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EXECUTIVE SUMMARY SHEET

Executive Summary Sheet

A. Need for action

Why? What is the problem being addressed?

The EU's long-term goal, also agreed in the context of the UNFCCC, is to limit global average temperature
increase to below 2°C compared to pre-industrial levels. Building on the Commission's Communication on a
policy framework for climate and energy in the period from 2020 to 2030 and the accompanying Impact
Assessment, the European Council agreed on the 2030 framework in October 2014, including a binding
domestic reduction of GHG emissions of at least 40% in 2030 as compared to 1990. Setting a cap for EU
Emissions Trading System (ETS) at the corresponding emission level would require a change in the linear
reduction factor from 2021 onwards. At the same time, while current policies to prevent carbon leakage such as
the allocation of free allowances in the ETS have been successful, these do not automatically apply beyond
2020. The required revision of the ETS Directive should also build on the lessons learnt on other aspects of the
system, and an analysis on how the EU ETS has been performing should feed into the process of considering its
future regulatory framework.

What is this initiative expected to achieve?

The specific policy objective is to align the EU ETS architecture with the 2030 emission reduction commitment
and refine and improve the EU ETS post-2020 framework in the light of the lessons learnt in a context where:

+ Fully comparable climate policy measures may not yet be undertaken by all other major economiss;

+ Reinforced research, development and innovation efforts should take place in order to maintain Europe's
industrial base and competence, and support the 2030 climate and energy framework as well as the
long-term goal of low-carbon economy;

» Reinforced investment efforts should take place in order to modernise the energy system;

«» Experience gathered during the first years of phase 3 suggests that there is potential to reinforce
efficiency.

What is the value added of action at the EU level?

The EU ETS Directive exists and will continue post 2020. It is an EU policy instrument. Climate change is a
trans-boundary problem. Therefore coordination of climate action at European level and, where possikle, at
global level is necessary and EU action is justified on grounds of subsidiarity. Many of the policy options have an
important internal market dimension and many of the required investments and infrastructures have an important
European dimension. Therefore, the objectives can be better achieved by an EU framework for action.

Delegating the legislative powers to Member States would lead to partitioning, an uneven playing field and
decreased efficiency.

B. Solutions

What legislative and non-legislative policy options have been considered? Is there a preferred
choice or not? Why?

The impact assessment was carried out for a number of aspects on which the European Council have strategic
guidance allowing some discretion (addressing the risk of carbon leakage, establishment of a modernisation and
an innovation fund, optional free allocation to modemise the electricity sector in some Member States) and
aspect where the required revision of the ETS Directive should build on the lessons learnt (validity of emission
allowances; guaranteeing a robust and secure Registry; and optional exclusion of small emitters). The options in
these areas are screened preliminarily in view of achieving the operational objectives. There are numerous
possible combinations of options on different elements that could be evaluated. Therefore, based on the pre-
screening, option packages are formed. The combinations of options are seiected to form coherent packages,
representing different ends of a spectrum and differentiating across the different elements to evaluate their
specific impacts, while also focusing on more realistic options. For addressing the risk of carbon leakage, options
are considered concerning benchmarks, production levels, new entrant reserve, carbon leakage groups and
indirect cost compensation. For the innavation fund, options are developed for the way that projects are
screened and selected, and the way in which financial support is provided. For the modernisation fund, potential
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options are considered relating to its governance. For the optional free allocation to the energy sector, options
are developed for improving its modaiities compared to the current practice.

Who supparts which option?

Often different stakeholders have different views, sometimes within the same sector, making it difficult to
categorise homogenous groups of stakeholders supporting particular options. On addressing the risk of carbon
leakage, there is considerable support for maintaining some of the existing features. A number of industry
stakeholders are in favour of limited changes, while some others helieve that more targeting or further
harmonisation is needed. For the Innovation Fund, energy and industry stakeholders generally welcome
cantinued support for low carbon innovation and the expansion of scope to include industry, with diverging views
on how the risk sharing approach could be tailored for industry or CCS to improve the effectiveness compared to
NER 300, for example by providing support at an earlier stage in the project life ¢ycle or a higher rate of support.
On the modernisation fund some stakeholders support the beneficiary Member States having a key role in
managing it, while others ask for a stronger role for all Member States, the Commission and the European
Investment Bank. On the optional free allocation to the energy sector, market participants generally support
streamlined, common and simplified rules, and harmonised reporting guidelines.

C. Impacts of the preferred option

What are the benefits of the preferred option (if any, otherwise main ones)?

The general benefit of the main options is a EU ETS architecture for post-2020 that is better aligned with the
2030 emission reduction commitment as weil as improved and refined in the light of the lessons learnt. Other
specific benefits have been weighed againsi the cost incurred for each of the options for the key aspects
assessed. Due to the inherent trade-offs between some of the impacts, the impact Assessment outlines the
options without choosing preferred ones. Main options in most cases have different specific impacts. However,
the general benefit of measures to address the risk of carbon leakage is addressing competitiveness issues and
the potential risk of carbon leakage, as long as comparable climate policies are not undertaken by other major
economies. In general, the overall benefit of establishing the Innovation Fund is a stepped up effort to rapidly
introduce new low-carbon technologies to the market in order for the EU to reach its long-term decarbonisation
goals. The general benefit of establishing the Modernisation Fund and optional free allocation to the energy
sector is realising emission reductions in the lower income Member States, in turn contributing to cost-effective
reductions irom a European perspective,

What are the costs of the preferred option (if any, otherwise main ones)?

Main options in most cases have different specific impacts. Cost must be seen in the overall context of
contributing to achieving the EU climate objectives of limiting global average temperature increase to not more
than 2°C above pre-industrial level. Measures to address the risk of carbon leakage directly affect primarily cost
for industrial installations covered by the ETS or EU Member States' budgets. Options for the Modernisation
Fund affect primarily the cost in the form of market distortion and administrative burden. Together with a possible
impact on the carbon market, these types of costs are also relevant for the options for the optional free allocation
to the energy sector.

How will businesses, SMEs and micro-enterprises be affected?

Businesses covered by the EU ETS are directly affected. The proposal also affects producers of renewable
energy, and manufacturers of equipment for fow carbon technologies. innovative technologies will generate new
business opportunities. The revision of the ETS also constitutes an important part of the work on the
achievement of a resilient Energy Union with a forward looking climate change policy at its core, which has as
one of its goal giving EU consumers — including businesses — secure, sustainable, competitive and affordable
energy. The majority of installations under the EU ETS are in the energy intensive industries with market
structures characterised by large enterprises. Small emitters (not necessarily owned by SMEs) should benefit
from options related to the continuation of the possibility for Member States to exclude them,

Will there be significant impacts on national budgets and administrations?

National budgets and administrations are primarily affected due to the link to auctioning revenues. if Member
States were to be required to share the EU-level costs of the Union registry, this would also have an impact on
their national budgets, but not a significant one.

Will there be other significant impacts?

No, there are not expected be any other significant impacts.

D. Follow up

When will the policy be reviewed?

Not specifically foreseen. However, Atticles 10(5) and 29 of Directive 2003/87/EC require the Commission to
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[::;Etabiish regular reports on the carbon market and to verify whether the carbon market is functioning properly. |
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1. PROCEDURAL ISSUES AND CONSULTATION OF INTERESTED PARTIES
1.1. Identification
Lead Directorate-General (DG): Climate Action

Other services involved: Secretariat-General; Legal Service; DG Budget; DG Competition;
DG Economic and Financial Affairs; DG Employment; DG Energy; DG Environment; DG
Internal Market, Industry, Entrepreneurship and SMEs; DG Mobility and Transport; DG
Regional and Urban Policy; DG Taxation and Customs Union; and DG Trade.

Work Programme 2015 reference: Included under initiative no. 5 Strategic framework for the
Energy Union

Agenda Planning reference: 2015/CLIMA/001
1.2. Organisation and timing

The analysis on a policy framework for climate and energy in the period from 2020 to 2030
(hereafter ‘the 2030 framework")' has played a central role in the work for the revision of the
EU ETS for the period after 2020. The Impact Assessment for the 2030 framework® was the
first step in the preparatory work for this Impact Assessment, which is a follow-up exercise
focusing on certain ETS-specific methodological elements not already assessed there.

The work for this impact assessment (IA) continued in December 2014 with the launch of a
12-week online consultation on the revision of the EU ETS®, However, the work also builds
on the results of the consultation on the 2030 framework” and a separate consultation on the
post-2020 carbon leakage provisions®.

DG Climate Action invited the above-mentioned Commission services to be part of an
Impact Assessment Steering Group. Three meetings took place (on 18 December 2014, 26
February 2015 and 16 April 2015) where comments were exchanged and taken into due
account. The final draft IA was submitted to the group on 13 April 2015.

An evaluation of the existing ETS Directive is part of the Impact Assessment work and has
fed into the assessment of the policy options.

1.3. Consultation and expertise

1.3.1. Expertise used

The Impact Assessment builds on the Impact Assessment for the 2030 framework. In terms
of external expertise, the Commission drew upon a study commissioned in 2014 for this
Impact Assessment and evaluation of the EU Emissions Trading System (ETS), caried out
by a consortium led by ICF International®. Furthermore, in 2014, a study’ was commissioned
to assess the issue of costs being passed through from industrial sectors to their downstream
customers, searching to determine the factors influencing such ability to pass through costs

' Communication on A policy framework for climate and energy in the period from 2020 to 2030,
COM(201H 15 final
* Commission Staff Working Document accompanying the Communication on A policy framework for climate
and energy in the period from 2020 to 2030, SWD{2014) 15 final
* hitpafec.curapa.cu/elimadeonsuliations/articles/0024_en htm
* hitp://ec.curopa.ew/energy/enfconsultations/consultation-climate-and-energy-policies-until-2030
* See footnote 10
: ICF International. Umweltbundesamt. SQ Consult, Ecologic Institut, Vivid Economics and ZEW
Ref
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and to quantify it for major energy intensive industry sectors. Another study8 was
commissioned to evaluate the experience gathered with the harmonised benchmark-based
allocation process, and in particular to evaluate whether the benchmarks have achieved the
intended objectives. In 2013, a <;tudy was commissioned to assess the evidence for carbon
leakage in the period 2005-2012 for ten major energy intensive manufacturing industry
sectors.

In 2011-2013, Member States submitted their National Implementation Measures (NIMs) to
the Commission pursuant to Commission Decision 2011/278/EU, which contain verified,
detailed and commercially sensitive data on preliminary free allocation to industrial
installations in the EU Member States. These were checked for compliance with the
harmonised allocation rules and are used for the analysis of the amount of free allocation to
industrial installations.

1.3.2, Consultation

Relevant stakeholders (Member States, industry representatives, NGOs, research and
academic institutions, trade unions and citizens) were involved throughout the entire process.
Complementing the consultation for the 2030 framework, an extensive follow-up stakeholder
consultation was carried out on various technical aspects of the post-2020 carbon leakage
provisions, as well as aspects related to innovation support. It included three stakeholder
meetings (June, July and September 2014)'® and a written consultation (May-July 201",

This was followed by the online consultation (December 2014-March 2015) also on other
aspects requiring consideration (free allocation for the power sector, innovation and
modemisation funds, small and medium sized enterprises (SMEs), regulatory fees and
general evaluation of the EU ETS). The Commission did its best to accept also late
submissions. 529 contributions from a broad spectrum of stakeholders were received. The
main findings of the public consultation are found in Box | and a comprehensive summary
report in Annex 3.

All of the above consultations have been published on the DG Climate Action website. The
Commission minimum standards on stakeholder consultation have all been met.

Moreover, there have been bilateral meetings with many of the stakeholders, allowing them
to express their specific views on the future system, as well as dedicated efforts on certain
aspects (questionnaire on benchmarks for industry stakeholders distributed in March 2015;
modernisation fund conference).

The views of the stakeholders were taken into account to the extent possible (given their
number, the sensitivity and complexity of the issues and the diverging opinions expressed by
different stakeholder groups) in the context of this impact assessment,

Box 1: Main findings of the public consultation

A total of 529 responses were received. Several responses were coordinated, for example there were
104 identical submissions by different entities from the same sector. The majority (78%) of
submissions were from business stakeholders, representing a wide variety of industry sectors and
companies.

§ Ref

? Ref.

" Recordings of the meetings and the presentation can be found on the DG Climate Action website:

herp:/fec europa.cu/clima/policies/elsfcapfleakase/documentation _en.htm

""" A summary of the findings and the individual submissions can be found on the DG Climate Action website
hitpy/fec.europa.eu/elima/consultations/articles/0023 en.btm
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The public consultation showed that the EU ETS is considered to correspond well to the EU climate
policy objectives. There is overall support for the system as a central instrument to reduce greenhouse
gas emissions in the EU and as a market-based system. The majority of stakeholders support
continuation of existing principles, but with improvements on certain aspects.

Free allocation and addressing the risk of carbon leakage: There is overall support for free
allocation as the measure to address direct costs. Industry stakeholders’® supported the idea that the
best performers should be fully compensated by free allocation and as a consequence a correction
factor should not be applied. While the majority of other stakeholders prefers to continue with the
existing principles and to base benchmarks on the most efficient EU installations, some respondents
argue for worldwide performance benchmarks, or for changing the range for the determination of the
benchmarks (e.g. to 5-20% most efficient installations instead of 10%}). The energy intensive industry
stakeholders support 'dynamic allocation' or allocation based on more recent production volumes.
However, some energy sector stakeholders stress that defining the amount of free allowances
available to industry should not create uncertainty with regard to available auction volumes, and
therefore the amounts should be fixed ex-ante. They also argue that given the final objective for the
EU of an international agreement, the system of free allocation should be continue to be considered as
a transitional instrument only to address direct carbon leakage.

Many industry stakeholders argue that sectors which are able to pass through carbon costs should not
receive any free allocation or at least not full free allocation, but it is generally claimed by industry
sectors covered by the EU ETS that the energy intensive industry and sectors subject to international
competition have difficulty passing through any carbon costs. Other stakeholders generally welcome
setting up criteria to determine the ability to pass through cost.

Innovation fund: Stakeholders support continuation of the general modalities of the NER300
programme and increasing the amount of allowances dedicated to the new fund, while also
highlighting the need for some improvements. Industry stakeholders typically support modalities
adapted to ensure they match their needs, including those of SMEs. The energy sector stakehoiders
argue that the current NER 300 programme contains several lessons on pitfalls in energy innovation
demonstration policy, such as insufficient coordination and Member State commitment. Some
academics raise concerns about a lack of available information on the decisions process and especially
on lessons learnt concerning the current NER 300 programme.

Modernisation fund: Regarding the investments, some energy-intensive industry stakeholders argue
that as a principle, private and public projects should be on an equal footing, and that industrial actors
should also be eligible. The energy sectors highlight inefficiency and high administrative cost of
complex funding systems, and hence the importance for investors of having simple structures. Some
beneficiary Member States expressed preference for the main responsibility to ensure an effective and
transparent management to be at the Member State level. In contrast, some other Member States
support an important and strong role for the European Investment Bank (EIB) to play in managing the
use of the fund within the constraints of available EIB resources.

Optional free allocation to the energy sector: Stakeholders tend to in principle support agreeing on
common, general EU level criteria for the selection of projects. Should free allocation to the
electricity sector be introduced, it should at least ensure that the support does not subsidise
investments in inefficient power generation.

General evaluation: Many energy intensive industry stakeholders support the EU ETS as a resilient
and flexible solution to achieve EU emissions reductions in a cost effective manner. However, strong
concerns are raised about absence of an international agreement and the EU ETS not being linked to
any similar system. Also stakeholders from the energy sector and public authorities see the objectives
of the EU ETS as being in line with EU’s climate policy objectives for 2020 and 2030.

1> SME. business. incl. associations. including energy intensive sectors and energy sectors

(%)
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1.4. Subsidiarity

The EU ETS Directive exists and will continue post 2020. It is an EU policy instrument. A
revision of the EU ETS can only be implemented through proposals by the Commission to
amend the Directive.

