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Green Alliance is one of the UK’s foremost environmental groups. An independent
charity, its mission is to promote sustainable development by ensuring that the
environment is at the heart of decision-making. It works with senior people in
government, parliament, business and the environmental movement to encourage
new ideas, dialogue and constructive solutions.

The IEEP is a leading centre for the analysis and development of environmental
and related policies in Europe. An independent, not for profit organisation, the
Institute has offices in London and Brussels. IEEP brings a non-partisan analytical
perspective to policy questions, engaging in both pressing short-term questions and
long-term strategic studies. We focus primarily on European Union environmental
and sustainable development policies, and relevant aspects of other policies such as
agriculture, transport, rural and regional development and fisheries. We are also
actively engaged in the development of policy at a national level in Europe. The
Institute seeks both to raise awareness of the policies that shape the European
environment and to advance policy-making along sustainable paths.

Our thanks go to our project partners, the Carbon Trust, Scottish Power and
WWEF-UK for their support of the project. We are grateful to all the interviewees
and seminar participants who helped to shape the report. Particular thanks to our
steering group for their valuable input and insights: Angela Love, Russell Marsh,
Guy Thompson, Robin Bidwell, Bryony Worthington, Nicola Saltman, James Wilde,
Michael Rea and Michael Grubb.

The recommendations presented in this report are put forward by Green Alliance
and IEEP, and do not necessarily represent the position of project partners or
steering group members.
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The UK has a clear commitment to tackling climate change — yet government
estimates suggest that we are not currently on track to meet targets for carbon
dioxide reduction — particularly the pledge to reduce carbon dioxide emissions
by 20 per cent below 1990 levels by 2010.

This report focuses on the business sector, evaluating the policies in place to help
business take action on climate change. It looks in particular at the implications of
the EU’s Emissions Trading Scheme (EU ETS), which began on 1 January 2005 and
creates an EU-wide market for carbon. This report reviews the incentives in place to
encourage business action on climate change, and makes recommendations for
strengthening and simplifying the policy framework. It considers the following
policies: the EU ETS, the Climate Change Levy (CCL), the Climate Change
Agreements (CCAs), the Carbon Trust, the UK Emissions Trading Scheme and the
Renewables Obligation. Descriptions of each of these policies are set out in the
introduction.

The report is based on research conducted in the second half of 2004, while
the arrangements for the EU ETS were being finalised. The research consisted of an
initial literature review; a series of semi-structured interviews with 25 key
stakeholders representing government, industry, NGOs and independent experts;
and finally a stakeholder seminar, held in November 2004, at which draft findings
and recommendations were presented and discussed.

The report contains three sets of research findings and recommendations, as follows.

Our research showed a clear need to review domestic climate change policy,
irrespective of the EU ETS, because the UK is not on track to meet its targets.
Participants felt that the government was providing clear
signals about the importance of climate change and the
need to take action, but that there was no clear link
between this overall message and individual policies.

Many criticised the complexity and lack of coherence of
the package of measures in place. Based on these findings,
the following recommendations are put forward:

@ Setout a clear path to meeting targets. The aim of
the CCP Review should be to establish a longer-
term, defined pathway that sets out objectives,
dates, actions and reviews, to make it clear how
objectives will be achieved.
@® Recognise the limitations of carbon pricing. The EU
ETS is unlikely to result in a significant price for carbon in the short term.
Even if this does occur over the longer term, there will still be a need for a
package of measures. A price for carbon is necessary but not sufficient. It will

w
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not automatically encourage the development of innovative technological
solutions. Other policy measures also provide vital awareness-raising benefits,
which might be lost if the price of carbon is just subsumed into the general
price of energy. Finally, emissions trading cannot incorporate all businesses,
particularly small business, so other measures will be needed to incentivise
this group.

@ Plan ahead for Phase Il of the EU ETS. The Review should map out the process
of preparing for the next phase of the EU ETS, to overcome the weaknesses
of Phase I.

@ Address gaps in climate policy. Policy needs to be developed to incentivise the
commercial sector and SMEs, as well as the transport and domestic sectors.

@ Address competitiveness concerns. Few participants saw the EU ETS or UK
policy measures as a threat to competitiveness. However, these concerns
continue to be expressed, and there is a need for further research to consider
whether well-designed environmental regulation can aid competitiveness.

@ Raise awareness. The Government, NGOs, the media and business need to
help raise awareness of climate change both amongst the public and the
business community.

Our research shows strong support for the principle of EU emissions trading.
However, concerns were expressed about the way the scheme is being implemented,
both at an EU level and in the UK. The scheme will only achieve its aims if emission
allocations are limited, and this may not happen, as member states have been given
considerable leeway in allocating allowances. There was significant criticism of the
way the UK developed its National Allocation Plan (NAP), particularly the October
2004 decision to increase the number of allowances issued. Given these difficulties,
we make the following recommendations for the second phase of the EU ETS:

® The Commission should conduct a thorough review
of Phase I. It should build the lessons learned into
Phase II, particularly looking at the use of emissions
projections as the basis of NAPs.

® The UK’s approach should be considered in the context
of the CCP Review. There should be a particular focus
on the way in which the National Allocation Plan is
drawn up.

@® Develop NAPs early. The UK should use its 2005
Presidency of the European Council to push for early
development of NAPs for Phase II.

@ Strengthen the NAP process. The Commission and all member states should
take a stronger line to ensure that there is not the same degree of over-
allocation of permits in Phase .

