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1- Overview

Context :
European Union (EU) has taken the lead in the international fight to combat climate change, as in March 2007, it has endorsed an ambitious Greenhouse gases (GHG) emission reduction of 20% up to 30% by 2020. EU has been first to implement a regional emission trading scheme (EU ETS) through the Directive 2003/87/EC as a complementary tool to national politics to reach the Kyoto emission reduction goal of 8% under 1990 emission levels. This scheme sets a cap on CO2 emissions of large combustion installations (power producers and industrials) above 20MW, accounting for 41% of European GHG emissions in 2005. The purpose of the scheme is to ensure the establishment of a carbon price that should trigger incentives for companies to reduce their operational emissions and invest in lower carbon technology to provide absolute emission abatement in a cost-effective manner. 

Strengthening the ambition of the EU ETS :

However, the first phase (2005-2007) of the EU ETS seems to have delivered poor environmental outcomes as a result of over allocation in all sectors [Ellerman & al, 2006]. Moreover, heterogeneous and distortive allocation methods were used in the allocation process [Grubb & al, 2006]. This resulted in a low carbon price and little effective incentives in emission reduction investments. The European Commission has therefore strengthened the rules in Phase II (2008-2012), leading to a cut in allocation of 10% compared with the first phase, and 6,5% under the level of 2005 emissions. The carbon price reaches now a range of 20-25 €/ton as a signal that market players are confident that the European Commission has successfully elaborated a more stringent scheme for 2008-2012. However, this success will be tributary to the actual emissions growth and supply of flexible mechanisms credits, that will disclose the actual need for emission reduction and therefore the actual level of constraint of the market in phase II.

In this context, the European Commission has released, on the 23rd January 2008 the foundations for the review of the EU ETS directive, clarifying part of the constraint, the rules and allocation methods for the 2012-2020 period (phase III). This review was highly expected to provide increased predictability to EU ETS actors for their investment decisions. Concern about the future CO2 price is indeed relevant for low carbon investment and any expectation of a low price could delay these investments [Neuhoff, 2007].The allocation process will be now clarified for a 8-years period and resorts to EU-wide allocation rules. Power producers are especially targeted as the review provides for 100% auctioning for this sector, starting in 2013. 

We assume that investment decisions of these actors in phase II will be influenced by the insurance of a more stringent scheme beyond 2012. In particular, expectation of a higher carbon price in a near future will lead power producers to distort their arbitrage between emission reduction and allowances trading in phase II.

2- Methods

This paper aims to provide an insight into the influence of the new Phase III-rules on the trading and investment decisions in phase II. This will be therefore necessary to rely on an insight into the expected CO2 price correlated to supply and demand of allowances and flexibility credits (CDM/JI credits supply) and the close analysis of the new rules to picture the actual constraint weighing on the ETS sector;

These elements will help picturing to what extent power producers are induced to make an arbitrage between CO2 trading and early emission reduction investments beyond the incentives provided by the carbon price resulting from phase-II-design alone.

3- Results

· Considering phase III-design outcome, we expect scarcity on the market: according to the main features of the review of the directive, the EU-wide cap will be reduced along time to reach a 20% emission reduction goal. Whereas the level of constraint by sector is not defined yet, it is however highly predictable that the power sector will once again bear the highest share of the reduction burden. This is justified by the fact that this sector is less submitted to international competition and can pass-through the full cost of CO2 into the power price [Sijm & al, 2006 ]. We consider that industry would get a relatively more important share of the EU-wide cap as free allowances, and that the global pool of allowances to be auctioned may be reduced accordingly. We also take into account that industry sector will see its free allocation decreasing along time and that the amount of its free allocation will be attributed on Best Available Technologies benchmarks. This is likely to trigger strong demand of carbon allowances and therefore a sharp competition between all operators for auctions. Probable tension is therefore expected on the market in phase III.

· Early disclosure of phase III rules may interact with power producers’ investment decisions in phase II and change the supply/demand balance in both phases :

In phase II, we consider that Power generators may be in a situation where :

- Referring to the Commission’s decisions on National Allocation Plan for each member state, the European power producers saw their allocation reduced compared with 2005 emissions, but the largest part of this allocation remains free of charge. They also can acquire a given amount of CDM/JI credits at a price assessed up to 17€/ton, likely to be lower than the CO2 market price (according to Point Carbon estimates). They moreover have the insurance they can bank allowances between phase II and III and CDM/JI credits up to the unused amount remaining from phase II.

- Therefore, we believe that power producers could benefit from a contango situation in phase II: expected tightened rules in phase III may lead them to add a premium to the phaseII-CO2-market-price to reflect the tension they expect from 2013 on. They could be incentivised to implement early emission abatement to maximise the profitability of allowances selling or CDM/JI use for compliance in phase III. Indeed, they may prefer to bank these allowances and credits in the anticipation of a more stringent phase III market where the market price could be much higher.

- However, if generalised, the abatement costs will rise and the need for emission abatement will decrease. Therefore the forward price in Phase III will decrease and this could results in a price equilibrium between phase II and III.
4- Conclusion

The market players that are ensured to be severely constrained in phase III may add a premium to the phase II CO2 market price when assessing their trading and investment options. Therefore, the early disclosure of Phase III allocation rules may provide incentive for anticipated investments in emission abatement in phase II. This may lead to drive the phase II-price up as well as establishing a price equilibrium between phase II and the beginning of phase III. A part of the emission reduction goal could therefore be achieved sooner than expected.
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