Climate change is a trans-boundary problem. Therefore coordination of climate action at
European level and, where possible, at global level is necessary and EU action is justified on
grounds of subsidiarity. Articles 191 to 193 of the TFEU confirm and further specify EU
competencies in the area of climate change.

Many of the policy options have an important internal market dimension and many of the
required investments and infrastructures have an important European dimension. Therefore,
the objectives can be better achieved by an EU framework for action. Delegating the
legislative powers to Member States would lead to partitioning, an uneven playing field and
decreased efficiency.

1.5. Scrutiny by the Commission Impact Assessment Board

The Impact Assessment Board of the European Commission assessed a draft version of the
present impact assessment and issued its opinion on X May 2015, [The Impact Assessment
Board made several recommendations and, in the light of the latter, the final impact
assessment report:

e Clarifies...

s Describes...]

2. PoLicy CONTEXT

Building on the Commission Communication on the 2030 framework and the accompanying
Impact Assessment, the European Council agreed on the 2030 framework in October 2014 2,
including a binding domestic reduction of GHG emissions of at least 40% in 2030 as
compared to 1990. This has also been endorsed by the European Parliament'®. To meet this
target, the European Council also specifically agreed that the emissions in the EU ETS should
be reduced, compared to 2005, by 43%. In addition, the European Council agreed on an EU
target of at least 27% for the share of renewable energy consumed in the EU in 2030 and an
indicative target at the EU level of at least 27% for improving energy efficiency. As a result
of the measures needed to meet the increased ambition decided in the 2030 framework and
the [proposed] Market Stability Reserve'”, the EU ETS will deliver a meaningful price on
carbon emissions and stimulate cost-efficient greenhouse gas emission reductions. A
reformed EU ETS will play an important role in setting the right investment signals.

Furthermore, the European Council gave strategic guidance on several issues regarding the
implementation of the emission reduction target, namely free allocation to industry, the
establishment of a modernisation and an innovation fund, optional free allocation of
allowances to modernise electricity generation in some Member States. Similarly, the
European Parliament also highlighted the necessity of a revised and well-functioning ETS,
including maintaining provisions regarding sectors deemed to be at risk of carbon leakage.
The guidance is being translated into a legislative proposal to revise the EU ETS for the
period post-2020. This IA focusses on choices to be taken to establish these rules for the

** htp://www.consilium.europa.ew/uedocs/cms_data/docs/pressdata/enfec/ 145397 pdf

"f European Parliament resolution on a 2030 tramework for climate and energy policies (2013/2135(INI))
"> COM(2014) 20 final
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period after 2020 at the level of the Directive. It does not analyse detailed methodological
options to establish the technical measures to implement these rules, which are to follow in
due course.

The revision of the EU ETS also constitutes an important part of the work on the achievement
of a resilient Energy Union'® with a forward looking climate change policy at its core. The
goal of the Energy Union is to give EU consumers — households and businesses — secure,
sustainable, competitive and affordable energy.

Together with the 2020 targets for renewable energy and energy savings, the target for
greenhouse gas emissions has played a key role in driving this progress and sustaining the
employment of more than 4.2 million people in various eco-industries'’, with continuous
growth during the crisis. The EU climate policy will continue contributing to a major shift
away from expenditure on fuels towards innovative equipment with high added value that
will stimulate investments for innovative products and services, create jobs and growth and
improve the Union's trade balance'®.

3. GENERAL EVALUATION AND LESSONS LEARNT

As the environmental outcome in the EU ETS is guaranteed by the cap, the EU is currently
well on track to meet the 2020 targets for greenhouse gas emissions reduction for the sectors
covered by the EU ETS, as well as for the EU as a whole. This means that in 2020,
greenhouse gas emissions from the sectors covered by the EU ETS will be 21% lower than in
2005.

In periods when the carbon price was likely to increase, studies have also confirmed other
impacts of the EU ETS through a broad range of mechanisms — notably via regulatory
pressures that create incentives for cost-cutting, as well as via triggering attention,
experimentation, learning and investment concerning low-carbon solutions outside business-
as-usual for companies'. Studies show that due to the EU ETS a large proportion of firms
pursued some measures to reduce GHG emissions and that CO, has now become part of the
investment appraisal in power construction™. However, at the start of the third trading period
(2013-2020), the EU ETS was characterised by a large imbalance between supply and
demand of allowances, resulting in a surplus of around 2 billion allowances that is expected
to grow over the coming years to more than 2.6 billion allowances by 2020, and a
comrespondingly weak carbon price signal.

As a short term measure to mitigate the effects of the surplus it was decided to postpone
(*back-ioad™) the auctioning of 900 million allowances in the early years of phase 32!, This
was followed by a proposal for a long-term measure of establishing a Market Stability
Reserve to make the auction supply of emission allowances more flexible and increase shock
resilience. The reserve's architecture also captures changes in the demand of allowances due
to renewables and improved energy efficiency and, if need be, adjusts the auction supply

' COM(2015) 80 tinal

' Eurostat data on the environmental good and services sector quoted in A policy framework for climate and
energy in the period from 2020 to 2030 (COM(2014) 15 final)

'* Communication on A policy framework for climate and eneray in the period from 2020 to 2030.
COM(2014)15 final

" Jon Birger Skjerseth and Per Ove Eikeland (eds). Corporate Responses to EU Emissions Trading, 2013

* B¢ literature review of studies in: Tim Laing et al. Assessing the effectiveness of the EU Emissions Trading
System. 2013

*" Decision No 1359/2013 EU
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accordingly. Hence, the market stability reserve will, once fully functional, also strengthen
the coherence between the EU ETS and energy efficiency and renewables policies, which
also lead to lower emissions. The operation of the Market Stability Reserve is open-ended. It
does not affect the total quantity of allowances (the cap).

According to some energy-intensive industry stakeholders, the EU ETS cormresponded well to
the EU climate objectives, namely to cost-effectively reduce GHG emissions, in its initial
architecture. However, they argue that after back-loading and the [proposed] Market Stability
Reserve™, the EU ETS sectors will be facing stricter GHG-target compared to EU climate
policy objectives™. In contrast, some other business stakeholders, including from renewables
sector', believe that the EU ETS is currently giving neither a long-term price signal that
impacts investment decisions nor a short-term signal for operating decisions. Hence, they
advocate structural measures, such as earlier implementation of the Market Stability Reserve
and additional measures to address the surplus in order to fix the EU ETS in the short and
mid-term.

Some stakeholders responded that the EU ETS does not correspond to the EU's climate
policy objectives, because no country in the world has accepted the EU ETS conceptzs.
However, it should be stressed that there are actually 17 emission trading systems in
operation across four continents, accounting for 40% of global GDP?°,

A study aiming at evaluating the existing ETS Directive is currently being carried out and
analyses the EU ETS in terms of relevance, effectiveness, efficiency, EU-added value and
coherence with other Union policies. The preliminary findings®’ on the EU ETS in general
indicate that despite criticism of details the EU ETS as a policy tool, which combines
environmental regulation with a market instrument is working in practice and delivering on
its targets. It is highly relevant for meeting the EU's climate targets, as it represents a cost-
effective way for emission reductions. Emissions in the covered sectors have decreased
steadily, and even though not all emission reductions can be attributed to the ETS alone,
evidence has been found that the system does contribute effectively to emission reductions.
At the same time, the study observes that the EU ETS has found its way to the board rooms
of companies and thus facilitates the internalisation of CO; costs. The ETS contributes to
investments decisions, even though with the current low carbon price, they are often included
in the general envelope of energy costs. Smaller improvements in terms of GHG efficiency
have become regular practice, but larger investments in GHG efficiency still remain the
exception. Moreover, the EU ETS has a clear EU-added value since different ETS or other
climate policies at Member State level would lead to a fragmented and costly situation for the
regulated entities as well as different ambition levels and carbon prices throughout the EU.
The EU ETS with an EU-wide carbon price and its harmonised infrastructure takes
advantages of the synergies that EU level action can provide. Finally, in terms of coherence,
the study observes that renewables and energy efficiency policies both overlap with the EU
ETS and may affect the cost of achieving the ETS' target, but both policies fully support the
environmental effectiveness of the EU ETS as they do not affect the cap. In terms of

** Proposal for a Decision of the European Parliament and of the Council concerning the establishment and
operation of a market stability reserve for the Union greenhouse gas emission trading scheme and amending
Directive 2003/87/EC — COM{(2014) 20

= E.g. CEPI response to the consultation

¥ E.¢. EWEA response to the consultation

* Central Europe Energy Partners response to the consultation

“* International Carbon Action Partnership, Status Report 2015: hutps:/ficapearbonaction.com/status-report-2015
*7 At the time of writing, the final evaluation report has not yet been received.

6
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coherence with international climate policy, the study also finds that the EU ETS performs
well. It is widely used as a model for emissions trading systems around the world, benefitting
from the EU's learning effects.

In terms of the regulatory framework, the EU ETS was largely unchanged during the first
eight years of its operation. However, with the start of phase 3 a significant number of
architectural and regulatory changes took effect.

The following fundamental changes have been applied:

e an EU-wide cap on allowances, as opposed to individual Member State caps, decreasing
by 1.74% annually, up to and beyond 2020, providing much greater regulatory
predictability and stability;

e auctioning as the default system of allocation in phase 3, including no free allocation in
respect of electricity production;

e harmonised rules for transitional free allocation, based on performance benchmarks
established prior to phase 3;

= stricter rules on the type and quantity of international credits that are allowed for use in
phase 3 of the EU ETS;

e replacement of national electronic registries by a single Union registry;

. - e 0 . . . 3 . .
e Furthermore with the latest revision of the financial markets legislation™ emission
allowances were classified as a financial instrument in 2014,

The revised EU ETS Directive can be considered as fairly recent legislation. However, it is
already clear that the present institutional framework with auctioning and EU-wide
harmonised [ree allocation rules constitutes a significant improvement compared to the
previous trading periods that still had national allocations plans. Specific evaluation and
lessons learnt on the different aspects of the EU ETS infrastructure are presented in the
corresponding chapters.

A comprehensive evaluation summary report on individual aspects can be found in Annex 4.

4. GENERAL PROBLEM DEFINITION

General problem analysis has been done in the Impact Assessment on the 2030 climate and
energy framework. The binding EU target of an at least 40% domestic reduction by 2030
compared to 1990 should be delivered collectively by the EU in the most cost-effective
manner possible, with the reductions in the ETS sectors amounting to 43% by 2030 compared
to 2005 and by 30% in the non-ETS sector. Setting a cap for EU ETS at this emission level
would require a change in the linear reduction factor from 2021 onwards.

At the same time, while current policies to prevent carbon leakage such as the allocation of
free allowances in the ETS have been successful, these do not automatically apply beyond
2020.In its strategic guidance the European Council has been clear that free allocation should
not expire. Existing measures should continue after 2020 to prevent the risk of carbon
leakage due to climate policy, as long as no comparable efforts are undertaken in other major
economies, with the objective of providing appropriate levels of support for sectors at risk of
losing international competitiveness.

3 Directive 2014/63/EU of the European Parliament and of the Coungil of 15 May 2014 on markets in {inancial
instruments and Regulation {EU)Y No 39672014 of the European Parlinment and of the Council of 16 April 2014
on market abuse (market abuse resulation)
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Furthermore, the Impact Assessment of the 2030 climate and energy framework indicated
that significant investments will be needed in EU in the period through 2030 related to energy
system modernisation and to reach the proposed objectives of the 2030 climate and energy
framework. In this context, European Council has also given clear guidance that Member
States with a GDP per capita below 60% of the EU average may opt to continue giving free
allowances to modernise the energy sector up to 2030. In addition, a new reserve of 2% of the
total quantity of allowances should be set aside to address particularly high additional
investment needs in these Member States (so-called Modemisation Fund).

Last but not least, European Union will have to step up its efforts on research and innovation
policy to support the post-2020 climate and energy framework. The European Council
conclusions provide clear guidance that the existing NER 300 facility should be renewed,
including for CCS and renewables, with the scope extended to low carbon innovation in
industrial sectors and the initial endowment increased to 400 million allowances (so-called
Innovation Fund).

The above-mentioned elements are the aspects for which options will be developed in this
Impact Assessment in chapters 7 and 8, where more comprehensive specific problem
definitions can be found. The required revision of the ETS Directive should also build on the
lessons learnt on other aspects of the system, and an analysis on how the EU ETS has been
performing should feed into the process of considering its future regulatory framework.
While the current architecture of the EU ETS is relatively recent, based on experience
gathered, certain additional technical changes to the current set of rules in the Directive

should also be considered for the period post-2020. Options for these are developed in Annex
5.

In contrast, the European Council conclusions already foresee certain methodological
elements for the implementation of the EU's GHG emission reduction target, for which no
options were hence developed. These include the change in the annual linear reduction factor
reducing the EU ETS cap from 2021 onwards and the share of allowances to be auctioned
outlined in chapter 6.

This impact assessment explicitly does not address issues related to aviation emissions as
covered under the ETS. As indicated in Regulation (EU) No 421/2014, the Commission shall
regularly, and at least once a year, inform the European Parliament and the Council of the
progress of the International Civil Aviation Organization negotiations as well as of its efforts
to promote the international acceptance of market-based mechanisms among third countries.
Following the 2016 ICAO Assembly, the Commission shall report to the European
Parliament and to the Council on actions to implement an international agreement on a global
market-based measure from 2020, that will reduce greenhouse gas emissions from aviation in
a non-discriminatory manner.

5. OBJECTIVES
5.1, General policy objectives

The general objective of climate action policy, and of EU ETS as a key instrument, is to
contribute to achieving the EU climate objective of limiting global average temperature
increase to not more than 2 degrees Celsius above pre-industrial level. EU action against
climate change was translated into a greenhouse gas reduction target of 20% compared to
2005 as adopted in the 2020 Climate and Energy Package and included in the headline targets
ot the Europe 2020 Strategy. For the period 2020-2030, the greenhouse gas emission target of
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at least 40% domestic reductions compared to 2005 by 2030, ensures the EU is on the path of
low-carbon transition to emission reductions of 80-95% by 2050.

5.2. Specific policy objective

The specific policy objective is to align the EU ETS architecture with the 2030 emission
reduction commitment and refine and improve the EU ETS post-2020 framework in the light
of the lessons learnt in a context where:

¢ Fully comparable climate policy measures may not yet be undertaken by all other
major economies;

» Reinforced research, development and innovation efforts should take place in order to
maintain Europe's industrial base and competence, and support the 2030 climate and
energy framework as well as the long-term goal of low-carbon economy;

* Reinforced investment efforts should take place in order to modemise the energy
system, and support the 2030 climate and energy framework;

e Experience gathered during the first years of phase 3 suggests that there is still
potential to reinforce efficiency of the system.

5.3. Consistency with other policies and objectives

As outlined in the 2030 Impact Assessment, the aim of the 2030 framework was to set
consistent climate and energy targets up to 2030. A well-functioning EU ETS is a key
instrument to achieve the GHG reduction target and comerstone of Europe's climate policy.
In line with the Energy Union strategy, through its price formation at EU level the EU ETS
reinforces the functioning of the internal energy market and stimulates the uptake of
renewables and other low-carbon and energy-efficient technologies. In general, consistency
of a revised EU ETS with any related policies is addressed in this impact assessment when
specific issues are discussed, such as a forward-looking approach to carbon capture and
storage for the power and industrial sectors and the assessed innovation fund.

There is a need to continue to drive progress towards a low-carbon economy, as this ensures
competitive and affordable energy for all consumers, creates new opportunities for growth
and jobs and provides greater security of energy supplies and reduced import dependence for
the Union as a whole, This initiative is coherent with these objectives. The impact assessment
analyses the implementation of the EU ETS, including the modalities of supplementary low-
carbon funding mechanisms within the EU ETS. In terms of international competitiveness,
the analyses of energy prices and costs have shown that there has been little impact on the
EU's relative competitiveness which could be directly attributed to the carbon price under the
ETS in the context of energy prices, although in the future the carbon price is assumed to be
reflected in electricity retail prices”. However, as long as there are no comparable efforts
undertaken in other major economies, measures (including a system of free allocation of
allowances) are appropriate after 2020 in order to ensure the competitiveness of Europe's
energy-intensive industries.