@ Harmonise implementation. Greater harmonisation across member states could
help prevent over-allocation. An EU-wide cap is desirable but unlikely.
Member states could, however, co-ordinate development of their NAPs.



It is clear from our research that the EU ETS should not prompt major revisions
of policy in the short-term. It is not clear yet how effective the scheme will be, or
whether a significant price for carbon will emerge. The
major driver of change for the domestic policy framework
should be a strengthening of policies to meet carbon
targets. On the basis of the research findings, we put
forward a package of measures that will complement the
EU ETS, and help the UK achieve its domestic targets.

We recommend the following policy measures, to strengthen and simplify
domestic policy:

The Climate Change Agreements (CCAs) were considered to be an effective
measure, though uncertainties were expressed over whether they were ambitious
enough, and if it was realistic for SMEs to participate. However, the CCL was
considered to be less effective as an incentive to reduce energy use, and so there
is a need to further incentivise sectors outside the CCA system. The work of the
Carbon Trust was supported, though there were concerns that many businesses are
not aware of its schemes and do not make use of the opportunities offered. The
following recommendations are therefore put forward:

® Maintain the CCL as an energy tax, with the aim of promoting energy efficiency
to all businesses. Increase the CCL, whilst recycling the revenues, to stimulate
action on energy efficiency in line with the UK’s targets. The CCL would
therefore remain as a downstream measure to stimulate energy efficiency in
those sectors not in the EU ETS, thereby complementing the trading scheme.
The CCL should also be increased, with revenues recycled, to a level that
stimulates further energy efficiency measures.

® Maintain the Climate Change Agreements, but open the process of target-setting
to public scrutiny. The EU ETS was developed through an open process of
target-setting, which proves that this is feasible.

@ Incentivise CCL-payers to invest in energy efficiency, by offering temporary or
partial reductions in the CCL, linked to participation in Carbon Trust schemes. This
would encourage all businesses to consider energy efficiency improvements. The
system would need to be administratively simple, so that SMEs could access it.

This was not considered to be an effective policy instrument in its current state.
Most thought that it had not resulted in emissions reductions beyond what would
have been achieved without the scheme. However it was seen as useful in preparing
businesses for trading and establishing a UK infrastructure for trading. Most felt that
the UK ETS had served its purpose, but there was support for the idea of changing
the scheme to incentivise energy efficiency in non-energy-intensive sectors.
Therefore we recommend the following:

@ The UK Emissions Trading Scheme should not continue in its current form. The
scope for restructuring the Scheme into an instrument that incentivises action

(6}
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in other sectors not covered by the EU ETS, such as the commercial building
sector, should be explored.

This was considered to be one of the most effective UK instruments, with
success in stimulating investment in renewable energy. However, its scope is seen as
narrow, only benefiting certain technologies. It was noted that there is a lack of
policy instruments to encourage the development of technologies that are less able
to compete commercially. We therefore recommend:

@ The Renewables Obligation should be maintained. There is a need to simplify
procedures to help small-scale generators to participate.

® The Climate Change Programme Review, and forthcoming review of the
Renewables Obligation, should look at ways of encouraging renewables
technologies that do not currently benefit from the Renewables Obligation.



The UK has a clear commitment to tackling climate change, reflected in the goal
of reducing carbon dioxide emissions by 20 per cent below 1990 levels by 2010 —
and the long-term pledge to reduce emissions by 60 per cent over the next fifty
years, as set out in the 2003 Energy White Paper. These ambitious targets will
require robust policies, support and encouragement from government to bring
about sustained action by business and consumers.

Recent Government estimates suggest that we are not on
track to meet our targets. ‘Carbon dioxide emissions could,
on the basis of current policies and measures, be about 14
per cent below 1990 levels by 2010’, falling short of the 20
per cent target, as the Government admitted in launching its
Review of the Climate Change Programme in December
2004. This report aims to help in evaluating existing
measures, and suggesting improvements, in order to achieve
the 20 per cent goal.

This report focuses on the business sector, evaluating the policies in place to help
business take action on climate change. It looks in particular on the implications of
the EU’s Emissions Trading Scheme (EU ETS), which began on 1 January 2005. The
research for this report took place in the second half of 2004, while the final
arrangements for the EU ETS were being negotiated.

The EU ETS is an ambitious attempt to create a Europe-wide market for carbon,
and incentivise businesses across the EU to reduce their emissions. But what does it
mean for the policies that the UK already has in place? This report presents research
which assesses the impact of the EU ETS on domestic climate change policy, to
inform the review of the UK’s Climate Change Programme, which Defra is currently
undertaking. The aims of the research were:

@ To review the incentives in place to encourage business action on climate
change, following implementation of the EU emissions trading scheme,
through a survey of senior energy stakeholders in government, business and
the voluntary sector.

@ To make recommendations for simplifying and strengthening the policy
framework for business action on climate change.

Since 1997, a range of policy measures have been put in place to encourage
business action on climate change. These were set out in the Government’s 1999 UK
Climate Change Programme, and are now under review.

As part of this research, we considered the following measures:

The Climate Change Levy (CCL): this is a tax on business and public sector energy
use, introduced in April 2001. The tax applies to electricity, gas, liquid petroleum
gas (LPG) and solid fuels. Good-quality combined heat and power (CHP) and
renewable energy are exempt. The charge appears on energy bills. Revenue raised
from the Levy is recycled through a 0.3 per cent reduction in employers’ National

~
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Insurance Contributions, and additional government support for energy efficiency
measures through the Carbon Trust (see below). Energy intensive sectors can gain
an 80 per cent exemption from the Levy if they participate in a Climate Change
Agreement (see below).

