence of uncertainty,
quotas are only superior to taxes if the marginal benefit from abatement schedule (ie the marginal damage
of emissions) is steeper than the marginal cost of abatement schedule. In the case of CO2 emissions the
marginal benefit from abatement should be almost perfectly flat, as greenhouse gas (GHG) emissions
contribute to an atmospheric stock with a very slow rate of decay. The damage contributed by emissions
today is thus eVectively the same as those tomorrow, and so the marginal benefit of abatement is essentially
flat at each moment, while the marginal cost of abatement rises rapidly beyond a certain point.

5. Figure 1 (at the end) shows that if the taxes and allowances are set on the basis of the expected marginal
costs and benefits, but the correct marginal costs are higher than expected, then the deadweight or eYciency
loss from incorrectly setting a permit at level Q rather than Q* is considerably higher than incorrectly setting
the tax or charge at t rather than t*.

57 The Electric Policy Research Group (EPRG) is the culmination of a continuous series of projects starting in 1990 and at
various times supported by the UK Economic and Social Research Council, The Cambridge MIT Institute, and the European
Commission. The larger part of current funding comes from a 5-year £2.4 million ESRC research group grant. EPRG’s
membership within the University is drawn from economics, management, engineering and law and also includes associates
from business, regulatory agencies and government. EPRG engages in research, publication and informed debate on the
economics and public policy issues concerning the eYciency, regulation, security and sustainability of electricity in the wider
context of European and global energy supplies and environmental constraints, as reflected in the European Emissions
Trading System. Members of EPRG have published a number of reports on carbon pricing, carbon markets, and emissions
trading, of which the most useful is probably the book Delivering a Low Carbon Electricity System: Technologies, Economics
and Policy (Grubb, Jamasb and Pollitt, 2008). This submission draws heavily on Grubb and Newbery (2007), but reflects the
views of author alone.
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6. The scale of the hazard of global warming is very uncertain, as are the future costs of reducing carbon
intensity. All these are arguments for a stable global carbon price. As more information about the damage
of global warming arrives, so the optimal price can be adjusted (just as the allowed level of emissions would
have to be adjusted). The desirable stability of the carbon price is not absolute, but only applies over
(possibly quite long) periods of time in which no significant new information arrives, and should be adjusted
as better information about future climate change damage arrives. In contrast, tradable quotas can give rise
to volatile prices over quite short periods of time, as illustrated by the experience of both phases of the
EU ETS.

7. Thus the Stern Review accepts the force of the Weitzman argument for the short term, but argues that
we should collectively aim at an equilibrium GHG concentration below 550ppm (CO2 equivalent). This is
equivalent to specifying a stock of GHGs, or a quantity limit on the amount of fossil fuel that can be burned
over the next 100–200 years. Thus while the carbon price should be moderately stable over reasonable time
periods (1–15 years if no new information about the costs of climate change arrives), over longer periods of
time the price will need to be adjusted to balance cumulative carbon emissions with absorptive capacity.
Hepburn et al (2006) discuss the relation between a longer-run target quantity and the need to stabilise the
carbon price in the short to medium run.

8. There are thus good economic arguments for fixing the price of carbon rather than fixing the total level
of emissions in each period and allowing the market to determine the price. There are good political economy
arguments for launching climate change policies through issuing tradable permits, as in the ETS. Pizer
(2002) argues for an initial allocation of permits, followed by selling additional permits at a fixed price (and
being prepared to buy back when the traded price fell below a floor). This can be made cash positive or
neutral to the EC by suitable reductions in the allocations of EUAs each year to ensure that on balance the
EU were selling rather than buying.

9. A similar proposal termed the “safety valve” is discussed by Jacoby and Ellerman (2004), while
Hepburn (2006) surveys the range of hybrid instruments, including price ceilings and floors, and penalties
for failing to deliver permits (which eVectively cap the price at the penalty level—the method used in Britain
for Renewable Obligation Certificates). These alternative approaches to reducing or eliminating price
volatility diVer in the financial risks they place on the agency entrusted to stabilise the price. While there is
little risk in capping the price (and penalties would generate extra income), the main problem is in providing
a floor, as buying permits to support the price could be costly. Of course, if suYciently few permits are issued
in the first place, with the balance sold at a fixed price, this risk can be made arbitrarily small, but that is
not the present design of the ETS, and any change to the ETS would require the agreement of the member
states. Such design issues should be put on the agenda as soon as possible.

10. Price stability (or at least a price floor) should be pursued at EU level, but it may also be necessary
to provide investor assurance in the UK in pursuit of the next objective.