FCOM2014) 21 SWD(2014) 19: SWD(2014) 20

9
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6. IMPLEMENTATION OF THE EU'S GHG EMISSION REDUCTION TARGET

6.1. Linear reduction factor

The outcome of the ETS in terms of emissions is determined by its cap on the total number of
allowances. According to the ETS Directive and the present target of -21% by 2020
compared to 2005, the ETS cap for stationary sources declines linearly, by an annual amount
equal to 1.74% of the average annual allocation during phase 2 (2008-2012), referred to as
the linear reduction factor. Setting a cap at the 2030 emission level of -43% compared to
2005 requires a change in the linear reduction factor from 2021 onwards. This change is also
needed in line with the EU's longer-term GHG emission reductions objectives. According to
the analysis in the impact assessment accompanying the 2030 framework™, a revised linear
reduction factor of 2.2% from 2021 onwards is required to be coherent with a 2030 cap equal
to 43% reductions. The change from 1.74% to 2.2% reduces the supply of allowances by
around 556 million in 2021-2030.

The European Parliament has called for legislation to be proposed at the earliest appropriate
date with a view to adjusting the 1.74% annual linear reduction requirement so as to meet the
requirements of the 2050 emission reduction target. The European Council also explicitly
endorsed the linear reduction factor of 2.2%. As the Commission proposal for the ETS
Revision has to achieve the objective of reductions in the ETS sectors of 43%, meeting the
specific requirements of the European Council conclusions, no diverting policy options for
the linear reduction factor post-2020 could be developed.

The impact assessment for the 2030 framework provides a comprehensive analysis of the
impacts of emission reductions in the ETS of 43% by 2030 compared to 2005, and hence of
the required linear reduction factor of 2.2%".

Although the [proposed] Market Stability Reserve was not explicitly included in the
modelling work for the impact assessment for the 2030 framework, it should be noted that in
the analysis emission reductions were required to reach 40% GHG reductions in 2030 and
80% in 2050, and carbon prices were determined accordingly to achieve these emission
reductions cost efficiently assuming rational behaviour’?. In reality, however, businesses
seenl to base their abatement decisions on a shorter outlook for their industry than the 2030
reduction target would imp}y.3 ? This is likely to mean that the current large supply-demand
imbalance in the ETS reduces the incentives for low-carbon investment and thereby
negatively affects the cost-efficiency of the system and of the final achievement of EU
emission reduction goals. Hence, by simulating the achievement of the 40% target the model
actually acts as capturing in a simplified way the expected impact of the Market Stability
Reserve of addressing the surplus, increasing the confidence of market participants, and in
turn delivering a meaningful price on carbon emissions and ensuring the emissions evolve in
line with the cap by stimulating cost-efficient greenhouse gas emission reductions.

O SWD(2014) 15 final

1 The relevant scenario that achieves this is the scenario with 40% GHG reductions and moderate energy
efficiency and renewables policies up to 2030.

32 The PRIMES model simulates emission reductions in ETS sectors as a response to current and future ETS
prices. Furthermore the model assumes perfect foresight of the ETS carbon price progression in the period 2020-
30. allowing as such sufficient investor confidence in the carbon market to make long term optimal investment
decisions.

* Luca "Taschini and Corina Comendant. Report on cost-containment mechanisms and market oversight, 2012:
hitpfenwacte-projeclew/uploads/media/ ENTRACTE Report EU-ETS Reform_and Expansion.pdf
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Concerning changes in the underlying assumptions in the work for the impact assessment for
the 2030 framework, notably the recently lower oil prices, this price drop is not expected to
lead to any major changes in the modelling results, even if it was sustained. It has had no
major impact on the carbon price because of the reduced supply due to back-loading and the
increasing expectation of the market stability reserve being established. According to the
International Energy Agency, the recent developments have made non-OPEC production
more responsive to price swings than previously, which would likely set the stage for a
relatively swift recovery™.

6.2. Auction share

In phase 2 (2008-2012), the overall cap that limits the amount of emissions and thereby sets
the ambition level of the ETS was equal to the sum of national caps determined by the
Member States in their national allocation plans (NAPs). These national caps transiated into
different allocations at sector and installation level between the Member States. Allocating
allowances on the basis of historical emissions (grandfathering) was the general rule, the
auctioning of allowances the exception leading to non-optimal investment and undesired
distributional effects. As part of the EU's climate and energy package for 2020 it was thus
agreed that as of 2013 a single EU-wide cap would be set and that auctioning would become
the rule with transitional free allocation of allowances at declining levels.

For the EU-wide total cap, the ETS Directive contained rules, timing and procedures to
collect relevant data from the Member States. In brief, the total cap was based on the quantity
of allowances issued by Member States in phase 2, adjusted to take into account the extended
scope of the EU ETS as of 2013. It was published in September 2013 as being 2.084 billion
allowances, annually decreasing by the linear reduction factor.

The total cap is divided into a part that is made available to installations for free and a part
that is auctioned. While the rule is that everything that is not allocated for free is auctioned
and the volume of allowances auctioned increases over time, the maximum amount that is for
free allocation is currently a fixed share of the total cap™. Setting a maximum to the free
allocation constitutes a backstop to ensure long term environmental integrity of the system,
effectively implementing the polluter-pays-principle while recognising the need for
maintaining the international competitiveness of industrial sectors exposed to the risk of
carbon leakage.

The maximum amount for free allocation was also determined on the basis of rules,
procedures and timing laid down in Article 10a(5) the ETS Directive. Relevant data was
collected from the Member States mainly relating to the industry's share in the total emissions
covered by the ETS versus the share of emissions generated by the power sector. This
accounts for the fact that the power generating sector has to satisfy its demand for allowances
entirely through auctions or on the secondary market. In 2013, the maximum amount
available for free was around 809 million allowances® The determination of the maximum
amount for free has been a lengthy process, in particular due to the amount and nature of the
data that needed to be collected. The wider public generally perceived the relevant procedures
complex and not sufficiently transparent. Over the period from 2013 to 2020, free allocation

 IEA. Medium-Term Oil Market Report 2015:

http:/fwww.iea.org/ne wsroomandevents/pressreleases/20 1 5/february/a-business-as-unusual-outlook-for-oil-in-
the-medium-term.htm]

 Commission Decision 201 3/448/EU

% see Article 10a(5) of Directive 2003/87/EC

7 Commission Decision 2013/448/EU
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is provided on the basis of EU-wide harmonised rules and product benchmarks. Because the
aggregate amount of gross free allocation calculated by Member States on the basis of these
rules exceeded the maximum amount of free ailocation available to industry, the allocation
for all installations over the period up to 2020 is reduced by the same proportion through the
application of the cross-sectoral correction factor (Article 10a(5) of the ETS Directive).

As an exception to the general rule that electricity generators should not receive any free
allocation, additional allocation is provided in case these installations produce heat. Since this
allocation benefits the power generation sector, this free allocation is not subject to the
maximum amount for free allocation, but the quantity of allowances auctioned by Member
States is reduced accordingly.

Additional free allocation is made available from the new entrant's reserve for newly built
plants or in case installations extend their capacity by more than 10%. The new entrants'
reserve is constituted from 5% of the total cap, amounting to a total of around 780 million
allowances for the period 2013 to 2020. 300 million of the allowances in the new entrants'’
reserve have, however, been earmarked and used to support carbon capture and storage
(CCS) or innovative renewable energy projects under the NER300 facility.

Since, according to the Directive, everything that is not allocated for free is auctioned, some
allowances are foreseen to be added to the auction volume at the end of the third trading
period in 2020. In particular allowances that remain unused in the new entrants' reserve and
allowances that are not handed out to installations because they stop operations (closures) or
reduce their production (partial cessations) will be auctioned at the end of the period.38

Certain Member States have the option to provide free allocation to the power sector in return
for investments modernising power generation. This option constitutes a derogation from the
general principle that no free allowances are made available to installations generating
electricity. However, considering the investment needs in this sector in certain Member
States, the ETS Directive foresees that allowances may be given for free provided that
investments of an amount corresponding to the value of free allowances into the
modernisation of the sector are made. While this is qualified as free allocation, the amount of
allowances given to the power companies are provided from the Member States' auction
volumes if, and to the extent of which, they make use of this option. If not used to the full
extent, the allowances are auctioned on behalf of the Member State concerned.

* In the context of the legislative discussions on the Market Stability Reserve, it is currently being discussed
whether these allowances should rather be transferred into the Market Stability Reserve so as to avoid that
auctioning them would create another supply peak adversely affecting the market balance in 2020. A final
decision has not yet been taken in this regard.
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Figure 1: Structure of the total quantity of allowances in phase 3
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Figure | illustrates the auction share over phase 3 (2013-2020). It translates the starting point
of the Directive, according to which, in principle, all allowances should be auctioned, but free
allocation is granted transitionally. Over phase 3, 39% of the total quantity available will be
allocated for free to industry and electricity generating installations for the heat they produce.
This share of free allocation will be further increased due to allocations to new entrants until
2020. Today, it is not yet known how much of the NER will be used in the coming years.
However, up until January 2015, 247 installations have received an allocation from the NER,
which will amount to 69.6 million allowances to be allocated from the NER by 2020,
representing 14% of the total of 480.2 million allowances. Based on these trends, it is thus
expected that not more than 2% of the cap may additionally be allocated for free from the
NER. In total, the free allocation over phase 3 is thus expected to be around 41%.

To the same extent that the allocations from the NER are not yet known today, it will also
only be known at the end of the period, how many installations that currently receive an
allocation will stop operations or reduce their capacity or production. Where installations no
longer receive allowances, the legal default is that these allowances will be auctioned on
behalf of the Member States. In respect of 2013 and 2014, the allocations to around 1100
installations were revised downwards by 85.7 million allowances. In general, the uptake from
the NER and the return from closures and reductions are expected to be within the same order
of magnitude™, so that another 2% are expected to remain within the auction share.

Another 2% of the total cap is used to fund the NER300 programme for CCS and innovative
renewables projects. As explained above, free allowances provided to the power sector in

* Returns because of partial cessations and closures and additional allocations from the new entrants’ reserve
depend on the economic development over the coming years. In case of more returns of allowances due to
closures, partial cessations and capacity reductions than requests for new entrants' allocations, the auction share
would increase; in the opposite case, i.e. lower new entrants' allocations than reductions, it would lower. Asa
working assumption, it is considered that they balance out over phase 3.
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return for investments modernising power generation are deducted or added to the auction
share from the relevant Member State and, as such, remain part of the auctioned volumes
even though they are given for free to the energy sector™’, Taking into account these different
clements, the average auction share over phase 3 amounts to 57%.

For phase 4, these elements should not fundamentally change. As was the case for the
NER300 programme, 400 million allowances should be made available for innovation
support. Free allocation provided to the power sector in return for investments modernising
power generation should be continued and allowances used for this purpose would remain
part of the auction volumes which individual Member States can decide to allocate for free in
return for investments. In line with the starting point in the Directive, that in principle all
allowances should be auctioned, allowances that according to the European Council should
be auctioned for a new fund for the modernisation of the energy systems in certain low-
income Member States are part of the auction share in phase 44,

The "backloading”, i.e. postponing auction volumes into the latter part of phase 3, and the
functioning of the proposed Market Stability Reserve to address the structural surplus of
allowances in the EU carbon market both relate to the amount of allowances auctioned by
Member States. For example, in case of the Market Stability Reserve, auction volumes will
be reduced when allowances are transferred into the reserve and increased at the time
allowances are released from the reserve. Both these mechanisms have a neutral effect on the
overall auction share.

The European Council agreed that the share of allowances to be auctioned under the EU ETS
post-2020 should not be reduced®. This principle of not reducing the auction share was an
important and integral part of the agreement to which Member States attach particular
importance. Any change to the auction share would have distributional implications and
adversely affect the balance of the European Council agreement™.

10 A theoretical total of around 680 million allowances may be allocated for free by the 8 Member States that
have chosen to make use of the option in the period 2013-2020. For most of those Member States, actual
allocations have, however, so far been below the annual maximum (see status tables at;
http://ec.europa.cw/clima/policies/ets/cap/auctioning/documentation_en.htm).

*! To note that the European Couricil conclusions provide that the "allowances from the reserve will be
auctioned according to the same principles and modalities as for other allowances". See EUCO 169/14European
Council (23 and 24 October 2014} — Conclusions, point 2.7.

** The proposal to establish a Market Stability Reserve has not yet been adopted by the co-legislators. One
option that is currently discussed is a start of the Market Stability Reserve earlier than 2021, Even if such an
earlier start is agreed by the co-legislators and allowances are transferred into the Market Stability Reserve in
phase 3, the allowances in the reserve would count towards the auction share. The proposal foresees that
allowances in the reserve will be banked, just as allowances held, for example, on operator holding accounts at
the end of each phase. The banking operation converts "old" phase allowances into "new" phase allowances. but
it does not change their period of origin. This is in particular demonstrated by the fact that allowances banked at
the end of phase 2 are not counted towards the auction share or share of free allocation in phase 3. That these
allowances have been issued in phase 2 has already been accounted for when the cap was set in the beginning of
phase 3 and the same principle would apply to allowances transferred into the Market Stability Reserve in phase
3 if so decided by the co-legislators.

** For more information on the impact of auctioning or free allocation in respect of a 40% GHG emission
reduction target by 2030, see the Impact Assessment as regards the policy {ramework for climate and energy in
the period from 2020-2030; SWD(2014) 15 final

* For example, 10% of the EU ETS allowances to be auctioned by the Member States will be redistributed to
the benefit the low-income Member States and only if the overall auction share is known the Member States
concerned have clarity on how much this would be. The same appiies to Member States that make use of the
transitional free allocation for the modernisation of the power sector {see section XX}, who may hand out for
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The high complexity at the beginning of phase 3 as regards determining the amounts
auctioned and allocated for free, respectively, as well as regards the procedures by which
these have been determined will not have to be repeated since the system builds on phase 3.
The shares of auctioned allowances between Member States are already set in the Directive
and, to meet the specific requirement of the European Council conclusions, it is appropriate
to provide for the auction share expressed as a percentage figure in the legislation. The
environmental integrity of the system guaranteed by the cap would remain entirely preserved,
while providing a percentage figure for the auction share in the legislation would have
considerable positive impacts on the functioning of the carbon market. It would enhance
planning certainty as regards investment decisions and transparency for market participants
inside and outside the system as well as for the wider public. It would render the system

simpler, more transparent, more easily understandable and thus positively impact the
confidence in the EU ETS.

7. FREE ALLOCATION AND ADDRESSING THE RISK OF CARBON LEAKAGE
7.1, Problem definition

Free allocation of allowances to industry is designed to address competitiveness issues and
the potential risk of carbon leakage (increase in greenhouse gas emissions in third countries
where industry is not subject to comparable carbon constraints), as long as comparable
climate policy measures are not undertaken by other major economies. This gives the
justification to deviate from the guiding principles of the "polluter pays principle” and
"internalisation of external cost", whereby the costs of measures to deal with pollution should
be borne by the polluter who causes the pollution and, in order to ensure efficient markets, all
costs associated with the protection of the environment should be included in the companies’
production costs™’

In the first two phases of the ETS (2005-2007 and 2008-2012), most allowances were given
to ETS installations free of charge, and the largest share was allocated based on historical
emissions. Allocation was decided nationally, and the use of auctioning was limited.

The ETS Directive, as revised for 2013 onwards, harmonised the approach for allocation of
allowances across the EU to ensure a level-playing field across the internal market and
address potential market distortion concerns.