Climate Change Agreements (CCAs): part of the CCL package, the CCAs are
negotiated agreements between government and energy intensive sectors. These
industries receive an 80 per cent discount on the CCL in return for meeting targets
on energy efficiency and carbon emissions. Nearly 6000 companies in 46 industrial
sectors participate. Companies in the same sector commit to an overall target,
through an industry association. If the sector target is achieved, all companies in the
sector receive the rebate irrespective of individual performance. Companies also
receive the rebate if they achieve their individual target, even if the sector as a whole
does not.

The Carbon Trust: the Carbon Trust is an independent company funded by
Government and revenue from the CCL. Its role is to help business and the public
sector reduce carbon emissions and capture the commercial opportunities of low
carbon technologies. The Carbon Trust delivers advice and support to help business
and public sector organisations reduce their emissions, primarily through energy
efficiency. It administers the Enhanced Capital Allowance scheme on behalf of
Government. The Carbon Trust also supports and invests in the development of new
and emerging low carbon technologies.

The UK Emissions Trading Scheme: this voluntary initiative allows businesses to
trade carbon permits. Its aims are to contribute to 3.96 million tonnes of carbon
dioxide reductions by 2006; help UK firms learn about emissions trading and
prepare for international trading; and establish the City of London and the UK as an
international centre for emissions trading. It is a ‘cap and trade’ scheme, which sets
an overall emissions reduction target. 34 companies, known as ‘direct participants’,
bid for emissions reductions for the period 2002-06 in return for a share of £215
million funding from Defra in March 2002. Participants can either reduce their own
emissions or buy emissions allowances. The scheme is also open to the 6000
organisations in a CCA (see above), who can trade but are not direct participants.
Since the scheme began, the market for emissions allowances has been variable in
terms of quantities traded and the prices obtained. The price for allowances peaked
at £12.50 per tonne in September/October 2002, but has averaged around £2.50
per tonne. At no time has it met the price set at auction of £17.79 per tonne.

The Renewables Obligation (RO): introduced in April 2002, it requires all licensed
electricity suppliers in England and Wales to supply a specified proportion of their
sales from renewable sources. Suppliers demonstrate compliance either through
presenting Renewable Obligation Certificates (ROCs), paying the buy-out price, or a
combination of both. The aim is to increase the proportion of electricity provided
by renewable sources to 10.4 per cent by 2010/11 (subject to the cost to
consumers being acceptable), and the Government intends to raise this to 15.4 per
cent by 2015. The RO also covers Scotland, under a similar arrangement.



In addition to the measures described above, there are other policies in place
that affect the business sector. These include: the Energy Efficiency Commitment,
a requirement for electricity and gas suppliers to meet targets for the promotion
of improvements in domestic energy efficiency; Buildings Regulations, which set
mandatory standards for energy efficiency in buildings; product-related measures

Box 1: The research methodology

The methodology had four stages: literature review; interviews with key
stakeholders; analysis; and a stakeholder seminar. In addition, a Steering Committee
consisting of representatives from the business community and green groups was set
up to provide advice at various key stages of the project.

Literature review: all the key reports of importance to this study were reviewed. An
initial list was drawn up, and amended by the Steering Committee. The list of reports
can be seen at Annex A. The research report, containing the full literature review is
available online, at www.green-alliance.org.uk or www.ieep.org.uk

Interviews: a series of semi-structured interviews was undertaken with 25 key
stakeholders representing various stakeholder groups. A potential list of interviewees was
drawn up on the basis of consultation with the Steering Committee. A representative
sample of the full list was approached for interview. A breakdown of the stakeholder
groups to which the interviewees belonged is given in the table, below.

Stakeholder group Number of interviewees
Government 6
Industry 8
NGOs 5
Independent experts/policy watchers 6
Total 25

The content and format of the questionnaire was also guided by the Steering
Committee. A draft set of questions was discussed with the Steering Committee, before
being finalised. The interviews were held from July to September 2004, while the UK
was finalising its NAP and before the announcement of the additional revision in
October 2004. Interviewees were asked their views on:

@ The effectiveness of existing UK climate change policy instruments aimed at

the business sector;

@ The implementation of the EU Emissions Trading Scheme; and

® The implications for the future of UK climate change policy.

Analysis: The interviews were written up and verified with the respective
interviewees. A matrix of responses to the various questions was drawn up, with the
various responses categorised according to the stakeholder group to which the
interviewee belonged. This was used as the basis of the analysis. On the basis of the
literature review, the analysis of the interview responses and consultation with the
Steering Committee, the researchers developed a set of recommendations.

Stakeholder seminar: A stakeholder seminar was held on 17 November 2004 at
which the draft findings and recommendations, as set out in the interim report, were
presented. This report has been developed in light of the discussion at that seminar.

This report is closely informed by the project partners, interviewees, seminar
participants and steering group. However, the views and recommendations expressed do
not represent a formal consensus and should not be taken as representative of all involved.

©
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aimed at stimulating the market for energy efficient products; and measures focused
on transport, agriculture and the public sector.

This study does not consider these policies in any detail. They were only addressed
to the extent that they were seen to interact with the policies detailed above.

