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Actmeradedping thar indusirial and com-
tercial activilies create excessive mmounts of
sr-cabled Green Heuse Gases (0HG), and
accepting predictions char if this comrinued
unchecked the world would face the negative
effects nf ‘plobal-warming on an increasing
seale, LBH countries have sighed the Linired
Malions Framework Convention on Climate
Change (IINFCCC).

Under the wmbreila of the UNICCC the Kyota 'rotacol was
negetated 1o pul in place o progianune of reductions in GHEG
etnissions. MNatons and regions were allocais] emission redue-
lion targets and a structure aimed at balancing “excessive’ redue-
toms with “delicit’ reductions through ntroducing a market for
‘ernission creditg’ was designed.

Why is € enission credits trading being introduced in
Fuvope?

The Kyoto Protecol is initially simed ar reducing carbon
dicide (00 ) vinissivns worldwide, but it has not yet been rat-
ified hy a suffierene mmmber of countries e bring 20 inte eilect,
However it seemns likely that Hussia will soon sign and that will
b sullicient to starl the Protocol implementation process,

Thevefors in Furape, and possibly m some acher pars of the
world, progress is already being made introducing a regional
scheme m preparation for Kyolo, Mevertheless te European
scheme will stand on fs own and continue even o Kvoto is nol
ralified,

The Luvopean scheme will include rwenty five countries

The Buropean Union has set up its scheme aveund KL
Allvaanees (FULAS). These allowanoes ane cach worth ohe tonne
af 04 Lmission Reduction. The firsr year of aperahon will he
calendar 2005, with the first settlement required a1 the end of
Apnl 2008, Polluters (including users ineacess of a determimed
amount of electricity per anmum ) will have 1o reduce ther entis-
sions by a certain percentage (translated inte tonaes) ar they
will have 1o provsde the authonities with ‘credits’ (EUAs] sufti-
cient 1o meet that requirement The hase vear for the reguine-
ment o credit determination is 19940, Polluters that succesd in
perswading their autharities they have reduced emissions will be
granted ‘credirs (FUAsY 1f a pollurers allocanon ol EUAs
exceeds its requited ermissions reduction, it will be free 1o sell
the surplus. Each EUA will be registered in o central vegister,
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along with the name of the curvent owner of
the EUTAL AL the end ol Apeil 2006 any 2005
ELlAs registered in the name of a defior pol-
[uter will be written-off against its required
20005 prnission redoction. Such ELUAS will
consist of any allacared by the authonities due
to actual emission reductions achieved, plus
ary ELAs purchiased in the markel up Lo the
sertlement date. Any unused 2000 EHAS can
be used to cover 2006 deficits.

If a Linired Kmgdorm Q7R hased company
oes not reduce its emissions andfor does not pravide the LAz
required in 2005, it will have 1o pay a line ol €47 (gurel per
tonre In addition o this fime, the company wall have 1o find
Lhe required EUAs in 2006 1o cover both its 2005 requirement
and those e cover s 2000 requirement.

The fine will increaze in subsequent years, rising ro €118 per
Lesririe irn 2008,

The Duropean market for emission credits

Al proesent it is not possible to determine the supply/dernand
halance for EUAs smee they have nol been formally announced
or allocated. Also they may sary with the weather, since rairn
Morway and Spain, tor example, has a significant effect on
hyelreelentie production versus gasfeoal eleclicily production
in those countries. Mareover many pracocal questions relaling
L isrter-country tading of credits remain to be resobved.

However the price of EUAs, already maded in small quann-
Lies, has risen fromn an initial €7 per tonne o currently €14,
Many compares will be shorl’ of credits in Europe, but on the
other hand there are many ennties that will have credies o sell
Lt Lact there are 50 many (several thousand in Germany, for
exampled that 1 s anticipated tial Banks will aggregate and
then trade parcels of credits. There may addmionally he somee
seope lor lending credits to cover “short’ positions at soms
roint Irts expected thal the markel will be puiely pliesical —
tights exchanged far cash simultanesske — for rhe nme beang,
with very few fovward (e delayed delivery? transactions.
Mevertheless 1stems thal the Financial Services Authority
{FSAY in the LI will prohably decide to vegulare o as a denva-
Live market,

Litially it is expected thar parvieipants wall e 1o use TETA
conbiacts, since this formar is the ‘only game in Lown' at present
TETA 15 the Internaional Erissicns Trading Association
thipe s ieta orgdd There are iirms hovwever that ane wailing
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Why should
IECA members
be concerned

about the
European

leor EFET irhee Fneapean Federarion of Frevey
Treacders, hitpedfweana efelorg) 10 agree an an
EUA schwedule, while othwrs preler 1SDA
Unrernacanal Seaps and Denvarives
Association, Inc., hupedaswisda ore) terms,

Wharry sellers ol credus wall be loeated in
Fastern Lurope where numerous pollating fac
tories v been wpgraded o pantly closed
oy siney the Berhn Wl el m 198% there-
by ereating zaleable credits. o fact some facto
vy upgrade Hnancing schemes, witle repay-
et linked o the forwand sale of resuling
FltAs are already under consideration.

When yolo s ratfied there s an undersanding thar 1wl
he pozzible 1o trade Cavbon Credits between regions, ez 1o buy
credits from Australin Lo cover cxcessive ciissions i the TR,

Why should IECA members be concerned about the
Enropean Union carbon dieside (CO3) emission reduction
requirements?

Practical credit related implications of the changes wnderway
The Bwwpan expenence is an example of a4 phenomenaon
that wall eneompass mosr of the globe within o vears.

Union carbon
dioxide (CO5)
emission
reduction
requirements?

I aclediteon wes are hikely rohave o deal
with many few counterparties @ our compi-
nies themselves become velved intrading
0 cinission credus, 1o companics
become involved in derivative instruments
related to EUAS L may Decomne necessary 1o
nesotinne addional 1504, TRTA, or FFF
agreements and Lo manage related margining
collateral arrangements,

S&rd warns in the research paper alveady

referenced that, “CO; trading in 2003 will
chimge Lhe power seelees cost structare: Teowall reduce the com-
pehtiveness of coal-fired generation in favour of gas fired pro
ductian, increase the gas proportion of the luel mix a the
expense of coul, and require addiional mvestment in generarion
and transmissum hines The likely addivienal demand for gas
could alzo resull in higher gas prices generally, There could also
b Hbeline Lor ailing nuclear assets, depending on the polinieal
limae.”

This means that the credit sk landscape wae manage 1 com-
tintuing 10 change, requining caveful vesearch, thought and
warchfulness in respect of our traditional counterpartics.

“Srandard & Poork Ratings Services (5&F) expects virtually all ;
secters 1o be allected by incressed power costs. Furthermors, i Run Wiclbe s the aotbaor of Glabal ©redlie Managenene - An Exeeutive Suminary,
Sl expects that the new measnres will impose an additional U published by Jobn Wiley & Sons Limited, see It barrettoells cooul T

level of debt and/or vesult tn o reduction in the eperating cash
oo ob ey compunics.” SEF Research: Emissions Trading
Caarbinn will Biecom o taxing issie for Fuvopean Liilities. Ausnst 21,
S0 Nenee it is predicted that the introduction of CO5 omis-
stom veduction equiteinends, and related G0y emission credis
tracding, will adversely affect many of our customers,

details, This s a conaise but amhariGtive work e csgusas e puower of credic.
B i the Chevem besgon Cneie Mamger for Global Teading in London, and an

pevive member of 1RCA, His email addiess 20 rorowellg@@chevroniexacn com
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