From 2013, the amount of free allocation®® is determined mainly based on product-specific
benchmarks and historical production data. Industrial sectors which are 'deemed to be
exposed to a significant risk of carbon leakage' receive a significantly higher share of free
allowances*’. In addition to free allocation, companies purchase additional allowances at the
market to cover their total emissions, or may use the spare allowances unused in earlier years.
Within limits, they can also buy credits from certain types of approved emission-saving
projects around the world. The ETS system is therefore flexible in allowing companies to

free after 2020 up to 40% of the allowances allocated for auctioning to them and needed to know what the
auction share will be to determine this maximum.

* Commission Staff Working Document accompanying document to the Proposal for a Directive of the
European Parliament and of the Council amending Directive 2003/87/EC so as to improve and extend the EU
greeahouse gas emission allowance trading system. Impact Assessment, SEC(2008)32

% Commission Decision 201 1/278/EU of 27 April 2011 sets out the rules for free allocation, 1nc!ud1n0 the
benchmarks.

17 Sectors deemed to be exposed to a significant risk of carbon leakage receive 100% of the amount determined
based on the benchmark-based methodology. Free allocation for other sectors is decreasing from 80% in 2013 to
30% in 2020.
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choose the most cost-effective options to address their emissions, either in purchasing the
additional allowances or credits on the market, or opting for less-carbon intensive
technologies.

In line with the EU's climate policy to reduce GHG emissions ensuring cost-effective

-contribution by all sectors, the ETS cap (maximum amount of allowances available)
decreases gradually but steadily over time. The total amount of allowances available for free
allocation to industry is a share of the total cap and therefore decreases correspondingly.
While Article 191(2) of the EU Treaty states that Union policy shall be based on the principle
that the polluter should pay, and hence the co-legislators decided in 2008 that there should be
transition to full auctioning over time, avoiding carbon leakage is a justification to postpone
this transition.

By legal default the ETS Directive as it stands would result in a significant decrease of free
allocation after 2020: all industries would receive free allocation corresponding to 30% of the
amount determined based on the benchmarks, as higher allocation for sectors deemed to be
exposed to the risk of carbon leakage ends™.

Industries can also be compensated by Member States for some indirect carbon costs, i.e.
higher electricity prices due to the impact of EU ETS. Currently, this is done through
compensation at national level under the relevant State Aid Guidelines®.

Concerning the future design of the ETS, the European Council has agreed that, as long as no
comparable efforts are undertaken in other major economies, free allocation to industry
should continue after 2020 with the objective of providing appropriate levels of support for
sectors at risk of losing international competitiveness. Considering that the amount of free
allowances will continue to be limited and declining, in line with the necessary emission
reductions, the future system needs to be appropriate and targeted. At the same time, the
system needs to ensure that incentives for industry to innovate will be fully preserved and
windfall profits avoided, without reducing the share of allowances to be auctioned. The
problem to be addressed regarding the future rules for free allocation is how to
optimally allocate the limited and declining number of free allowances available.

7.1.1.  Underlving drivers of the problem

The overall aim of the free allocation system is to address the risk of carbon leakage in the
most efficient and effective way possible, with the limited and declining amount of
allowances that are available for this purpose. Certain elements of the harmonised
benchmark-based system introduced in 2013 end in 2020.

Since the European Council decided that a similar system as the current one should be in
place also during the period 2021 to 2030, the problem is how to design the new system in
the most fair and efficient way, taking into account the limited®® but useful experience that is
so far available,

The starting point for the analysis is therefore the existing system. Some general observations
can be made: overall, the harmonised free allocation system in phase 3 (2013-2020) is

*8 See Article 10a(12) of the ETS Directive
* Guidelines on certain State aid measures in the context of the greenhouse gas emission allowance trading
scheme post-2012 (2012/C 158/04)

" The benchmark-based allocation system has been functioning for little more two years at the time this
assessment is prepared.
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functioning well’' and the risk of carbon leakage seems to be properly addressed™, while

53

emission reduction incentives are also preserved.

However, while the total amount of allowances available for free allocation was higher than
the emissions from activities eligible for free allocation in 2013, the gross free allocation™
exceeded the available amount of free allowances already in that year. As a consequence, and
as foreseen in the ETS Directive, a uniform cross-sectoral correction factor was triggered™.
While this approach was effective in ensuring the compliance with the overall allocation
limit, 1t did not differentiate among sectors: a uniform correction factor does not account for
differences in terms of ability to decarbonise over time, exposure to the risk of carbon
leakage, the pass through of costs in product prices, etc.

The correction factor has been subject to strong criticism by stakeholders for these reasons, as
due to its application the system did not automatically guarantee that the most efficient
installations in each sector do not face undue direct carbon costs, even when the total amount
of allowances distributed for free exceeded the estimated emissions from activities eligible
for free allocation.

Several design features in the current free allocation system resulted in application of the
correction factor.

Orne feature is that, based on criteria currently defined in the ETS Directive™, sectors
responsible for more than 97% of industrial emissions under the ETS are covered by the most
generous allocation rules (100% of the benchmark-based quantity) as they are 'deemed to be
exposed to a significant risk of carbon leakage' (i.e. are on the 'carbon leakage list’). The
system is implicitly based on the assumption that carbon costs are fully borne by the sectors
on the carbon leakage list, i.e. carbon costs are not even partially passed on in product prices.

Another feature is that the current implementing rules allowed operators to choose between
two historical production baseline periods for determination of their free allocation, which led
to a significantly higher demand for free allocation than would have been the case if the same
baseline period was used for all. Actual production levels in 2013 and 2014 were
significantly lower in certain sectors compared to the baseline production, while such lower
production levels are not fully reflected in lower amounts of free allocation under the current
allocation rules.

' OECD's study finds that the EU ETS has stimulated substantial emissions abatement (up to 28% compared to
business-as-usual), while, at the same time, not causing the disadvantages for the competitive position of the EU
ETS firms. For details, please refer to Arlinghaus, J. {2013), “Impacts of Carbon Prices on Indicators of
Competitiveness: A Review of Empirical Findings”, OECD Environment Working Papers, No. 87, OECD
Publishing, Paris.

32 See inter alia Ecorys' Carbon Leakage Evidence Project: Factsheets for selected sectors, September 2013. CE
Delft study Carbon leakage and the future of the EU ETS market (April 2013) implies the abundance of carbon
leakage protection, noting that different assumptions regarding carbon price, supply and trade conditions would
significantly reduce the number of sectors eligible for additional free allowances. At the same time, this can also
be seen as the result of surplus of allowances coming from previous phases as well as activity levels for many
sectors still below pre-crisis levels. The situation needs therefore to be continuingly monitored.

% See Stakeholder consultation analysis (Annex 1. Impact Assessment. Carbon leakage list 2015-2019), as over
90% of respondents confirmed that free allocation ensures the incentives fo innovate for reducing emissions.
Furthermore, the EU is on track to meet its Kyoto and EU2020 GHG emission reduction targets (COM{2014)
689).

™ 'Gross' free allocation is the amount of free atlocation determined by applying the benchmark values to the
production data, betore the application of any further factors. such as carbon leakage factor and the correction
factor.

™ Commission Decision 2013/448/EU.

* See Article 10a(15-17) of the ETS Directive
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Benchmarks are another important element in the allocation formula, which determine the
allocation per tonne of product. The starting point for the determination of the benchmark
values in phase 3 was the average emission performance of the 10% most efficient
installations in a sector in the years 2007-08. Technological progress between 2007-08 and
the year of allocation is not reflected in the formula to calculate allocation and thereby erodes
gradually over time the initial ambition level of the benchmark values.

Since the correction factor is a less efficient way of directing free allowances to those sectors
most exposed to the risk of carbon leakage, an objective of the ETS Directive revision shouid
be to create a more focused and fair system, resulting in a reduced likelihood of triggering a
significant correction factor post-2020. Aiming to retain predictability for companies covered
by the system, this goal should be achieved while maintaining the basic ETS architecture,
only modifying some design elements (benchmarks, production levels, the retlection of cost-
pass through abilities, etc.).

7.2, Operational policy objectives

As mentioned above, the overall objective of the free allocation system is to address the risk
of carbon leakage by providing appropriate levels of support to sectors at risk of losing
international competitiveness, as long as no comparable efforts are undertaken in other major
economies. In line with the European Council Conclusions of October 2014, this general
objective is operationalized in the following operational objectives:

e Reflect technological progress in industry sectors;

¢ Fully preserve incentives for industry to innovate;

s Most efficient installations do not face undue carbon costs leading to carbon leakage;
o Better alignment with production levels;

e No increased administrative complexity;

e Avoid windfall profits.

The options will be screened preliminarily for the effectiveness, efficiency and feasibility in
achieving the operational objectives. Not increasing administrative complexity reflects the
efficiency and feasibility criteria, while all the other operational objectives relate to the
effectiveness. Some operational objectives are particularly relevant for some aspects of the
free allocation rules, but not for others, so when screening and comparing options, preference
will be given to the most relevant operational objective(s). As a result of this analysis, the
degree of fulfilling an objective is indicated with pluses and minuses.

7.3. Policy options for free allocation and other carbon leakage measures

For all the elements of the free allocation system (benchmarks, production levels, new entrant
reserve, carbon leakage groups) and for the indirect cost compensation issue, lessons learned
and options are presented below.

7.3.1. Benchmarks
7.3.1.1. Lessons learned from the current system in phase 3 (2013-2020)

A benchmark determines the quantity of free allocation in terms of allowances per tonne of
product. For the harmonised system of free allocation of allowances, benchmarks were
established on the basis of the principle of "one product = one benchmark", i.e. without

TBUCO 169/14 European Council (23 and 24 Qctober 2014} — Conclusions.
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differentiation based on technology or fuel used, the size of an installation, or its geographical
location. The impact assessment accompanying the ETS Directive revision in 2008 concluded
that basing the benchmarks on capacity or inputs is less efficient than basing it on products,
and that differentiating benchmarks according to Member States or to other geographical
criteria inevitably distorts competition and is therefore not recommended.

The benchmarks are used to calculate the amount of free allocation per installation and were
developed prior to the start of the third trading period based on 2007-08 data®®. Article 10a(1)
of the ETS Directive stipulates that benchmarks should be developed for each sector and
subsector, to the extent feasible. The implementation led to 52 product benchmarks®” and two
fall-back® benchmarks.

The benchmarking system is a fair and transparent allocation method that preserves
incentives to innovate. Benchmarks are not meant to be a regulatory standard, but purely
serve as a tool to calculate free allocation to installations.

It can be concluded that the general benchmarking approach with its basic requirements as
specified by the Directive has proven feasible. It is a clear and transparent way of calculating
the free allocation in a manner that rewards the most carbon efficient installations and thus
providing the necessary incentives to reduce emissions, as intended. There is broad
agreement that the system has worked well’ and there are no plausible alternatives achieving
the same results in terms of environmental integrity, innovation incentives and addressing the
risk of carbon leakageﬁl. The majority of stakeholders support the continuation of the existing
benchmarking principles, including basing benchmarks on the 10% of the best performing
installations (for details, see Annex 8- stakeholder consultation analysis). Therefore, and also
to ensure regulatory predictability, the European Council endorsed to maintain the
benchmark-based approach and this issue is not subject to further assessment in this
document®®,

The European Council requested to regularly update the benchmarks. The question therefore
is how to update the existing system to ensure that it is up to date and continues to provide
allocation efficiently and preserves incentives to innovate, i.e. how to update the benchmarks
with new values to take into account the technological development.

A product benchinark is based on a value reflecting the average greenhouse gas emission
performance of the 10% best performing installations in the EU producing that product. The
determination of benchmark values based on performance data was feasible for most

% See Commission Decision 2011/278/EU

3 Most of the 52 product benchmarks are based on products (and not inputs) to maximise the incentive for GHG
efficient production. Exceptions from this output-based approach have been applied to traded intermediate
products {(e.g. in the steel. paper and chemical industry) to ensure a level-playing field for integrated and
disintegrated production facilities and ditferent permitting practises in Member States.

% Allocation based on so-called fall-back approaches for processes not covered by a product benchmark: based
un the heat benchmark. the fuel benchmark or process emissions. In Phase 3, about two thirds of the available
allowances are allocated tor free based on product benchmarks, and one third is allocated based on fall-back
approaches.

" The EU opted for the use of free allowances as measures to reduce the risk of carbon leakage. While there
were some initiatives to implement a border tax mechanism to tackle the risk of carbon feakage, it is considered
as a significantly less appropriate tool. Such border measures would be in potential contlict with World Trade
Organization's rules, and UNFCCC principle of Common but Differentiated Responsibility (CDR). The risk of
retaliation and trade conflicts with third countries should also be considered. In that context, EU's focus remains
on implementation of current free allocation rutes, as well as strengthened carbon leakage measures in Phase 4.
' The 2008 ETS Directive impact assessment assessed this aspect in more detail

9
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benchmarks: most benchmark values are derived from real-life historical industrial
production in 2007-08%.

However, the consideration of most efficient techniques available etc. has been applied for 9
out of 52 benchmarks due to a lack of performance data available®.

For processes where deriving a product benchmark was not feasible, but emissions eligible
for free allocation occur, allowances are allocated on the basis of generic fall-back
approaches. There is a hierarchy of the three fall-back approaches: (i) the heat benchmark is
applicable for heat consumption processes where a measurable heat carrier is used®; (ii) the
fuel benchmark is applicable where non-measurable heat is consumed®®, and (iii) for process
emissions, emission allowances are allocated on the basis of historical emissionsm, when not
covered by a product benchmark. The heat and fuel benchmark values were derived based on

the reference efficiency of a widely available fuel (natural gas), consumed in an efficient
68
way

An important lesson leamt is that the fact that benchmark values based on collected
performance data are by definition achievable seems to make them more acceptable for the
sectors concemed: none of the 43 product benchmark values based on actual performance
data have been legally challenged, while one of the 9 product benchmark values based on
alternative approaches is currently subject to a legal procedureég. Calculating benchmark
values based on collected performance data can also guarantee that they represent the same
level of ambition for all sectors. Therefore, the use of alternative approaches should be
minimised.

For a few products with rapidly decreasing emissions due to advancements in abatement
technologies, the ever increasing time lag between the reference years of the benchmarks and
the actual years of using benchmarks has led to significant surplus allocations.

The benchmark data collection in 2009-10 and the separate data collection for the national
implementing measures in 2011 led to extra work for Member States, industry and the
Commission. A single data collection exercise would better ensure consistency of benchmark
determination and application and reduce the administrative burden. In addition, modified
Monitoring, Reporting and Verification (MRV) rules could overcome the challenge of
assigning emissions to individual products which occurred in a number of sectors (e.g. pulp
and paper, ceramics) which often produce several products within one installation’®.

% The verified data used for setting the benchmarks was voluntarily submitted by the concerned industry
sectors. This voluntary data collection with a high level of participation was carried out in 2009-2010 out prior
to the determination of the free allocation to individual installations. Member States had to submit national
implementation measures to determine the allocation for each installations in their territory by 30/09/2011
according to Article 11(1)

& For details please see Commission Decision 2011/278/EU

%% In Phase 3 ¢a.22% of free allocation is based on the heat benchmark

% In Phase 3 ca.9% of free allocation is based on the fuel benchmark

%7 In Phase 3 ca.2% of free allocation (always combined with allocation based on either the heat or the fuel
benchmark).

% While a pragmatic option, it could be regarded as second-best in terms of greenhouse gas efficiency,
considering that the 109 most efficient tuel normally would be biomass.

 The steel industry challenged the value of the 'hot metal' benchmark. which is among the ones determined
based on the most efficient techniques derived from the BREF documents since no data in compliance with the
benchmarking methodology was available.

™ In case operators would report activity data in line with the benchmark definitions. and emissions as broken
down per benchmarked activities, it could facilitate the data cotlection for updating benchmark values

20
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7.3.1.2. Policy options for updating benchmark values for 2021-30

The benchmark values need to be updated to reflect the recent technological progress,
otherwise by 2030 they would be based on data more than two decades old. Updating
benchmark values is important for retaining the economic incentive for further emission
reductions, thereby supporting the transition to more carbon- and fuel-efficient production,
and also for a more targeted allocation where the need to apply a cross-sectoral correction
factor is avoided or minimised.