The report contains three sets of recommendations, set out in the following
three sections.

@ The Climate Change Programme Review: this section sets out, in general terms,
recommendations for the direction of the Climate Change Programme
Review, in the light of the EU Emissions Trading Scheme.

@ EU Emissions Trading: this section offers an assessment of the EU Emissions
Trading Scheme, now that member states have submitted National Allocation
Plans, and Phase | is about to commence. It offers recommendations for Phase
[l of the scheme, from 2008.

@ Domestic policies: the final section describes how the main domestic
policies are affected by the EU ETS, and puts forward recommendations for
each policy. It focuses on the Climate Change Levy, Climate Change
Agreements and the Carbon Trust; the UK Emissions Trading Scheme; and
the Renewables Obligation.



The Government is currently reviewing the Climate Change Programme. The
Programme, launched in 1999, sets out the Government’s strategy for achieving
targets for reduction of greenhouse gas emissions — principally, the goal of reducing
carbon dioxide by 20 per cent below 1990 levels by 2010, and its long-term
pledge, established in the 2003 Energy White Paper, to reduce emissions by 60 per
cent by 2050. The measures within the Programme that are aimed at business are
outlined in the introduction, above.

This section presents findings on the Climate Change Programme in general. In
the following sections, we look specifically at the EU Emissions Trading Scheme, and
at particular policies, including the Climate Change Levy, Renewables Obligation,
UK Emissions Trading Scheme and the Carbon Trust.

The study asked interviewees for their views on the existing policies in place to
encourage business action on climate change, before the advent of emissions
trading. A mix of views was expressed by the different stakeholder groups —
although industry groups and NGOs differ in their responses, no clear NGO
position or industry position emerged.

Most interviewees felt that there was a need to review UK climate change policy,
irrespective of the introduction of the EU ETS, to address the problems highlighted
below. A number of ways to improve individual instruments were put forward,
aimed at addressing gaps and overlaps, reducing conflicts and reinforcing signals.
These are discussed in more detail in subsequent sections.

“If we started with a blank piece of paper, we probably wouldn’t end up with the mixture that we
have... but in terms of the way it has built up, it does work as a package.”

government representative

“ As a package the CCP is a mess hecause each measure has been built up by a different part of
government with its own objectives.”

independent expert

Most interviewees felt that the government was providing clear signals about the
importance of climate change and the need to take action. The link between the
overall message and individual policies, however, was not so clear. In particular, many
criticised the complexity and lack of coherence of the package of measures in place.

Different policies have different objectives — some support energy efficiency,
whereas others encourage renewable energy. This is not in itself problematic, but it
is not clear enough at present how the different measures relate to, or are affected
by, each other — and how they add up to a coherent package which helps business
to contribute toward the UK’s climate change targets.

A further conflict was perceived between policy instruments which aim to raise
the price of energy, and instruments which aim to keep domestic energy affordable,
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to counter fuel poverty. A number of gaps in UK climate change policy were

also identified: transport (particularly aviation), the commercial/service sector,

and the domestic sector. Concern was also expressed that some parts of the

business community, particularly SMEs and low energy users, did not have a high
level of understanding about their contribution to tackling climate change, and were
not helped greatly by the policy measures currently in place. Some participants
stressed the need for more regulation, such as labelling requirements and product
standards, particularly to target smaller businesses who are less responsive to
economic instruments.

*“ The majority of small businesses will be slightly aware of climate change, but beyond that they are not
certain of the reasons for why it is important, why there is a focus on it, and why the UK is doing
what it is doing.”
industry expert

“There is still a massive lack of awareness about what we are trying to do.”
industry expert

Looking at the effectiveness of particular instruments, some measures were seen
as more effective than others. The Renewables Obligation and Climate Change
Agreements were seen as most effective, with the Climate Change Levy and the UK
Emissions Trading Scheme cited as being less effective. It was recognised, however,
that the Climate Change Levy provided the overall context for the Agreements. There
was broad support for information and advice services, including those provided by
the Carbon Trust, but some doubted whether they had succeeded in raising
awareness among business or delivered significant improvements.

Based on the interviews conducted, and the outcome of the stakeholder seminar,
we put forward the following recommendations for the Review of the Climate
Change Programme. Recommendations on specific instruments are set out in the
final section of this report.

Many are sceptical about the UK’s ability to meet its domestic target of reducing
carbon dioxide emissions by 20 per cent by 2010, unless action is taken now to
improve the policy framework. The Government itself
admits that the 20 per cent target is unachievable
with current policy measures. In the longer term, the
2050 target set out in the White Paper is an important
signal, but interviewees were sceptical about how, and
even if, this could be met. Therefore it is crucial that
the CCP review clarifies how both targets will be
achieved. The CCP review should set out a long-term
programme of assessment and monitoring of the effectiveness of policy measures,
looking not just at individual instruments but at the whole policy package.
Interactions between policy instruments, and with the EU scheme, need to be



clearly explained. The Review should set out a clearly defined pathway that outlines
not only objectives but also dates, actions and review mechanisms, so it is possible
to see how objectives will be achieved.

It is unclear at present whether the EU ETS will result in a significant price for
carbon. Even if this does happen over time, it will not on its own be enough to
drive emissions reductions. Both the stakeholder interviews and a survey of the
literature showed support for a package of measures to address aspects of climate
policy. There are three reasons for this:

@ Having a carbon price is necessary but not
sufficient. Used in isolation, it will not
automatically encourage innovation and the
development of the clean technological
solutions necessary to meet the goal of a
significantly lower carbon future.