Extent to which the EU ETS carbon price will be suYcient to drive low-carbon

11. Whether or not the EU ETS price will be suYcient to drive low-C investment will depend on its
predicted level and investors’ confidence that the price will not fall below the point at which the low-C
investments cease to be profitable; and additionally whether the planning and licensing regimes and,
critically for electricity, grid access and charging regime, are adequately supportive of the investments.

12. Uncertainty is not new: investors face it all the time. There are, however, three things that make the
low-carbon investment fundamentally diVerent:

(a) The risk associated with carbon price is largely policy and political—risks that private investors find
particularly hard to judge and manage, and where alternate strategies include investing in
lobbying, or just waiting for policy uncertainty to be resolved. That waiting is costly if it
undermines the UK’s claimed leadership role in dealing with climate change.

(b) The timescales of investment are very long, and there is a marked disjuncture between the time
horizons of most corporate or equity investors (seeking typically 10–15% rate of return for more
speculative projects, though considerably lower for low-risk mainstream utility investments), and
those professed by the government (discount rates that reflect ethical bases for consistent
intergenerational decision-making, as in the Stern report (of about 1.4%), and the UK Government
Green Book rate of 3.5%). In itself this would not necessarily matter (other investments are also
long-lived but do not need special treatment), but it is the combination of long timescales and policy
risk that is damaging.

(c) While fossil-fuel generation is at the margin and setting the electricity price, conventional
generators will be largely hedged against both fuel and carbon price risk, as these will determine
the price of electricity. Investors take comfort from the link between the marginal (fuel plus carbon)
cost of generation and the electricity price, and are thus able to shift much of the input cost risk
through to consumers, at least if they have a balanced portfolio of plant. Companies that specialise
in renewables or nuclear power are exposed to an electricity price driven by the volatile marginal
fuel cost and a possibly volatile carbon price, and so face more risk (Roques et al, 2006). Thus even
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with a fixed and guaranteed carbon price, the structure of electricity markets places the risk associated
with uncertainties in the electricity price on low-carbon investors. Again such risks are not necessarily
indicative of market failure, but they may amplify the underlying problem of policy risk.

13. It therefore follows that any measure to reduce these risks should have a beneficial eVect on low-C
investment, and should lower the cost of delivery, as the cost of risk is reflected in higher discount rates or
required rates of return. At present, renewables are supported by a mechanism (Renewable Obligation
Certificates) that maximises the risk, as the received revenue will depend on the price of electricity (driven
by gas prices and hence risky to renewables), the carbon price (also volatile) and the ROC price that depends
on supply and demand for ROCs, and hence on the eYcacy of the planning system and the fragility of the
financial system, as well as on changing legislation about the number of ROCs oVered for diVering
technologies.

14. There are a number of ways of reducing risk and encouraging investment, of which in electricity the
two most important are to remove barriers to investment created by planning delays and the queue to
connect to the national grid. The latter is not a problem for base-load stations such as nuclear power, but
is a real problem for intermittent and low-load factor renewables, as they must be oVered firm transmission
rights under the current Grid Code, and have to secure expensive balancing services under the poorly
designed Balancing Mechanism. Both (and arguably also the entire market design of the wholesale market)
need reform, reaching beyond the very limited Transmission Access Review of Ofgem and DECC.

15. If we return to reducing risk and ensuring that low-C investments are profitable, the most direct way
is to ensure that the price of carbon is kept at a high enough level to support socially profitable low-C
investments. Within the UK, HMG could issue a contract-for-diVerence (CfD) with investors on the future
carbon price.58 This could be a simple CfD in which the contract states a strike price of eg 25 ƒ/tonne CO2

(or 92 ƒ/tC), and these are either sold or issued in proportion to declared net capacity of new zero-carbon
generation (or in proportion to generation each year). The holder would then be entitled to receive the strike
price less the actual carbon price implicit in any UK-wide carbon instrument that applies to fossil generation
(and if this price were above the strike price then the holder would be obligated to pay the amount by which
the price were above the strike price).59

16. An alternative would be to issue or sell a one-sided CfD with a floor price, say 20 ƒ/tonne CO2, with
the issuer obligated to pay any shortfall below this floor price, but the holder would benefit from any upside.
Another variant on this is to issue put options on the carbon price (Ismer and NeuhoV, 2006). Such
instruments would provide a powerful commitment signal by the Government (or the European
Commission) to the continuation of the ETS or its successor, and would also help stabilise the future (and
hence, with banking, the present) carbon price.

17. A more direct method that would avoid the need to underwrite the carbon price would be to oVer
long-term electricity oV-take contracts to low-C investments, following the format of eg German Feed-in
Tarrifs, (which specify a constant real or nominal price per kWh for a set period for a particular place and
technology, or one that declines after a number of years). Alternatively, HMG could hold a tender auction
for the fixed and per MWh amount that would be acceptable for the oVered investment opportunities, with
penalties for failure to deliver (except where these could be demonstrated to be a failure of an otherwise
acceptable planning application).