'Baseline A': Using existing benchmark values. No update.

'Baseline B': Recalculating benchmark values based on new data: benchmarks are
updated once before 2021 based on actual data reported by operators on a mandatory basis.
Benchmarks are kept constant thereafter (2021-30).

Option 1. Reducing all benchmark values by the same percentage once: all benchmarks
are updated once before 2021 based on a flat-rate that reflects the average relative decrease in
emission intensity since 2007-08 as a result of technological development. Benchmarks are
kept constant thereafter (2021-30).

Option 2. Reducing all benchmark values by the same percentage regularly: all
benchmarks are updated regularly (i.e. either annually, bi-annually, etc.} based on a flat-rate
that reflects the average relative decrease in emission intensity as a result of technological
development. Benchmark values decrease thereafter by a pre-defined rate.

Option 3. Recalculating benchmark values based on new data, and then regularly
updating them by a standard percentage: benchmarks are updated once before 2021 based
on actual data reported by operators on a mandatory basis. Benchmark values decrease
thereafter by a pre-defined rate.

Option 4. Recalculating benchmark values based on new data every five years:
benchmarks are updated once before 2021 based on data reported by operators to the national
competent authorities, and once before 2026 (i.e. mid-term review based on new data).
Benchmarks are kept constant for five year periods (2021-25 and 2026-30).

7.3.1.3. Screening

Better alignment with production levels is not relevant for the options, and by using a
benchmark-based approach it is assured that incentives for industry to innovate are fully
preserved.

Table 1: Screening of options for updating benchmark values

Technical progress No undue costs for No increased Avoid windfall
reflected most efficient administrative profits
installations complexity
'Baseline A' - 0 + --
'Baseline B’ 0 0 0 0
Option 1. - -0 + -
Option 2. 0 - 07+ -
Option 3. + 0 -1 0/+
Option 4. ++ + - +
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‘Baseline A' does not reflect any technical progress and scores very low on the avoidance of
windfall profits for obvious reasons, but is further used as the legal baseline.

'‘Baseline B' reflects best the continuation of the current rules and therefore serves as part of
'Baseline B' package, but is also used in another option package given that results for the four
screening criteria are at least ‘medium’.

Options 1 and 2 have as main advantage their simplicity as no data collection for a
benchmark value update is required. Furthermore, once the improvement rate is fixed, these
options provide an advanced degree of certainty to industry regarding the future benchmark
values. Based on latest emissions data from EUTL and production levels, it is estimated that
the improvement rate should be in the range of some 15-20% in order to properly reflect
technological development since 2007-08. For the purpose of this impact assessment, a 15%
flat-rate reduction is assumed.

However, currently not all benchmark values are based on real performance data which might
lead to the risk of prolonging unintended and unwarranted more advantageous treatment of
some sectors. Furthermore, to the extent that past and / or future technological progress
differs substantially in some sectors, [lat-rate approaches could lead to unduly different levels
of ‘ambitions of some updated benchmark values. The regular update in option 2 better
reflects the continuous technological progress, while the risk of undue carbon costs for the
most efficient installations might be slightly higher, and the administrative complexity is
somewhat increased due to the regular changes of benchmark values. Therefore, option 1, as
the least complex and entailing least administrative burden, is used in one of the option
packages.

Options 3 and 4 score highly on most criteria as real performance of sectors is well reflected.
The main difference between the two options is the further updating either by applying a flat-
rate (option 3) or based on an additional full data collection (option 4). The latter increases
the administrative complexity and reduces certainty to some extent, but better reflects the
changes in real performance. The future benchmark values would only be known together
with the other parameters of the allocation formula (production levels and possible correction
factors) which might somewhat reduce predictability for industry. However, fixing the
benchmarks in advance of the other parameters of the allocation formula does not lead to
significantly improved predictability in terms of the amount of free allocation to be expected
by operators, since the benchmarks are only one of the elements in the formula. Given that
option 4 shows high results in three of the four screening criteria, it is part of one of the
option packages.

7.3.2. Production level and adjustments

7.3.2.1. Lessons learned from the current system in phase 3 (2013-20)
a) Production levels used for allocation

The second main element to determine free allocation to installations in a benchmark-based
system is the activity (i.e. production) level of each installation. The ETS Directive does not
have provisions on which years' production levels should be used for this purpose, but states
that allogziltions must be fixed prior to the trading period so as to enable the market to function
properly’.

! Article 11 of the ETS Directive requires Member States to publish and submit by September 2011, the list of
installations in its territory and any free allocation to each of them calculated in accordance with the rules
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In the current implementing legislation, these production levels are determined in advance,
for the entire 8-year period, based on most recent historical data (at the time). The historical
data was defined”” as median annual historical production of a particular product at the
installation level, during the 4-year baseline period (2005-08) or, alternatively, a 2-year
baseline period (2009-10), depending on which value is higher. The justification for this was
that the economic crisis of 2009 had a significant negative impact on production in many
sectors, and therefore was allowed to be excluded from the baseline.

This approach of pre-determined allocation for the entire 8-year period provides a high level
of certainty and predictability for the ETS installations. This approach also fuily preserves the
incentive to reduce emissions.

However, it has several drawbacks. For installations that reduced production after the
selected baseline period, allocation could remain at an unduly high level — until specific rules
concerning reduction would be triggered. Installations that increase production without
increasing capacity do not get additional allocation. The use of two periods inflated the 'gross’
free allocation, since each installation used the baseline period most favourable to them.

Both these aspects, an 8-year fixed allocation and the use of two historical baselines,
triggered the need for a substantially higher cross-sectoral correction factor than would have
been case otherwise. The Commission estimates that, alongside increasing allocation for
many installations, the use of two historical baselines increased the overall correction factor
by some 5-6%. It is also estimated that in case the allocation in phase 3 would be based on

two separate decisions for 4-years each, the correction factor would be lower by some 9-10%
in the years 2017-20.

b) Changes in production

Installations in some cases significantly change their output compared to their baseline
production level. The ETS Directive addresses this in three ways. As benchmarks are not
regulatory standards, installations can acquire allowances from the large and liquid market.
Secondly, there is a new entrants' reserve for installations increasing their production
following a significant capacity increase’. Thirdly, there are rules to reduce free allocation to
installations that produce considerably less than in the baseline period, or significantly reduce
their capacity”.

In the implementing legislation’®, changes in production were addressed by a set of rules for
significant capacity changes and production reductions (so called partial cessations), with
several defined thresholds.”’

referred to in Article 10a(1). Determining allocation for the whole trading period in advance is possible only in
an ex-ante system, i.e. when allocation is based on constant production levels.

" Historical activity levels were defined by the Commission Decision 2011/278/EU.

" fe. it is estimated that most probably the correction factor would not have been necessary for 2013 and would
have been triggered only in 2014 onwards (with a much lower value), in case the same baseline period was used
for all installations

™ Installations get an extra allocation after a significant capacity extension from the reserve set aside for new
entrants based on Article 10a(7) of the ETS Directive,

7 See Article 10a(20) of the ETS Directive.

® Commission Decision 2011/278/EU determining transitional Union-wide rules for harmonised free allocation
of emission allowances pursuant to Article 10a of the ETS Directive

77 See Commission Decision 201 1/278/EU on tree allocation rules for the ETS. as well as Guidance Document
n°7 on the harmonised free allocation methodology for the EU-ETS post 2012: Guidance on New Entrants and
Closures.
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Some criticisms of the existing rules have been expressed related to the Directive foreseeing
adjustment of free allocation for installations that reduce production, but not for installations
increasing production. The justification for this is that it is easier to reduce production while
maintaining existing capacity, but any significant production increase would necessitate a
capacity increase, for which additional allowances can be drawn out of the new entrants'
Teserve.

Some industrial stakeholders call for ex-post allocation’. In such a system, allocation would
be determined ex-post based on annual production data instead of historical production, In
their view, such an approach would improve the flexibility of free allocation and facilitate
long-term planning by investors. Such a system would make allocation more closely reflect
production levels. This would be an advantage for installations producing more than in the
baseline. It would also reduce excess allocations for installations producing systematically
less than in the baseline period (e.g. in an economic recession).

However, such a system could significantly undermine the emission reduction incentives for
installations receiving allocation based on the fall-back benchmarks, since for example an
installation that reduced heat consumption would be directly penalised with a lower
allocation”. Incentives to substitute carbon-intensive semi-products with less carbon-
intensive ones would also be compromised, since such substitution would also be directly
penalised with a lower allocation®®. As a result, by compromising the incentive for some cost
effective emission reductions, it makes the attainment of EU emission reduction targets more

costly, which would be reflected in higher carbon price for all participants in the system.

Additionally, a fully 'dynamic' allocation system would put large administrative burden on
installations, Member States and the Commission, since this would imply an annual
recalculation of allocation to some 11000 installations eligible for free allocation. Experience
shows that the full cycle of data collection, verification, calculation and final assessment
cannot be completed within less than two to three years, so in case of an annual system there
would need to be two or three parallel processes of recalculating allocation leading to
significant administrative complexity. The business confidentiality of data would also be a
significant constraint, as for installations using product benchmarks production figures of
individual installations could be easily calculated from their allocations.

Last but not least, an ex-post system would also lead to significant uncertainties, as the need
for a correction factor would have to be recalculated each year, and thus operators would not
know in advance the amount of free allocation for their installations.

A full ex-post dynamic free allocation system therefore does not seem realistic and able to
address the concerns expressed by industrial stakeholders. An ex-ante system with more
frequent production data adjustments than the current 8-year phase, as included in some
options below, would be better suited to address the need for stability, predictability and
flexibility. A number of industrial stakeholders also support this latter approach, highlighting
the benefits of predictability as conducive to new investments.

™ For example, see Ecofys report Dynamic allocation for the EU Emissions Trading System, May 2014

" Similarly: an installation receiving allocation based on the fuel benchmark would be directly penalised with
lower allocation if reducing fuel consumption.

% The producer of the less carbon-intensive semi-product would be eligible for a lower allocation than the
producer of the altermative (more carbon-intensive) product.
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7.3.2.2. Policy options

'Baseline A': Baseline production levels®' defined once, adjustments based on only
capacity reductions, closures and (partial) cessation rules®

'Baseline B': Baseline production levels defined once, with existing rules for production
changes. Under this option, the baseline, historical production levels would be defined as
average of 5 baseline years (2014-18) for the entire 10-year period, with application of
current rules for capacity changes and partial cessations.

Option 1. Baseline production levels defined once, with modified rules: annual
adjustments for significant production changes. The baseline historical production levels
would be defined as the average of 5 baseline years (2014-18) for the entire 10-year period.
Annual adjustments symmetrically address significant production increases and decreases®,

Allocation for increased production comes from the new entrants’ reserve.

Option 2. Baseline production levels defined twice, with modified rules: annual
adjustment for significant production changes. The baseline historical production levels
would be defined consecutively twice, as average of 5 baseline years (2014-18, then 2019-23)
for 5-year periods®. Annual adjustments symmetrically address significant production
increases and decreases, as in option 3.

7.3.2.3. Screening

Reflecting technological progress in sectors and fully preserving the incentives to innovate
are not relevant operational objectives for the production levels and adjustments debate.

Table 2: Screening of options for production level and adjustments

Better alignment with No increased Avoid windfall profits
production levels administrative
complexity
'Baseline A' - + +
'Baseline B’ 0 0 0
Option 1. + 0 +
Option 2. ++ - +E

‘Baseline A' scores low on the alignment with production levels because it provides for
reduction in case of production decreases, but does not allow for increases in case of
increased production, even when capacity is increased. It would nevertheless decrease the
administrative complexity, and the lack of allocation for increased production would also
lead to reduced risks of windfall profits.

"Baseline B’ is slightly better in terms of alignment with production levels, because it allows
for changes of free allocation both for increases and decreases of production. Production

#! Data collection for production levels described in all options could be undertaken jointly with data collection
for updating benchmarks, in order to minimise administrative burden.

%2 Given that no reserve for new entrants or capacity increases is foreseen in the Directive for the post-2020
period

* The exact threshold for significant changes are to be determined in implementing legisiation. For the purposes
of this TA we assume the threshold to be 15% ditference compared to the baseline production level,

* As mentioned above, data collection for production levels could be undertaken Jointly with data collection for
updating benchmarks. in order to minimise administrative burden.
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increases would have to be linked to capacity increases. The continuation of this system
assumes the maintaining of the 'capacity' notion and the accompanying implementing rules,
therefore it leads to higher administrative complexity than other options.

Options | and 2 foresee annual adjustments in both directions, i.e. both options foresee
allocation for significantly increased production even without a capacity increase. This also
means that there is no need to calculate the capacity of installations under these options,
which leads to decreased administrative complexity.

Option 2 in addition ensures better alignment of production levels by using two consecutive
baseline periods, thus avoiding that allocation at the end of the period is based on more than a
decade old production data. For the same reason, this option scores somewhat better than
option 3 in avoiding windfall profits. However, data collection should take place twice in the
trading period which leads to somehow higher administrative burden.

In addition to the two baselines, options 3 and 4 are further considered given their strength
regarding the avoidance of windfall profits and the better alignment with production levels.

7.3.3. Reserve for new entrants

7.3.3.1. Lessons learned from the current system in phase 3 (2013-20)

While the Commission has stated that companies should take care to factor climate change
into their investment decisions™, over the period from 2013-20, five percent of the
allowances have been set aside at the EU level as a reserve for new entrants® in order to
promote new investments. All new entrants are eligible subject to availability of free
allowances from the reserve under the same allocation rules defined in implementing
legislation.

This harmonised approach for new entrants in phase 3 has established a level playing field, as
it provides equal treatment to similar installations across the EU. This is a major
improvement compared to the previous trading periods with different national approaches.

The size of the reserve is expected to be sufficient to meet the demand for allowances
throughout the third trading period, and this objective remains relevant in the post-2020
period. Providing a reserve from 2021-30 will give an incentive for new investments.
Furthermore, considering the longer fourth period (10 years, as compared to 8 years), it is
also worth exploring whether the system could be rendered more adaptable, i.e. not limited
by a fixed amount of allowances.

7.3.3.2. Policy options
'Baseline A': No reserve for new entrants® .

'Baseline B': New entrants reserve with fixed amount of allowances. This option reflects
the current rules for 2021-30, i.e. 5%.

% Commission Staft Working Document, accompanying document to the Proposal for a Directive of the
European Parliament and of the Council. amending Directive 2003/87/EC so as to improve and extend the EU
greenhouse gas emission allowance trading system:, Impact Assessment (SEC(2008) 52)..

* ‘New entrants’ are installations which enterted) the ETS for the first tfime after 30 June 201 1. and also those
which significantly extend(ed) their capacity after 30 June 2011 (these latter only in so far as this extension is
concerned).

%7 This is the legal baseline, as article 10a(7) of the ETS Directive sets aside 5% of the cap in the period 2013 to
2020. A similar set-aside for new entrants post-202( is not foreseen in the Directive.
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Option 1. New entrants reserve replenished with unused allowances. The reserve is
established with a fixed amount of allowances, but is replenished with allowances flowing
back as a result of production level decreases and installation closures.

7.3.3.3. Screening

Reflecting technological progress in sectors, preserving incentives to innovate, and avoidance
of windfall profits are not relevant for the analysis below.

Table 3: Screening of options for reserve for new entrants

Most efficient Better alignment with No increased
installation not facing production levels administrative
undue costs complexity
'Baseline A' -- - ++
'Baseline B' 0 0 0
Option 1 + + 0

'Baseline A’ contains no reserve for new entrants and thus in this option there would be no
allocation for new entrants. Therefore, it scores high on administrative simplicity, but could
lead to undue costs for new entrants.

