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The EU ETS, Clean Development Mechanism
and aviation in the post 2012 regime.

Whilst the criteria for what will happen to aviation in Phase Il of the EU
ETS are now relatively clear, this represents only one year 2012.

Phase Ill of the EU ETS 2013-2020 represents a seven year regime
which the aviation industry will fall under, with decreasing allocation
and increasing auctioning potentially down to an EC target of 100%
auctioning by 2020.

An understanding of this regime is essential for any airline that lands
or takes off inside the EU as nearly all such flights will be covered
regardless of the nationality of the airline.
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The EU ETS sectors (turquoise)

currently account for

approximately 46% of the Household

emissions of the EU, over 2

billion tonnes of CO2 emissions Power
per year covering approximately

11,000 industrial installations

Aviation accounts for 2-3% of \

European CO2 so is comparable

in the scale of its emissions to Transportation Refineries
refineries, non electricity energy Other Energies
sector, cement, or circa half the Iron & Steel
iron and steel industries
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Other Industry oy o<
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The power sector is the key market in the EU ETS
The majority of the short position is placed upon the power sector.

domestic rather than international markets.

This means that the power sector will be the key buyer of both auctioned EUAs and

CERs in phase Il

Meaning that as the aviation sector’s short position is increased and the volume of free

It has the largest capacity to pass on abatement costs as it primarily competes in

It has the clearest abatement options in the form of fuel and efficiency switching.

allocation is decreased it will be increasingly competing with the power sector for

EUAs and CERs
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The Current Phase Ill proposals —
Emissions paths, allocation and auctioning

Two paths
20% and 30% emissions reduction Full auctioning for the power sector from
scenarios 2013
20% in the absence of an international post Designed to eliminate “windfall profits”,

2012 agreement
30% in the presence

20% Equates to a 21% reduction for the EU ETS
against 2005 emissions

For 30% the division of effort between non EU ETS

and EU ETS sectors is unclear but following the same published by the EC in 2010

ratio as for 20% gives a 31% reduction against 2005

emissions. Alinear path to 2020 goal

For Phase lll the EC has proposed a EU wide This is in contrast to the Kyoto Protocol
allocation plan. EAP where a single target is pursued for the

five year period.
Should reduce distortion between countries
where currently identical plants can be
allocated using different methodologies

the practise of handing on the value of
freely allocated EUAS to consumers

Full auctioning for all other sectors by 2020
Exemption for those deemed vulnerable

to international competition. A list of which
sectors will be exempted will be
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The Current Phase Ill proposals —
Allocation for the aviation sector

20 December 2007

Draft Proposal presented by the Commission to the parliament

27 “The Commission considers that, from 2013 onwards, the approach to
allocation for aviation should in principle be the same as that proposed for
electricity generators because opportunity costs are expected to be to be
passed on, to a large extent or even in full. However, because aviation will
only have been included in the EU ETS from 2012, it is appropriate for
[....]%* of allowances to be allocated for free in 2013, and thereafter the f
allocation to aviation to decrease each year by equal amounts resulting in
no free allocation in 2020.”

*[....]% = the aviation sectors EUA allocation and right to use CERs is undecided

ree
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The Current Phase Il proposals — uncertainty

Effort, effort split, target lock
1. Effort for the purposes of supplementarity is measured from 2005. For the Kyoto period
this is measured from 1990.

+ Asthe use of non EUA credits is expressed as a % of effort this is a significant
development.

+  The current maximum accepted use of credits in line with supplementarity is 50%
2. Also not decided is the degree of effort split between the EU ETS and non EU ETS
sectors in the event a 30% emissions reduction target is pursued. Although, as on a
previous slide it is reasonable to assume it will be along the same lines as the 20%
pathway this is just an assumption and is not in any formalised document.

3. If international aviation is brought into a post 2012 agreement, the cap “could be
reviewed.”

4. Also not determined is when targets will be locked , in the event that Copenhagen
COP/MOP in 2009, doesn't produce an agreement.

+  Obviously all four points are crucial for investment decisions.
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The Current Phase Ill proposals

- use of CERs post 2012 ~ |

The ability to bank the unused portion of an installations CER/ERU cap is common to both the 20%
and 30% paths.

Credits useable for compliance under both paths

Pre 2012s CERs from projects accepted by any MS
Post and pre 2012 CERs from projects in least developed countries (LDCs)

Renewable energy and energy efficiency projects

Specific for 20% path Specific for 30% path
Credits from countries where a bi- Credits from countries subject to the
lateral agreement is in place. multi lateral agreement only.
Post 2012 CERs from projects that Unclear what happens in the event that
would have been accepted by all MSs bi-lateral agreements have been struck

and subsequently a multi lateral
agreement s reached
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The Current Phase Ill proposals

- use of CERs post 2012 ~ II

EUETS Government
CER/ERU usage|usage Mt/yr
Mt/yr (Note 4) (Note 3) Total Mt/yr
Current Phase Il 267 223 490
20% scenario Phase |1l 0 89 89
30% scenario Phase |1l 72 124 196
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The Current Phase Ill proposals
Potential benefits for airlines under Phase Il
First mover advantage

After industrial emissions, transport is a clear candidate for the next area that will be carbon
constrained globally.

Maximum flexibility for medium to long term abatement at least cost

Because aircraft are relatively large point sources they are easier to include in any scheme
than for example private cars.

Utilities installations under EU ETS is a prime example of this.

Long term, airlines that already have experience of operating within the EU ETS will have a
clear knowledge base advantage over airlines that have not in a global context

Further, they will have already begun to adapt their operating patterns and technologies
employed to operating in this environment.
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The Current Phase Ill proposals
Potential benefits for airlines under Phase IlI
Airlines from the BRIC countries will be engaged in emissions trading if they land in the EU

There is some consideration within the EC rules for airlines flying into the EU if they are
already covered by another cap and trade schem

Assuming a preference for being regulated by authorities within their home countries rather
than within Europe.

— This may lead airlines to place pressure upon their governments to set up local and
regional cap and trade schemes in order to get out of the EU ETS

SO the EU ETS may well spawn other aviation cap and trade schemes
Non EU affnes that have been reguiated by the EU ETS wil have a valuable knovledge
ase

If their home countries regulate domestic flights they can leverage this experience
over their competitors
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