Allocation or auctioning of EU ETS credits, and the use of auctioning revenues

18. As is now widely recognised, the price of EUAs was passed through fully in the final price of electricity
(the industry for which we have the best data) and hence the free allocation was cashed in at the EUA price
by the fossil generators, resulting in a massive windfall gain. There is no case for repeating such a wilful
misuse of the value of a common property resource that should be owned by the country. The only sectors
with any case for free allocations are those for which the carbon cost is material and which are exposed to
vigorous international competition from countries that have no carbon price. Aluminium, some kinds of
steel and cement may come in this category. There are, however, better means of addressing the unfair
competition from sources that do not pay the social cost of the emissions they release.

19. The most direct way would be to ensure that any imports are taxed on the deemed carbon content of
the commodity (based on moderately poor performance unless certified to come from an eYcient supplier),
with rebates in proportion to any carbon tax or quota price paid by the import; with an export rebate of the
EUA or carbon tax embodied in the export. Only until such a system is in place might exposed industries
be granted EUAs in proportion to their output at some deemed (and high) eYciency level.

20. There is a good case for providing additional support for renewables (additional to the support
received for avoiding CO2 emissions through the EU ETS). If the renewables technologies are not yet
mature, then their costs should fall as money is poured into their development and deployment. Just as in

58 See for example House of Commons (2006) at paras 179 et seq.
59 This would require the Government to be quite explicit about the equivalent carbon value of any instrument that might

replace the ETS, particularly if this took the form of a carbon tax (not an energy tax like the Climate Change Levy). If there
were no such instrument that specifically charged electricity generators in proportion to the CO2 emitted, then the price would
be deemed to be zero.
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the past huge sums were spent developing nuclear power (see figure 2), and, through defence contracts, high-
eYciency gas turbines that have revolutionised electricity generation. We should now spend large sums
developing renewables to the point that they are commercially attractive in developing countries. If that
happens, climate-damaging emissions will not just be reduced in the EU but in the world as a whole, helping
to mitigate damaging climate change.

21. Wind generation costs have fallen dramatically as more wind generation has been deployed, to the
point that they are already competitive (on-shore) with coal and gas generation, providing the latter pay an
EU carbon price of ƒ30/tonne (its projected level). Photovoltaic (PV) panels have also seen dramatic falls
in cost as chip technology driven by the IT revolution has spurred development (although they are still far
too costly for most purposes). Figure 3 shows the results of increasing the production of various
technologies, where the suggestion is that increased production from the technologies (proxying for the
increased deployment of these technologies) results in learning by doing and with that a fall in costs. The
numbers on the graph show the costs as a percentage of the previous cost level after the scale has been
doubled. Thus PV falls to 65% of its earlier cost for each doubling of output, while wind falls to 82%, or by
18% for each doubling of scale.

22. The auction revenues should therefore be hypothecated to deliver as yet uncommercial (at the EUA
price) but promising low-C technologies. HMG has already accepted the principle of hypothecation for its
earlier (and mis-named) Climate Change Levy (that was really an energy tax), and it would be in line with
the intent of the Renewables Directive as a burden sharing agreement to finance such subsidised deployment
of immature but promising low-C technologies. At present the (unnecessarily high) cost of supporting
renewables is passed through to final electricity consumers. The SKM report commissioned by the
Government estimates that to meet the UK renewables target agreed with the UK, some 120 TWh of
electricity will have to come from renewables by 2010. Although BERR estimates that the extra cost of the
renewables support per household might only be £32–£53 per year, a more realistic estimate might be £82/
household/year.60

23. Between 2004 and 2005 the cost of electricity rose by £20/household/year and the number in fuel
poverty rose by 500,000, partly wiping out the reduction in the number of fuel-poor, of 4 million, over the
years in which the cost of electricity fell by £100/household/year. On a simple extrapolation, a further rise
of £80 might return all those 4 million into fuel poverty. These and other electricity consumers are paying
for the RD&D that is the justification of renewables support and which will largely benefit people in the rest
of the world (assuming that it meets its objectives of making commercially attractive other low-C renewables
for deployment in the rest of the world). It is hard to see why the poor in the UK should be charged for
this support.

26 February 2009
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Figure 1

RELATIVE EFFICIENCY OF PRICES VS QUANTITIES
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Figure 3

EXPERIENCE CURVES SHOWING COST REDUCTIONS IN RESPONSE TO LEARNING

Source: IEA (2000)
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