The option of setting aside a fixed amount of allowances for new entrants ('Baseline B') has
worked well in phase 3, and the amount set aside™ is expected to be sufficient to cater for the
new investments in this period. Nevertheless, considering the longer time period (10 years) of
phase 4, setting aside 5% of the total amount of allowances for new entrants might not be
sufficient in case there will be only one allocation decision for 10 years'sg, and therefore could
lead to undue costs for new entrants by the end of the period. Thus it scores better than the
'‘Baseline A' on the first two criteria. It does incorporate some administrative burden, but
considering the experiences of Phase 3, it is assessed as medium.

Option 1 foresees adding leftover allowances from closures and partial cessations to the
reserve for new entrants, instead of auctioning them at the end of the trading period. This
mitigates the risk of a depleted reserve by the end of the trading period, and therefore reduces
the possibility of most efficient installations facing undue costs. It also provides better
alignment with production levels. Given its advantages, this option scores highest and is used
for three option packages.

7.3.4. Compensation for indirect carbon costs

7.3.4.1. Lessons learned from the current system in phase 3 (2013-20)

Indirect carbon costs are associated with the costs of CO, emissions related to producing
power which are passed through to industrial consumers of electricity. As marginal cost
pricing is applied on the wholesale market, the carbon price could have an impact on the final
price when fossil fuels operate at the margin. Hence, it industrial consumers purchase power

¥ 59 of total amount available, minus 300 million allowances which are available to help stimulate the
construction and operation of environmentally safe CCS projects, as well as demonstration projects of
innovative renewable energy technologies, i.e. NER300 (see Article 10a(7-8) of the ETS Directive). As outlined
in the October 2014 European Council Conclusions, the existing NER300 facility will be renewed in the post-
2020 period, and extended in scope and scale. )

% Given that a new entrant would be eligible to receive allowances from the reserve throughout until allocation
is recalculated based on a new historical activity period, the length of the allocation periods (1.e. the number of
allocation decision in phase 4) will have a big impact on the demand from the new entrant reserve. The longer
the allocation periods, the higher the demand for new entrant allowances. as it cumulatively increases with time.
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based on wholesale electricity prices, the carbon price would have an impact to the extent
fossil fuels act as marginal technologies in the power supply.

Since the carbon costs of electricity production is assumed to be passed on to electricity
consumers through increased electricity prices, Article 10a(6) of the ETS Directive gives
Member States the possibility to compensate certain electro-intensive industries for these
indirect carbon costs from national resources”, aiming to minimise the risk of carbon leakage
due to indirect costs. The State aid guidelines provide safeguards to limit negative effects that
might result from these compensatory measures. The degressive nature of the aid and the
formula for its calculation ensure that the aid is proportzonate and that it mamtams the
incentives for electricity efficiency and the transition from ‘grey’ to ‘green’ electricity’" As it
stands in 2015, some Member States’” have opted to compensate for indirect carbon costs.

Some industries with high electricity 1r1ten51ty have criticised that Member States have the
option to grant indirect cost compensat1on . They claim it does not efficiently tackle the risk
of carbon leakage, and highlight the risk of distortion of competition as results of a lack of
harmonisation across the EU. They have therefore asked for compensation of indirect costs
through an EU-wide and harmonised scheme, by allocating additional free allowances. i

A recent study” concluded that indirect costs did not have a significant effect on carbon
leakage risk in the majority of industries, while producers using a large amount of electricity
may have faced SOme cost increase due to indirect carbon costs, although some of them may
have been passed on”®

However, any type of subsidies is finally financed by consumers or taxpayers, so limited
public resources should be carefully targeted without adjusting to the carbon price effect.

Looking at the post-2020 perspective, the use of public funds for financial compensation of
indirect costs should not lead to a lock-in into carbon-intensive electricity production. Any
future compensation system needs to be able to properly reflect future further increasing
decarbonisation of the power system, as expected until 2030.

" These measures are subject to State aid control. The current measures are assessed under the Commission's
2012 Guidelines on state aid measures related to the ETS,

http:/feur-lex.europa.ewlegal-content/EN/TX T/PDF/?uri=CELEX:5201 2XC0605(0 1 )&from=EN

“"The formula includes, inrer alia. the installation’s baseline production levels or baseline electricity
consumption levels and specific regional CO2 emission factors.

92 Currently, the Netherlands, Germany, Greece, UK, Spain, Belgium (Flanders) and Norway are compensating
for indirect costs, probably due to relatively low carbon price as reflected in the low EUA forward prices.

9 These views have been also reiterated during the stakeholder consultations. A part of energy intensive
industry asked for the development of an EU-wide instrument to replace the national state aid mechanisms.
However, a significant number of industrial sectors have also highlighted the fragmentation of the EU energy
market, noting that the impact of the ETS is marginal compared to the large variation of electricity prices across
Member States. These industries have underfined the need for strengthened EU market, and competitive energy
prices. as of greater importance.

™ By 'harmonised system' in the analysis is understood a system under which all Member States compensate
indirect costs to the same level.

3 Ecorys: Carbon Leakage Evidence Project - Factsheets for selected sectors, September 2013,

%% The extent to which indirect costs are passed through by manufacturing industry into product prices depends
on the general cost pass through ability of each sector. When a sector is able to pass through the costs induced
hy the EU ETS. it does not differentiate between direct and indirect costs. In this sense. full compensation for
indirect costs can lead to overcompensation in case of costs being passed through in the same manner as for
direct cost compensation.

See hitpiifec.europa.ewcompetition/sectorsfenergy/impact_assessment_mainde2Oreport_en, pdl
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A difficulty with providing the same level of compensation to all eligible industries is that it
1s not always clear what the actual retail power prices paid by industry are. A number of
Member States provide significant tax and levy exemptions for some energy intensive
industries but consistent data on such exemptions is not available. Some industries also enjoy
preferential prices negotiated in long-term contractual arrangements which do not (fully)
reflect the carbon costs of electricity production. To avoid the risk of overcompensation, an
EU-wide harmonised system compensating all eligible industries to the same level would
require a detailed control and verification system company by company leading to a
significant administrative burden.

A system providing compensation for indirect costs has a high risk of providing windfall
profits if the allowances are distributed based on single harmonised parameters across
Member States, for instance in low-carbon electricity markets. Alternatively, rules can
address national and regional differences and mitigate the risk of windfall profit at the
expense of some additional administrative complexity.

In exploring the options for full harmonisation, the discontinuation of the EU compensation
scheme for indirect costs could also be an alternative approach, as the level of compensation
across the Member States would be identical in this case (zero). However, as this would
entail risks of undue costs for the most efficient installations, it i$ not in line with the
European Council Conclusions and therefore not considered in the further analysis.

In sum, and as analysed in the 2008 ETS impact assessment’’, the compensation for indirect
costs needs to be approached with care since this would convert free allocation into
production subsidies for these indirect costs which are passed through to varying degrees
anyway.

7.3.4.2. Policy options

Baseline: Continued optional compensation by Member States. In this option
compensation for indirect costs at national level continues’ . The key features for
compensation are determined at the EU level, but the decision to grant compensation is
discretional and depends on the respective Member State {and is subject to State aid control).

Option 1. Mandatory Union compensation scheme, financed by using national auction
revenues. The compensation would be triggered on an objective criterion and there would be
a minimum "floor" amount of compensation to be given by all Member States, subject to
certain criteria and pre-defined eligible costs for compensation via a formula similar to the
one in Baseline. It would be financed by using national auction revenues. Compensation
would, like in baseline, be limited to certain sectors deemed at risk of carbon leakage due to
their indirect carbon costs.

Option 2. Mandatory Union compensation scheme financed through free ailocation.
Compensation is given at EU level to installations in sectors deemed at risk of carbon leakage
due to their indirect carbon costs, and is financed through free allocation of ETS allowances.
Compensation is assumed via a formula similar to the one in Baseline.

Option 3. Mandatory Union compensation scheme, financed through free allocation
plus optional compensation at national level (subject to State aid control). The mandatory
compensation is given at EU level to instailations in sectors deemed at risk of carbon leakage

" Commission Staff Working Document, accompanying document to the Proposal for a Directive of the
European Parliament and of the Council. amending Directive 2003/87/EC so as to improve and extend the EU
greenfouse gas emission atlowance trading system:. Impact Assessment (SEC(2008) 52).,

" This remains subject to State aid approval by the Commission. based essentially on the current principles.
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due to their indirect carbon costs, and is financed through free allocation of ETS allowances.
Member States can top up the compensation from national resource subject to Commission
approval. Compensation is assumed via a formula similar to the one in Baseline.

7.3.4.3. Screening

Table 4: Screening of options for compensation for indirect cost

Fully preserve Most efficient Avoid windfall Not increasing
innovation installations not profits administrative
incentives facing undue costs complexity

Baseline 0 0 0] 0
QOption 1 0 + - -
Option 2 0 + - -
Option 3 0 ++ -- --

Under the baseline option, some Member States may decide not to compensate for indirect
carbon costs {e.g. considering there is no risk of carbon leakage due to indirect costs or due to
other national priorities)gg. This option retains the innovation incentives as the maximum aid
intensity ensure only partial recovery of costs'®. To avoid windfall profits, the general
principles in ETS Phase 3 (consideration of cost pass through and partial compensation)
remain relevant and the current level of administrative complexity remains unchanged.
However, this option could distort intra-EU trade as company decisions regarding location of
their activities could be driven by subsidies instead of underlying market fundamentals.

In Option 1, all Member States provide the harmonised compensation for indirect costs using
national auction revenues. The overall compensation can only be partial in view of the
objectives set out above, preserving innovation incentives and avoiding over-compensation.
The level of compensation is triggered by an objective criterion which is to be defined. As
compensation is mandatory for all Member States, the overall volume of windfall profits may
increase. At the same time, all companies could be put on equal footing since compensation
will not depend on the Member States' decision. This option requires capacity for design and
implementation in potentially each Member State, and consequently increases the
administrative burden for the Commission and national authorities. As all Member States
would need to grant some compensation, aggregate public spending would increase'”'. At the
same time, the effect of limiting market distortions can be positive. Member States with a
high share of electricity-intensive industry relative to GDP may experience relatively more
strain on public resources.

Unlike the direct carbon costs, indirect carbon costs are also driven by the conditions on the
clectricity market and not only by the individual behaviour of the energy consumer. Options
2 and 3 score low on avoiding windfall profits as allocation might be provided also to
installations that have low or no carbon costs. Options 2 and 3 would also increase the
pressure on the total amount of allowances available for free allocation (for direct emissions),

% The Commissions' approval of State aid schemes is required.

"% Otherwise, poorly targeted aid would transter the emission reduction costs from the installations to the other
sectors of the economy, and consequently limit these incentives.

1 Auctioning revenues as a potential source of funding may also be used for a variety of objectives, including
compensation for indirect costs (currently optional). For example. Member States may use revenues from
auctioning of allowances, between 2013 and 2016. to support the construction of highly efficient power plants,
including new power plants that are carbon capture and storage (CCS)-ready. In general, at least 50 % of
auctioning revenues or the equivalent in financial value of these revenues need to be used by Member States for
climate and energy related purposes.




ETS Limited

requiring more stringent rules for free allocation to mitigate direct carbon costs and possibly

increased exposure to the risk of carbon leakage for many industrial installations'*.

To conclude, a harmonised system can reduce distortions in competition between Member
States, though with increased administrative burden. While financing compensation through
free allowances would limit the impact on national auction revenues (State budget), it would
also reduce the amount available for compensation of direct ETS costs. Due to the above
shortcomings of options 2 and 3, and their low overall scoring compared to the other two
options, only options Baseline and 1 are included in the policy packages.

7.3.5. Carbon leakage groups and criteria

7.3.5.1. Lessons learned from the current system in phase 3 (2013-20)

The ETS Directive suggests that the level of carbon leakage risk depends on the extent to

which it is possible for sectors to pass through their carbon costs'®.

Currently there are de facto three categories depending on the level of exposure to the risk of
carbon leakage, with different levels of free allocation provided to them:

e Electricity production is not deemed to be exposed to the risk of carbon leakage, and
“electricity producers are assumed to be able to pass on their carbon costs in increased
electricity prices to their consumers. Therefore, electricity production is not eligible for
free allocation in phase 3.

e Sectors and subsectors which are deemed to be exposed to a significant risk of carbon
leakage are identified in the 'carbon leakage list' and are allocated allowances free of
charge at 100% of the quantity determined based on the benchmarks and the applicable
correction factor'® until 2020'%

¢ [nstallations in other sectors (not in any of the above two categories) receive a lower (and
each year decreasing) level of free allocation'™.

The ETS Directive requires that the extent to which it is possible for sectors to pass on carbon
costs should be assessed in order to determine the carbon leakage list. This objective is
operationalized by more easily measurable and quantifiable criteria due to data availability
limitations.

A sector or sub-sector is deemed to be exposed to a significant risk of carbon leakage in case
in that sector or sub-sector:

¢ the sum of direct and indirect additional costs induced by the ETS is at least 30% of gross
value added (GYA), or

o the intensity of trade with third countries is above 30%; or

¢ the trade intensity with third countries is above 10% and the costs induced by the ETS

amount to at least 5% of GVA'Y.

12 In the hypothetical case of a fully harmonised system, industry itself has estimated a need of 2.3 billion

allowances in 2021-30, or 36% of all allowances available for free allocation in this period. This would lead to a
very high cross-sectoral correction factor for direct emissions.

"% See Article 10a(14)

' Either the finear factor as foreseen in Article 10a{4) or the cross-sectoral correction factor foreseen in Article
10a(5) of the ETS Directive

" See Article 10a(12) of the ETS Directive

" Installations in sectors or subsectors not on the carbon leakage list but eligible for free allocation received
30% of the quantity determined based on the benchmarks and the applicable correction factor in 2013, and the
free allocation decreases every year resulting in 30% free aflocation in 2020. See Article 10a(f 1)
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The Directive provides that the quantitative assessment based on the above criteria may be
supplemented by a qualitative assessment based on the abatement potentlal market
characteristics and profit margins of sectors where relevant data are available'®

The Commission is required to draw up the list of sectors and sub-sectors deemed to be
exposed to a significant risk of carbon leakage (carbon leakage Iist") based on the above
criteria in five-year intervals. The first carbon leakage list'® was adopted by the Commission
at the end of 2009 and was applicable for free allocation of allowances in 2013-14. The
second carbon leakage list' '’ was adopted in 2014 and applies for 2015-19.

The lists have been determined following analyses of all mining and manufacturing industry
sectors''! against the criteria defined in the ETS Directive. The outcome is that the vast
majority of assessed sectors are on both carbon leakage lists. Both lists include activities that
collectively are responsible for more than 97% of industrial emissions covered by the ETS.
While for a sector to be on the carbon leakage list is described in the recitals of the Directive
as an exception, it has de facto become the norm.

In practice, despite the recognition already in 2008 that many industrial operators were able
to pass through at least a part of their carbon costs''?, there is very limited differentiation
among industrial sectors and almost all industrial activities receive the same treatment
irrespective of the differences in their actual needs and degree of exposure to carbon leakage
risks and in their capability to pass-through carbon costs.

A more targeted approach whereby differences in terms of exposure to carbon leakage risk 1s
reflected in differentiated allocation levels could have made it possible to limit or even avoid
the need to apply a cross-sectoral correction factor. Therefore, it is pertinent to explore the
possibility of better differentiation among sectors within the larger group that can be deemed
exposed to arisk of carbon leakage, and adjust the level of free allocation accordingly.

The ability to pass-through carbon costs into product prices for final customers has been
assessed in preparation for the ETS revision. Based on an extensive literature review of
theoretical and empirical studies (see Annex 8), it can be observed that the cost pass-through
rates are not homogenous among different products, as well as among different countries and
markets. While it may be difficult to quantify cost pass-through rates, it can be concluded that
most carbon-intensive sectors have been able to pass through at least part of the carbon costs
according to the literature and stakeholders' views' 13 The following table gives an overview

"7 Article 10a(15-16) of the ETS Directive

'%% See Article 10a(17) of the ETS Directive

9% See Commission Decision 2010/2/EU. The list was amended (i.e. additional sectors and sub-sectors were
added) three times: by Decisions 2011/745/EU, 2012/498/EU and 2014/9/EU.