@ There are other vital awareness raising benefits
provided by some policy measures, which
might be lost if the price of carbon is just
subsumed into the price of electricity.

@ Emissions trading might never practically or efficiently be able to incorporate
all businesses. There is a need for measures to capture business emissions
outside its scope.

There is, therefore, no argument for dismantling or radically altering the

domestic policy framework for climate change in order to account for emissions
trading. This point is discussed further in the section below on specific instruments.

The CCP review will set policy for the next five years. It should, therefore, map
out the process of preparing for Phase Il of the EU ETS. The following section offers
more detail on this point.

Participants in the survey were asked to identify the main gaps in climate policy.
Interviewees repeatedly highlighted the need to address the commercial sector, and
SMEs. The CCP review should therefore concentrate in particular on these parts of
the business community, and consider regulatory solutions for these sectors, in
addition to economic instruments. More widely, the Government should also be
seen to be tackling other sectors responsible for an increasing proportion of
emissions i.e. the transport (including aviation) and domestic sectors.

The UK Government should sponsor a detailed research study to examine the
effects of climate change policy on business competitiveness. The findings of this
study should inform UK policy and Phase Il of the EU ETS. Few participants in our
research project saw the EU ETS or UK policy measures as a threat to
competitiveness. However, concern continues to be expressed that such policies
could affect the competitiveness of UK firms. It seems, therefore, that there is a need
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for further research into competitiveness concerns. This research should consider
whether well-designed environmental regulation can aid competitiveness.

To ensure support for climate change policy, there needs to be better
communication from stakeholders, including the government, but also NGOs,
proactive businesses and the media. There is a need to engage the public and other
businesses such as SMEs in the debate, and to make people aware of the role that
they can play in reducing greenhouse gas emissions.

In the following sections, we offer more detail on these findings, as they apply
to specific policies: the EU’s Emissions Trading Scheme, and the domestic policies
currently in place.



The Directive establishing an EU-wide emissions trading scheme (EU ETS) was
agreed in 2003, following protracted negotiations between member states. The
scheme forms the central plank of the EU’s collective response to Kyoto. Phase | of
the EU ETS, which is effectively a pilot stage, began on 1 January 2005 and operates
until the end of 2007. Phase Il runs from 2008 to 2012 to coincide with the Kyoto
commitment period.

The EU ETS aims to establish a Europe-wide market for carbon. Emission
allowances are allocated to companies that operate within the participating sectors
(see box 2 for list of sectors covered). From 2005, operators of plants must hold
sufficient allowances to cover their carbon dioxide emissions, or they will incur
fines. However, if they emit more than the allowances
originally allocated to them, then they are able to purchase
allowances from any companies with spare allowances.

Although the market is Europe-wide, many specific
decisions about the working of the scheme are made at
member state level. Each country produces a National
Allocation Plan (NAP) to be submitted to the European Commission for assessment
and approval. The NAP states the total quantity of allowances that the member state
will allocate, and how it proposes to allocate them. NAPs are assessed by the
European Commission to ensure that they are compatible with the Directive and
each member state’s Kyoto target. Phase | of the EU ETS only covers carbon dioxide
emissions, and each member state is also allowed to exclude certain installations if
they are covered by national policy measures instead. In Phase I, member states are
allowed to extend the coverage to other greenhouse gases and to other sectors.

The development of the UK’s NAP has been marred by controversy. In January
2004, a draft plan was published, which set out reductions of 16.3 per cent in
Phase 1, rising to 20 per cent in Phase Il. In April, the draft NAP was submitted to
the Commission, and contained slightly less stringent targets than the January plan.
In October 2004, the Government further revised the plan (after the research
interviews for this project had been undertaken) in spite of the fact that the
Commission had approved the plan submitted in April. The final revision increased
the number of allowances that would be made available in Phase I. The allocations
were reviewed in the light of a 7.6 per cent increase in the projected emissions of
installations covered by the EU ETS. Given the projected increases in emissions, the
Government maintained that the revised NAP required a greater reduction compared
to business-as-usual projections. However, the increase in allowances was widely
criticised by environmental groups.

“The UK NAP. .. doesn’t match the 2010 domestic carbon dioxide target and doesn’t support the goals
and aspirations of the Energy White Paper. In terms of the allocations, too many have been given.”

NGO representative
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*“The extent to which it will encourage business action will depend on the caps. If right it will send
strong signals. If too loose the carbon price will be too low and so it won’t do anything.”

government representative

*“ Achievements will be driven by the strength of action and commitments of other people in the
scheme as well as ourselves. Therefore the UK will need to focus more on making a better case.”

government representative

By the end of June 2006, the Commission is to present a progress report on the
operation of the first phase of the scheme and make recommendations on how the
scheme is to be further developed. By the same date, member states have to submit
their NAPs for the second phase of trading.

Box 2: The sectors covered by the EU Emissions Trading Scheme

The EU Emissions Trading Scheme is mandatory for the following sectors, which are
a selection of those covered by the 1996 Integrated Pollution Prevention and Control
Directive (IPPC; Directive 96/61/EC):
1. Energy industries, including power stations and refineries;
2. Production and processing of ferrous metals;
3. Mineral industries, including cement and lime, glass, brick and tile production; and
4. Other activities, including paper and pulp production.

Other IPPC activities, such as those relating to non-ferrous metal production, the
chemical industry, waste management and intensive farming are not covered by the EU ETS.

During our research interviews and seminar, participants were asked for their
views on the development, establishment and likely effectiveness of the EU ETS.
There was strong support for the principle of EU emissions trading amongst all
stakeholder groups. Concerns were expressed, however, about the way the EU ETS is
being implemented, both at EU level and in the UK. It was widely recognised that
the scheme will only achieve its aims if emission allocations are limited, so that a

significant price for carbon is established. This may
not happen, as member states have been given
considerable leeway in allocating allowances.

There were particular concerns about the way in
which each member state had allocated its emission
allowances. Under the Directive, member states have
the freedom to determine how many allowances they
allocate. Some participants felt that this had led to a
‘race to the bottom’, with individual member states

shying away from tight restrictions on allowances in their own country too much,
for fear of competitive disadvantage if other countries’ allowances were more
generous. The very different approaches taken by different member states could lead
to distortions in the market for allowances, and to a low price of carbon in the
market if too many allowances have been issued.



Most interviewees were initially supportive of the way in which the UK developed its
NAP. However, the interviews were undertaken before the revised NAP was published in
November 2004. At the seminar held following the revised NAP, there was widespread
criticism of the decision to increase the number of allowances issued. The Commission
was also criticised for not being rigorous enough in its assessment of NAPs.

Finally, a clear finding of the research was that the EU ETS does not present a
systematic threat to the competitiveness of EU industry. It was agreed that having a
price for carbon will make businesses think commercially about their emissions,
which could have advantages for competitiveness. In addition, clear opportunities
were seen for those businesses which will support the working of the trading
system — verifiers, traders, brokers and lawyers.

Annex B summarises the strengths and weaknesses of the EU ETS, as identified
by the different groups of interviewees.

As described above, many participants expressed concerns about the way that
Phase | had been developed, and said that there were a number of lessons to be
learned for Phase Il. This report recommends the following approach to Phase II:

Phase | of the EU ETS is widely seen as a trial period, allowing the scheme to
become established. However, given the difficulties over National Allocation Plans,
Phase I is unlikely to result in a price of carbon that drives significant action. The
Commission’s 2006 progress report should allow a thorough review of Phase I, to
ensure a more robust Phase 11. The review should consider, in particular, questions
about the use of emissions projections as the basis of NAPs, and consider alternatives.

There is a need to plan ahead to ensure that the lessons of Phase | are learned, at
both national and EU level. The Government has already begun a general discussion
about how to approach Phase Il, in the context of the Review of the Climate Change
Programme, but there is a need to move swiftly onto discussing the detail,
particularly the allocation methodology used.

The UK should use its presidency of the European Council in the second half of
2005 to push for early development of NAPs for Phase Il, across the EU. Many
interviewees in our survey blamed the failings of Phase | NAPs in part on the lack of
time that member states had to prepare them.

In Phase I, the Commission should take a stronger line with member states and
this approach should be supported by member states’ governments via the Council.
There should also be advocacy on the part of proactive member states to ensure that
over-allocation does not occur in Phase Il, thus increasing the chance of a higher
carbon price and a stronger emissions trading scheme.
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The process of developing NAPs in Phase | was widely seen as a ‘race to the
bottom’, with member states over-allocating permits because of concerns over
competitiveness. For Phase Il there must be a harmonisation of actions in member
states in order to achieve a level playing field based on the identification of best
practice from Phase I. For example, there could be an EU-wide cap on allocations,
although this may be unrealistic. At the very least, there needs to be co-ordination
between member states on the development of their respective NAPs so that
competitiveness concerns can be dealt with pragmatically, in a way that ensures
emission reductions, rather than in a similar ‘race to the bottom’. For other aspects
of the Directive, including permitting and monitoring, harmonisation could also
usefully take place based on agreements between the appropriate regulatory
authorities and the Commission.



The Climate Change Programme Review asks whether changes are needed to
existing policy following the introduction of the EU ETS. It is clear from our
research that the EU scheme should not prompt major revisions of domestic policy.
This is partly because it is not clear yet how effective the scheme will be, especially
given the difficulties over the National Allocation Plan process described above. The
Scheme may lead to a low price for carbon, which does not incentivise action. If
negotiations for Phase 1l are more successful, and emissions are capped at an
appropriate level to meet targets, the EU ETS could eventually become the central
plank of UK climate change policy for business. However, there would still be a
need for additional policies, such as encouraging low-carbon innovation. A carbon
price in isolation may not achieve this, particularly for technologies that are not
competitive in the short-term. There is also a need for policies which raise
awareness for businesses not directly engaged in the EU ETS. They will be affected
indirectly by the increased carbon price, but this may not be enough to spur action.

There is, therefore, no argument for dismantling or radically altering the
domestic policy framework in order to account for emissions trading. However, as
the Climate Change Programme Review acknowledges, there is a need to strengthen
domestic policies in order to achieve our goal of 20 per
cent reduction in carbon dioxide emissions. The weakness
of Phase | of the EU ETS puts more pressure on domestic
policy to achieve its aims.