"0 See 2014/746/EU: Commission Decision of 27 October 2014 determining, pursuant to Directive 2003/87/EC
of the European Parliament and of the Council. a list of sectors and subsectors which are deemed to be exposed
to a significant risk of carbon leakage, for the period 2015 to 2019 See Commission Decision 2014/746/EU
1258 sectors were assessed at NACE-4 level for the first list, and 245 for the second. The number of sectors
assessed at NACE-4 level varied only due to changes in statistical classification, ail mining and manufacturing
industries were assessed in both cases.

"2 Commission Staff Working Document, accompanying document to the Proposal for a Directive of the
European Partiament and of the Council, amending Directive 2003/87/EC so as to improve and extend the EU
ereenhouse gas emission allowance trading system:, Impact Assessment {, SEC(2008) 52).

"3 During the stakeholder consultations. energy-intensive industrial sectors have mainly emphasized the
difficulties in providing the evidence for cost pass-through. Electricity sector noted that companies able to pass
on carbon costs should be excluded from free allocation. Similatly, a number of public authorities/Member
States propose that the free allocation for such sectors are reduced or removed. NGOs claim that all sectors have
the ability to pass through costs to a certain extent. and argue for an ex-post deduction of free allowances.

fad
[§e]
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of the average estimated cost-pass-through in some industrial sectors based on a literature
review. For further details and the exact references please see Annex 8.

Table 5: Overview of cost pass through ranges found in existing literature'"

Ex-ante results ; Ex-post results
‘ . Min - Max | Min : Max
Iron and steel 6% T7% 110% 120%
_ Cement i 15% 75% 0 30%
Glass 60% 80% 20% 60%
Refineries ! 25% 75% 50% 300%
- Petrochemicals | 0% 33% 100%
Fertilizers 75% 16%

To conclude, it is noted that sectors able to pass through a significant part of carbon costs
have to bear only the remaining part of costs (i.e. the costs not passed through to costumers)
and therefore are at a lower risk of carbon leakage. In the case of sectors that can pass
through costs only to a limited extent, and therefore need to absorb most of the carbon costs,
it can be assumed that they face a higher risk of carbon leakage.

7.3.5.2. Policy options

'Baseline A': Uniform carbon leakage factor of 30% is used for all installations. In this

. . . .. . 115
option there is no need for differentiation into carbon leakage groups "~.

"Baseline B': Two groups based on cost intensity and trade intensity criteria. The binary
approach is maintained (sectors are either on the carbon leakage list or not). Criteria and
thresholds currently in the Directive (illustrated by the chart below), including the qualitative
criteria, remain.

0%

— — Thresholdsin Phase 3

0%

=
o
Fd

ON list (100%)

Trade intensity
w
g
*
1
1
t

[
2
ES

0% e m o m - e

IFF list

o
% 10% 0% 0% qo% 0% 603 70% BO% 0%
Cost intensity

Option 1. No groups, uniform carbon leakage factor. No differentiation among sectors and
activities. A uniform carbon leakage factor is used for all installations based on an estimated

"' For further details and exact references please see Annex 8.
U3 Article 10a(12) of the ETS Directive foresees an increased level of free allocation for sectors and sub-sectors
on the carbon leakage list until 2020 only.
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average cost pass-through rate. For the purpose of this impact assessment, a generic factor of
90% is assumed.

Option 2. Two groups based on emissions intensity and trade intensity criteria. The
binary approach is maintained (sectors are either on the carbon leakage list or not). Criteria
and thresholds similar to those currently in the Directive, but emission intensity and cost
intensity always regarded in combination, and the thresholds are somewhat modified, as

illustrated by the chart below’'®.

50%

e Proposad throshold
= - - Present threshald

So%

0%

ON list (100%)

Teade imensity

20M

1%

______________

OFF list
0%

q H] 10 15 0 5 0 35
Emission intensity (kg CO./ EUR GYA}

Option 3. Four groups based on emission intensity and trade intensity criteria: 'Very

high', 'High", 'Medium' and 'Low’ level of carbon leakage risk'', as illustrated by the chart

below''®.

"' As illustrated by the chart, the option builds on the current thresholds applied for the determination of the
carbon leakage list.

A sector is added to the carbon leakage list in case:

- emission intensity is above |2 kg CO2 / EUR GV A (irrespective of trade intensity), or

- emission intensity is above 4 kg CO2/ EUR GV A and trade intensity of at least 3%, or

- emission intensity is above 2 kg CO2/EUR GV A and trade intensity of at least 10%%: or

- emission intensity is above 0.3 kg CO2 / EUR GV A and trade intensity of at least 30%.

"7 "Very high": sectors with emission intensity above 9 kg CO2 / EUR GVA and trade intensity at least 20%:;
'High": sectors with emission intensity above 2 kg CO2 /EUR GV A and trade intensity at least 10% (and not in
the 'Very high' group);

'Medium'; sectors with emission intensity above 0.5 kgCO2/EUR GV A (and not in the two groups above);
'Low": other sectors.

"% For illustration purposes, the chart also indicates with a dotted red line the present thresholds in the ETS
Directive for Phase 3. As illustrated by the chart. the threshold between the 'High' and ‘Medium' groups is in
essence equivalent to the threshold currently in Article 10a{15) and applied for the determination of the carbon
leakage list (the present 5% cost intensity threshold is translated into emission intensity based on the parameters
that have been used for the assessments carried out to determine the two carbon leakage lists — see Decisions
2010/2/EU and 2014/746/EU). The threshold between the 'Very high' and ‘High' groups follows the same
approach and is intended to make further differentiation among the sectors deemed to be highly exposed to the
carbon leakage risk. Finally. a further threshold is proposed to identity those sectors for which carbon costs
represent a marginal share in their GV A: these sectors will be in the Low' group.
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Free allocation is 100%, 80%, 60% and 30% of the benchmark in the "Very high', 'High',
"Medium' and "Low' groups, respectively. Groups are formed based on the emissions intensity
and trade intensity criteria.

Option 4. Four groups based on a combined indicator resulting from the multiplication
of the emission intensity and trade intensity rates: "Very hi§h', 'High', Medium' and 'Low'
level of carbon leakage risk, as illustrated by the chart below'"”.
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Free allocation is 100%, 80%, 60% and 30% of the benchmark in the "Very high', 'High',
"Medium' and 'Low' groups, respectively

' This option also follows the present approach in terms of using the same more easily quantitiable indicators
to estimate the level of exposure to the risk of carbon leakage. The only difference to the previous option is that
it assumes a more continuous refation between the two indicators. and thus applies step-less thresholds.

The groups under this option are formed based on an indicator, which is calculated as a product of trade
intensity and emissions intensity, with the following thresholds:

"Very high”: indicator value above 2.5;

'High" indicator value between | and 2.5;

'Medium": indicator value between 0.33 and 1,

‘Low'" indicator value below .33,
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Option 5. Carbon leakage factors based on cost-pass through rates. Detailed
methodology to assess cost pass-through rates will be developed for the largest sectors, and a
default pass- through rate applied to all others. This approach results in several carbon
leakage groups.

7.3.5.3. Screening

Reflecting technological progress in sectors and better reflection of production levels are not
relevant for the options above.

Table 6: Screening of options for carbon leakage groups and criteria

Most efficient Avoid windfali profits Not increasing
installations not facing administrative
undue costs complexity
'Baseline A' -- ++ ++
'Baseline B' 0 0 0
Option 1. 0 0] ++
Option 2, 0 0 0
Option 3. ++ + -
Option 4. + + -
Option 3, ++ ++ --

The objectives of avoiding undue costs for most efficient installations and windfall profits are
interlinked. These two objectives can be achieved simultaneously via well-targeted free
allocation of allowances. Such system would also minimise the need to apply (or lower the
magnitude of) a cross-sectoral correction factor.

Windfall profits are avoided if the system provides compensation only for costs that are
actually assurmed by the operators, i.e. costs which cannot be passed on into product prices
without a significant loss of market share. A well-targeted allocation system aims to achieve
this objective. At the same time, avoiding the need to apply (or lowering the magnitude of) a
correction factor would allow the most efficient installations to get 100% (or close to 100%)
of the amount determined based on the benchmarks in sectors deemed to be at the highest risk
of carbon leakage.

Therefore, the options leading to a higher level of differentiation based on the level of risk of
carbon leakage (options 3 to 5) are deemed to deliver best results in terms of etfectiveness.

'‘Baseline B' reflects the current system, where there is differentiation between industrial
activities and non-industrial activities (mainly district heating and other services). However,
only a minor share of industrial emissions originates from sectors not on the carbon leakage
list, making the differentiation among industrial sectors very limited. This option delivers
very limited value added in increasing the focus of the allocation system to the sectors at
highest risk of carbon leakage.

[n terms of administrative simplicity, 'Baseline A’ and option | score the highest, as these
options do not differentiate among sectors and all activities receive the same level of free
allocation. These options thus do not require any assessments of sectors' ability to pass
through costs as they assume no carbon leakage lists or groups. This leads also to more
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moderate data needs'”® and administrative complexity when calculating the allocation to
individual installations.

Option 2 differs from 'Baseline B' in terms of removing from the carbon leakage list those
sectors for which carbon costs represent a marginal share in their GVA'?'. It also foresees a
lower level of allocation'®* for sectors not on the carbon leakage list (most importantly:
district heating). This would result in removing some two thirds of the 156 sectors currently
on the carbon leakage list'*. However, as the 'gross' free allocation to these sectors represents
a very small share of all industry, the overall impact is very small.

Options 3 and 4 both offer a relatively high level of differentiation among sectors based on
the same indicators which are applied in phase 3 and proved feasible to use. At the same
time, increasing the number of carbon leakage groups increases somewhat the administrative
complexity of the allocation system.

Option 5 offers the most focused approach and promises to deliver the most appropriate level
of free allocation, reflecting the individual characteristics of the largest ETS sectors.
However, it remains at this stage difficult to quantify the exact rate of costs passed through
per sectors or products, and it is uncertain whether such quantification would be feasible to
complete for the largest sectors before the start of phase 4 (i.e. 2021). In addition, it could
trigger significantly increased administrative complexity.

Therefore, while option 5 can be regarded as the most appropriate from a theoretical point of
view, its feasibility remains questionable and thus, at this stage, it is not considered in further
analysis.

7.4, Option packages

To facilitate the assessment of impacts of policy options for free allocation and other carbon
leakage measures, option packages are created combining options for all relevant elements.

The legal baseline (unchanged Directive, referred to as 'Baseline A') is complemented by
'‘Baseline B' which is based on the continuation of current rules, but would require
amendments to the Directive. This second baseline allows for easier comparisons between
policy options as 'Baseline A' does not contain any continuing provisions for important
elements such as increased free allocation for sectors deemed to be exposed to a significant
risk of carbon leakage.

Furthermore, while similar to the 'Baseline B’ option, additional 'Baseline Bbis' package is
developed, with two carbon leakage groups based on emissions intensity and trade intensity
criteria.

Based on the initial screening performed in previous section, and aiming to retain the
manageable level of complexity, three additional option packages are introduced, These
option packages are created on the following guiding principles:

» The 'Simple' package aims for minimum level of administrative burden, while
retaining the objectives of better alignment with changing production levels, and
considering the indirect carbon costs. The minimum level of administrative

0 For example, when determining the tree allocation for individual installations. there would be no need to
distinguish heat used for activities on the carbon leakage list from the heat used for other purposes, etc.

'*! Those that emit tess than 0.3 kg CO2 / EUR GVA

12 Decreasing to 0% trom 2027 onwarnds

'* In addition, sub-sectors from another 10 sectors are currently on the carbon leakage list, i.e. these 10 sectors
can be regarded as pbeing partially on the fist.
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complexity would still entail occasional data collection, in order to fulfil the
objectives and meet the strategic guidance provided by the European Council on 24
October 2014.

e The 'Targeted' package is based on policy options aiming to ensure that the most
efficient installations are not facing undue costs, while, at the same time, avoiding
windfall profits. This should be achieved by providing an optimal level of free
allocation (regularly updated benchmarks, 2 allocation decisions, 4 carbon leakage
groups) and compensation for indirect costs to installations on a mandatory basis. It
can be noted that the 'Simple’ and Targeted' packages could be considered as a trade-
off between main guiding principles, as most of the policy options used for Targeted'
require intensive data collection.

¢ The third package, 'Limited changes', uses a more conservative approach in trying to
achieve the operational objectives, while building upon the current rules. This
package therefore entails only moderate changes compared to '‘Baseline B’, instead of
more ambitious exercise presented in ‘Simple' and 'Targeted' packages. The 'Limited
changes' mainly concerns the number of allocation decisions (two instead of one per
phase) and the number of carbon leakage groups (4 instead of 2).

The table below summarises the main features of the option packages.

L)
oo




‘yFnong passed jol $1500 J0 [2A3] NRIA] o1
sopn1 djqeaijdde Awasaad sy) jo jnds ay yiim 1) Ul SUONAWINSSE SWOS YIM SI[NT JUILING Jo uonmjodenyi .,
"PASUBYIUN SARRILT SLA WAL

{+ uondo)

RLIILID DPRA pur A)ISUITU UOISSIWIT
S0 UCHED0([B

pax1} yitm Anprqudea yBnoay

ssed 1503 01 Fuipiodor sdnosd

(1 vondo) sanudass
UOTIDNE WO SRS JAGUII A
£q woddns jerousuny Qowpuey

(g auraseq,) (dea

Ay} JO %, $77 "9°1) SINOUIE PIXL 12A1952) JUEIIUD MIN]
{z uondo) (suondatp Ylog)

sofury? paaa) uorenpold e IuFIs Jo) swaunsnipe
{RDUIUY “YoED SIBK G IO} SISI0I3X3 SN deedas 7

(+ uondo) miep uar uo paseq

(tWIN-plu pue |70z 210J2q) saepdn om

pandie]

(¢ uondo)

BLINID OPTIY PUR ARSUIIUE UOTSSTIE
2171 UOTIRIO[|®

paxiy Yyum Anpiqudes yinong

ssed 1500 o1 Suipiodoe sdnoaf ¢

(Sa[M1 PiE s
011320gns) uonesuadwon rroney

(.g aurpaseg,) (des aq1 Jo

Fy TR TO1) QOPHEN SOUILU 95 13AI35T JUBIIUS MIN]
{z uvondo) (suonoanp yioq)

souey> 1943 uonanpoad weaLudis Jo] swsunsnipe
[ENUUY "E2B SIE3A § JO] SISIDINXA SN miedas g

(.g auijasrg,)
PIED {121 U0 PAseq [ 70T 210J3q 20uQ

safluepd panur]

(1 uondo) papasu RLIILD ON

ozt (1T 107 3506 "8-9) anyea

meyap £q p1aajal yanosy passed
J0U S1502 JO 3,00, ‘sdnosf oN

(sa{na1 piv 21018
o1 11ofgns) vonesuadiiod [EUOIIEN

{1 nondo) STURNUD MDU I10] I[QRJIRAR

SUONESSD W0I] SIOUEMOY[E Aq paysiuapdal (dea 2 Jo
oA T'E0 L) ODFYTN SNUIU 256 19AI9S3 UL MAN
(1 vonde) (umop pur dn

SUOIIRLED Yloq) SATUBYD (949 uononpoad juesiuFIs
10] sy isn(pe [eouuy s1£ Q1 10] 281913%3 SN |

(1 vondo) wautdojoasp

earfojougasl 127121 01 a8etuadiad ulojiun
awes e £q san[ea yrewysuaq e sumonpay

apdung

{z uondo) ¢ asTy ] U ST SpjoysaIy)
pUE BLIDILID PAJIPOW IRIMINUOS
pasodxa-H uou - 30E e
PAsod¥a-D - 00T ¢