A further clear finding from the research is that, under
the EU ETS, the UK no longer retains the same degree of
control over whether its domestic target is met. Reductions
from UK companies could result from purchases of
reductions made by companies in other countries, or even
be the result of projects in non-EU countries, as a result of the links between the EU
ETS and other flexible mechanisms, such as the Clean Development Mechanism. This
underlines the need for an EU ETS that operates well, as highlighted above. It also
underlines the need for the UK to play a proactive advocacy role, both at the
European-level and internationally. With respect to Kyoto, this needs to focus on
ensuring that other EU member states take the necessary action to reduce their
emissions. In the longer-term, it is needed to engage other EU member states and
other large polluters, such as Russia, the US, China and India, in the development of a
post-Kyoto international climate change policy framework.

Participants in our research were also keen to point out the need for policy to address
emissions from other sectors, especially road transport, aviation, and the domestic sector.

Our recommendations below focus on the need to refine and strengthen UK
domestic policy. On the basis of the research findings, we put forward a package of
measures that will complement the EU ETS, and help the UK achieve its domestic
targets, as follows:

@ Maintain the CCL as an energy tax, with the aim of promoting energy
efficiency to all businesses. Increase its level, whilst recycling the revenues, in
order to stimulate action on energy efficiency in line with the UK’s targets.

Business action on climate change



Business action on climate change

Maintain the Climate Change Agreements, but open the process of target-
setting to public scrutiny.

Incentivise CCL-payers to invest in energy efficiency, by offering temporary or
partial reductions in the CCL, linked to participation in Carbon Trust schemes.
The UK Emissions Trading Scheme should not continue in its current form.
The scope for restructuring the Scheme into a domestic instrument that
incentivises action in other sectors not covered by the EU ETS, such as the
commercial building sector should be explored.

The Renewables Obligation (RO) should be maintained, and additional
measures are needed to bring forward technologies currently not supported
by the RO.

The Climate Change Programme Review, and forthcoming Review of the
Renewables Obligation, should look at ways of encouraging renewables
technologies that do not benefit from the Renewables Obligation.

Box 3 shows how these measures fit together with the EU ETS to provide a

co-ordinated package of measures to incentivise business to take action. Below,
each of the recommendations are explained in more detail.

Box 3: A package of measures

Ultimate
aim

Objective
identified
A

Policy
measures

Reduction in UK Carbon Emissions — achieved by reducing
the demand for energy and decarbonising energy production

1
|

Information | | Awareness | » Energy Development of Development of
provision raising efficiency a price for carbon clean technologies
A A

A A A A

Climate Il Climate Change EU emissions Renewables
Change Levy Agreements or similar trading obligation

Purple indicates a UK policy measure and green an EU measure. Dashed lines indicate indirect interlinkages, however,
these are not considered to be strong enough to preclude specific direct policy measures.

NB —The UK ETS is not included in this diagram. This measure needs to be considerably remodelled.



Participants were generally familiar with the Climate Change Levy (CCL) and
Climate Change Agreements (CCAs). They were less familiar with the Carbon Trust.
Annex C sets out further details of the findings of the research interviews relating to
each of these measures.

The most effective part of the package was considered to be the CCAs. The 80
per cent reduction in the CCL in return for agreed emissions reductions was seen to
drive action better than the CCL itself, and has helped to raise the issue of energy
higher up the business agenda. It was felt that the
CCAs created ownership of energy issues in those
businesses which entered into them; allowed
businesses the flexibility of policy responses
(including the possibility of trading); and, at a
practical level, facilitated dialogue between industry
and government. The main criticism of the CCAs
was that they were only applicable to high energy-
users. Some suggested that the targets set were not as strict as they could have been,
and would have happened anyway under a business-as-usual scenario. The lack of
transparency in negotiations may have contributed to this. The administrative aspects
were criticised as being overly complex and bureaucratic, including the fact that
SMEs found it difficult to participate.

For the sectors that fall outside the scope of the CCAs, for whom energy was
generally not that significant a proportion of their costs, the CCL on its own was
considered to be one of the least effective instruments. It was considered that, for
these sectors, there was little incentive to reduce energy use given the inelasticity of
energy demand and the low level of the levy. There was a wide consensus that this
had been exacerbated by the falling cost of energy at the time of the CCL’s
introduction. There was also criticism that the CCL is based on energy, not carbon.

Some questioned whether the levy should continue once emissions trading has
commenced. A number of sectors will be subject to both the CCL/CCA and the EU
ETS package, and work is continuing to allow them to opt out of the first phase of
the EU ETS, although they will not be able to opt out of the second phase from
2008. There is also a concern that energy users in general will face increased costs as
energy prices increase, to reflect the cost of carbon, and they continue to pay the
CCL. It is too early to say with any confidence what the impact of the EU ETS will
be on final energy consumers.

Some interviewees argued that businesses would become more energy efficient if
the price of carbon (and therefore energy) rises due to the EU ETS. However,
because of the uncertainty about whether the price of carbon will send a strong
enough signal to drive change, at least in Phase | of the scheme, there is a clear
argument to keep the CCL in place.

A clear finding was the need to further incentivise the non-CCA sectors,
particularly SMEs and the commercial sector, which were widely considered to be
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insufficiently engaged in greenhouse gas reduction measures. Suggestions were
made for further exemptions from the CCL for companies willing to commit to
energy efficiency.

Of those interviewees that expressed an opinion on the Carbon Trust, the work
of the Trust was supported as it helps businesses understand climate change policy,
how to respond and raises awareness of the issues. However, there were some
concerns that the uptake of its initiatives is not as broad as it could be, or that there
is not a high level of awareness for its work. This may be due to the voluntary
nature of working with the Trust. Those who have worked with it are generally
positive, while those who have not have little to say about them.

On the basis of these findings, and because of the uncertainty over the EU ETS,
we recommend keeping the CCL/CCA package intact whilst strengthening it and
widening its reach, and continuing the work of the Carbon Trust. There is still a
need for measures that encourage energy efficiency in all businesses, not just those
directly involved in the EU ETS. The following recommendations offer specific
suggestions for adjustments to the policies that could be undertaken during the
Climate Change Programme Review.

This way, the CCL would remain as a downstream measure to secure the
involvement of businesses not in the EU ETS, and stimulate energy efficiency. As
such, it will complement the EU ETS, which involves only certain sectors and
focuses on carbon. Even if the EU ETS eventually gives rise to a higher price for
carbon, there is still a need for a measure that is addressed directly at all businesses.

Given that the CCL is not effective at current levels, consideration should be
given to increasing the level of the Levy, whilst recycling the revenues. It should be
set at a level that stimulates energy efficiency measures in hon-energy intensive
sectors. The CCL should, at the very least, be indexed to inflation. Consideration
could be given to increasing the rebate for energy-intensive sectors.

The CCAs should be maintained for those sectors not covered by the EU ETS.
In order to address concerns that CCAs are currently lacking transparency, we
recommend that the next round of CCA negotiations, in 2007, are transparent
and open to public scrutiny.

For sectors not covered by the EU ETS, particularly SMEs and the commercial
buildings sector, there may be a case for offering reductions in the Climate Change
Levy in return for agreed energy efficiency improvements. These could be temporary
— such as a two-year ‘payment holiday’ from the Levy — or a percentage reduction.
They would be overseen by the Carbon Trust. Care would be needed to ensure that



the system was administratively much simpler than the current arrangement for
CCAs so that businesses, such as SMEs, would not be put off from participating.

Given the general support for the Carbon Trust, coupled with the need to
increase awareness of it, the services it offers and to encourage the uptake of
emission reduction activities, we recommend that the Carbon Trust should keep its
important information provision role. However, this could be linked into other
policy measures, such as the additional CCL tax breaks mentioned above, in order
to incentivise businesses to take up the services on offer.

There was a fair degree of familiarity with the UK Emissions Trading Scheme (UK
ETS), although it was not considered to be an effective policy instrument. Most thought
that it had not resulted in emissions reductions beyond what would have been achieved
without the scheme. Some commented on the high cost of delivering these reductions,
given the £215 million funding provided for the scheme. They claimed that it was not
a cost-effective instrument, given that reduction targets were weak.

Despite these criticisms, however, it was recognised that the scheme had helped
to prepare businesses for trading, and to and establish the necessary infrastructure.
The benefits of establishing London as a centre; the development of verifiers,
auditors, and so on; and the business ‘hands on’
experience of trading were considered to
outweigh the weaknesses of the scheme.

Most participants felt that the UK ETS may
have served its purpose and that there was little
point in continuing with the scheme into Phase
I1. Once the EU ETS sector companies leave, it
was considered that the scheme would not have
enough participants to enable trading to occur.
Some interviewees, however, felt that it might be beneficial to extend the scope of
UK trading to include other sectors, such as the commercial buildings sector, in
order to prepare them for possible future expansions of the EU emissions trading
system or to help them increase their energy efficiency.

Discontinuing the UK ETS in its current form would simplify the policy package
at a domestic level. The funding for a further phase should be set aside for other
energy efficiency measures. The architecture, expertise and knowledge developed in
the process of the UK ETS could be used to develop a trading scheme focussed on
key sectors outside the scope of the EU ETS, such as the commercial buildings sector
where energy use and emissions continue to grow.

Business action on climate change



Business action on climate change

The Renewables Obligation (RO) was considered by the participants to be one
of the most effective UK instruments. The reasons given for the success of the RO
included the fact that it sets clear targets; is relatively long term in focus therefore
providing investor confidence; and has been successful in stimulating investment in
renewable energy. Many commented, however, that it benefits a narrow range of
technologies, primarily onshore wind energy. It does not encourage the
development of all renewable technology or stimulate development where there has
been less progress to date, such as in photovoltaics. It was noted that there is a lack
of policy instruments to encourage the development of technologies that are less
able to compete commercially in the current electricity market. There is a need for
other policies and measures to benefit these technologies.

As the Renewables Obligation has been effective and is an important lever for
driving innovation, it should be maintained. This approach is compatible with the
EU emissions trading scheme, as price alone will not necessarily drive innovation.
It also helps promote security of supply by encouraging UK energy generation. The
only criticisms highlighted relate to its relatively narrow focus in terms of the
technologies that it encourages. There is a need to simplify procedures for accessing
Renewables Obligation Certificates to help small-scale generators to participate.

It is clear that the Renewables Obligation only works, at present, for a narrow set
of technologies. Therefore the Review should consider the measures needed to bring
forward other renewable technologies, particularly small-scale technologies. This
could include, for example, changes to planning policy and buildings regulations to
facilitate micro-generation; reduced VAT for technologies such as solar power and
micro-CHP; and changes to metering systems to encourage export of power from
micro-generation.
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Green Alliance

40 Buckingham Palace Road, London SW1W ORE
tel: 020 7233 7433 fax: 020 7233 9033

email: ga@green-alliance.org.uk

website: www.green-alliance.org.uk