:sdnoud z

(sa[nJ pie Jjeis
01 12alqns) uonesuadwod [EUOTIRN]

{,g atjaseq,) (SIUCNUI mau 10] apqefiear ded 3 jo
9 TR 271} QOFUAN SNUIL 856 10ATISI JURIIUS MIN
(,g suijaseq,) suonessad (jenied) pue safueys
Anoeded 10§ sagns sweg (SI£ (] J0J 9S1019%3 SWIN |

{.g swjaseg,)
TRp [ED1 UC PAstq | ZOT7 910)aq 20UQ

BLIANED
adeyeaf uogred jo yuaunsnipe
GIIA PANUPUED SA[NT HIALIND

151 ¢ JUIASRY

g aseyd
Ui SB SPIOYSAIY) pup BLIAIHD Wrg)
pasodxd-ID uou - 40 e

pasodxa-1D - 25001 *
isdnod ¢

(sapnJ p1e S
01122[qns) uonesuadiiod [eUoNEN

(StenU mou 10} Hqeiean dea aq) jo

o4 1" €80 "3 T) QOCHIN STIUIW 346 1DAISAL IUEIIUD MaN
suonessad ([eiaed) pue safuryo

Airanded 10] sapn sumeg s14 (3] 10J 351019X3 SN 1

?Ep 731 U0 PASRQ [ 77 210Jaq 29UQ

PAnNUNHUEed SHNT JUHIIMN))
g aumaseg]

&T1

PAPAdU BLIDILID ON
112 304 950¢ “sdnoad opN

(so[na pie a1e1s
o1 139[gns) uonpsuadod [cUCHEN

SISEAIUL Jaa2} uonanpoad 10y siuaunsnipe o
SUQMNESSad (riumd) pUE §2INS01Y “SUOINPaI
Knordes doy sapni oweg 14 01 JO) 9SI0IAXI SWIN |

syrewyauaq Junsixa ‘wepdn oN

pr PAFUTGOUN
AT 1Y AUPSRY

saper
yanoayj-ssed 1507y / vLIID
pue sdnoid aZeyea | UoqIEe))

uoresuadiod 1803 JraIrpuy

syuenua
AU J0J JATISAT PUR S[IAI] UCHINPOI]

azepdn yaewgituag

ageyped vondo Hijog

a3y ea] uoqaed Jo ysu ) Fuisseappe 103 sadeyoed uond() iz sqey,

PINWIT SIH




ETS Limited

7.5. Analysis of impacts

The impacts of option packages presented in section 7.4 are compared to 'Baseline B

assessed in terms of achieving operational objectives.

and

7.5.1. Direct and indirect effects

Free allocation and addressing the risk of carbon leakage directly affect primarily industrial
installations covered by ETS and EU Member States' budgets. The amount of allowances
allocated to companies for free has an effect on their cash-flows and profit margins. As free
allocation decreases total carbon costs for the companies, it can be argued that free allocation also
indirectly affects companies' clients and final consumers, depending on the ability of each
element of the supply chain to pass through the carbon costs downstream. Due to multiple
variables and uncertainties, however, it is not possible to quantitatively assess these latter effects
and they will not be taken into account in the further analysis of impacts.

Instead, the analysis will focus on the economic perspective, in terms of competitiveness
considerations for industrial installations, as well as environmental and social impacts.

The administrative burden associated with the free allocation modalities affects operators,
Member States’ competent authorities implementing the EU ETS Directive and the European
Commission.

The majority of installations under the EU ETS are in the energy intensive industries with market
structure characterised by large enterprises.

7.5.2. Environmental impacts

The environmental outcome of the ETS is determined by its overall cap and the EU ambition to
reduce GHG emissions by 43% in the ETS sectors by 2030 as determined by the Commission
Communication on the 2030 climate and energy framework and endorsed by October 2014
European Council. In the EU ETS there is a predefined maximum amount of emissions allowed,
corresponding to allowances, to ensure the attainment of the foreseen emission reductions.

EU policies may impact on the climate and other policy choices of third countries. However, this
is not a pertinent impact for free allocation, since, as outlined in Commission Communication
"The Paris Protocol — A blueprint for tackling global climate change beyond 2020"8, the EU's
Intended Nationally Determined Contribution (INDC) is a binding, economy-wide emission
reduction of at least 40% by 2030 compared to 1990, which includes the sectors benefitting from
free allocation. In this sense, any options for the modalities of distribution of free allocation are
not likely to impact directly or indirectly the policy choices of third countries. The general setup
of the EU ETS, and the benchmarking system in particular, has served as input for the design of
other emissions trading systems worldwide. In this sense, the policy choices made for free
allocation in phase 4 may have environmental implications in third countries. Nevertheless such
impacts can hardly be quantified and hence cannot serve as a basis for comparing option
packages.

117 'Baseline A’ reflects the current text of the ETS Directive, and is the "legal’ baseline. '‘Baseline B' takes into
account the current ETS Directive and assumes that current rules will continue beyond 2020, in line with the spirit of
the Directive. As such. this is a ‘pragmatic” baseline. This is the primary baseline for the impact assessment.

¥ COM(2015) 81
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Many installations covered by the ETS emit significant amounts of air pollutants, mainly as a
result of fuel combustion processes. Therefore, some correlation between CO; emissions and
emissions such as NOx, SOx and particulate matters can be assumed. Nevertheless, as the overall
emission reduction goal is not affected by the policy choices on free allocation, no differences in
impacts on air quality between the option packages can be expected.

To conclude, the option packages show no markedly different impacts on the GHG emissions, as
the overall environmental goal remains unchanged irrespective of the exact methodology to
allocate allowances for free.

7.5.3. Economic impacts

Detailed modelling of the economic impacts, including sectoral impacts, has been conducted in
2014'*° The analysis concluded that free allocation of allowances would be an effective means of
reducing the risk of carbon leakage and preserve the output of those industries. It also notes that
understanding of different levels of cost pass-through is needed to elaborate carbon leakage
measures that provide adequate safeguards, but avoid over-compensation of industry for costs
recovered in the market.

To illustrate the order of magnitude of the economic impacts of free ailocation modalities, it is
noted that the total amount of allowances available for free allocation in 2021-30 is estimated to

be about 6.3 biilion allowances, which could amount to some €150 billion'*.

7.5.3.1. Competitiveness

The purpose of free allocation is to address the costs which installations included in the ETS may
be facing due to the ETS which may be putting them at disadvantage vis-a-vis international
competitors that do not face comparable climate policy costs. If installations in third countries
face such costs, for instance as a result of the conclusion of an international binding agreement on
climate change or the implementation of climate policies at national level, it could level the
playing field with EU competitors. Other countries may also combine carbon costs with some
degree of free allocation or similar measures. However, the more countries taking action against
climate change, the less there is a necessity for individual countries to provide for free allocation.

The carbon price is not directly impacted by modalities for distribution of free allocation, as the
total amount of allowances available (the cap) is not affected by the modalities of allocation
(auctioning or [ree allocation). The carbon price is rather influenced by other factors, such as the
surplus of allowances in the system, the level of industrial production, level of emissions, etc.

Therefore, the total carbon costs at macro level are determined by the 40 % overall GHG
reduction target, and the specific 43% reduction target for the ETS. The effects of these targets
have been studied in the impact assessment for the Climate and energy policy framework 2030.

The different choices about free allocation and other carbon leakage measures can be regarded as
largely a zero sum game: whenever one sector faces less cost, other sectors have to face a
correspondingly higher cost.

The impacts of option packages on the competitive position of ETS sectors have been analysed
and compared to the outcome under 'Baseline B!, Other factors affecting competitiveness, but

12 See Impact Assessment for the 2030 Climate and Energy Framework (e.g. Section 5.1.4.).

40 Calculated with the allowance prices estimated in the "EU Energy, Transport and GHG emissions Trends to 2050
- Reference scenario 2013 (http://ec.europa.eu/clima/policies/2030/docs/eu_trends_2050_en,pdt)

M Please see the more detailed analysis results in Annex 6.
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not related to the EU ETS (e.g. global change of demand and trade patterns, labour costs, access
to finance and capacity to invest etc.) are not analysed since they are independent from the ETS
revision.

The potential financial impact on sectors depends on the carbon price, level of free allocation, the
future emissions from production and the extent to which carbon costs can be passed through in

. s
product prices to consumers'**,

In general, it is concluded that the 'Simple' option package offers a similar level of free
allocation as 'Baseline B' and 'Baseline Bbis' for the industry sectors on the carbon leakage list.
There are some limited differences among sectors in terms of level of free allocation compared to
'‘Baseline B', because the flat-rate benchmark value update can have different effects for different
sectors, due to varying rates of emission intensity reductions as a result of technological
improvements and investment cycles.

At the same time, the 'Simple' option package would lead to significantly higher levels of free
allocation than 'Baseline B' for those industry sectors not on the carbon leakage list, and for other
activities eligible for free allocation (mainly district heating, but also some other services).

'Baseline Bbis' would reduce the number of sectors eligible for increased level of free allocation,
but still lead to similar levels of free allocation as 'Baseline B'. It would also entail some
redistribution from the sectors not on the carbon leakage list to those on the list: industrial sectors
on the carbon leakage list could receive a somewhat higher level of free allocation at the expense
of lower level of allocation (0% from 2027 onwards) to other sectors, most importantly to the
district heating sector.

For the 'Limited changes' and the 'Targeted' options packages the level of free allocation
compared to 'Baseline B’ highly depends on which carbon leakage groups133 the given sector is
classified. Both packages lead to a significantly higher level of free allocation than 'Baseline B’
for the sectors and sub-sectors in the "Very high' carbon leakage group, mainly because it's
estimated that there would be no need for a cross-sectoral correction factor under these two
option packages.

For sectors and sub-sectors in the 'High' carbon leakage group, the total amount of [ree allocation
in phase 4 under these two option packages would be similar to allocation under '‘Baseline B' as
the difference in carbon leakage factors'®* (80% instead of 100% under 'Baseline B') is estimated
to be in the same order of magnitude as the average cross sectoral correction factor estimated for
'‘Baseline B' over phase 4. The distribution of free allocation received within the period would be
different though: somewhat lower level of free allocation at the beginning of phase 4 under these
two option packages compared to 'Baseline B', and vice versa towards the end of the phase.

2 OECD study found that substantial cost pass-through of EU ETS allowance price is found in the empirical

[iterature, both in electricity and manufacturing sectors. Especially in electricity markets, cost pass-through rates to
wholesale prices are found to lie between 6(% and larger than 100%. In manufacturing, the extent of cost pass-
through is varied. Pass-through rates found in the fiterature vary between 0% pass-through for UK glass production
to 20% in ceramics, and more than 100% in iron, steel, chemiculs and refineries. This implies that in all markets
investigated, producers do not bear the full carbon costs and that in most markets investigated, producers can pass on
i large share of the carbon cost to product prices and do thus not bear more than a minor share of carbon costs. For
details, please refer to Arlinghaus, J. (2013), “Impacts of Carbon Prices on Indicators of Competitiveness: A Review
of Empirical Findings™, OECD Environment Working Papers. No. 87. OECD Publishing, Paris.

" Very high, High, Medium or Low

' The carbon leakage factors define what percentage of the 'gross’ free allocation sectors in the given carbon
leakage group receive
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For sectors and sub-sectors in the 'Medium' and 'L.ow' groups, the level of free allocation will be
lower (‘Medium' group) or significantly lower ('Low' group) than under 'Baseline B' provided that
these sectors (or sub-sectors) would be on the carbon leakage list under ‘Baseline B'. If they are
not on the carbon leakage list (i.e. in the case of district heating and some other sector not on the
carbon leakage list), the level of free allocation under 'Limited changes' and the 'Targeted' option
packages would be similar for the 'Low" group and higher in the 'Medium' group compared to
'‘Baseline B'.

More detailed analysis results on sectoral effects are presented Annex 36.

7.5.3.2. Administrative burden

Not increasing administrative complexity is an operational objective relevant for all elements of
the option packages. For the purposes of this impact assessment, the level of administrative
complexity was quantified using the EU Standard Cost Model, complemented with qualitative
expert judgment. In particular, the costs were estimated separately for the data collection needed
for NIMs exercises, annual adjustments for production level changes compared to baseline
(capacity changes and cessations); and financial compensation for indirect emissions.

The underlying methodology and detailed calculations are presented in Annex 7.1. In conclusion,
the option packages 'limited changes' and 'targeted’ lead to higher costs compared to 'Baseline B’
(82 million € for limited changes' and 110 million € for "Targeted'} reflecting a higher level of
administrative complexity (due to additional NIMs exercise). The annual adjustment for
significant production level changes is not expected to trigger substantial additional
administrative costs as they replace the activities required for 'Baseline B' (capacity changes and
partial cessations). For that reason, the administrative costs of the "Simple' package' and 'Baseline
B' are not expected to differ significantly. The 'Targeted' package shows the highest
administrative complexity due to the mandatory financial support for indirect cost compensation.

7.54. Social impacts
7.5.4.1. Employment

The analysis of social impacts has been conducted (presented in detail in Annex 7.2), concluding
that the estimated impacts across different option packages are limited in nature.

Total employment impact has been estimated by considering whether the additional costs are
absorbed by the manufacturing sectors, or are being passed through in higher prices, resulting in
decreasing sales (i.e. not absorbed by the sector).

For the option packages 'Simple’, 'Limited changes' and Targeted', small positive impacts on
employment compared to '‘Baseline B' are expected in the order of magnitude of up to 5000 jobs,
representing an increase of 0.1%.

The employment impact of 'Baseline A' is slightly negative reflecting the additional cost for
companies.

In the lower estimate case, where all absorbed costs are reflected in changed profits, the total
employment impact will reflect the consequences of the costs passed through. In this case the
employment impacts are even more negligible.

7.5.4.2. Energy prices for households

The impacts on the energy prices for households were also assessed (Annex 7.2).
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Overall, the estimated impacts of the 'Simple’ and 'Limited changes' option packages as well as of
'‘Baseline A' compared to 'Baseline B' are reductions in heat prices of € 0.77/GJ (almost 3% of
baseline price) for 'Simple’ and less significant reductions for 'Limited changes' and 'Baseline A'.
Only the Targeted' package is expected to lead to an increase in heat prices of € 0.22/GJ (0.8% of
baseline price).

The 'Simple’ option package results in the highest reduction due to the significantly more
generous carbon leakage factor compared to 'Baseline B' which outweighs the effect of a reduced
benchmark value. The limited cost reduction for ‘Limited changes' and 'Baseline A' results from
the fact that no cross sector correction factor is expected for these options.

The ‘Targeted' option package only grants very limited free allocation to district heating due to
the declining carbon leakage factor which is on average only 9% in phase 4.

7.5.5. Comparing the options

In the following assessiment step, in addition to the quantified impacts, the operational objectives
as described in section 7.2 are used to compare the option packages.

7.5.5.1. Quantified environmental, economic and social impacts

No significant differences of the policy option packages in environmental impacts including
GHG emissions and air pollution have been identified as those impacts are mainly determined by
the emissions cap and to less extent the predefined auctioning share.

Two main social impacts have been assessed. Regarding impacts on the level of employment, no
significant differences between policy option packages and 'Baseline B’ have been identified.
However, '‘Baseline A’ could lead to a limited risk of job losses.

With the exception of the 'Simple’ package, no significant impacts on prices for district heating
have been identified. The 'Simple' package is expected to lead to lower prices in the order of
magnitude of 3% of the baseline price. Only for the ‘Targeted' package, a limited price increase of
0.8% is estimated.

Overall for social impacts, differences between the options packages are rather small, but the
'Simple' package could be considered as slightly better than '‘Baseline B' due to the positive
impact on district heating prices for households. 'Baseline A’ could be ranked below 'Baseline B’
due to a somewhat higher risk of job losses, while '‘Baseline Bbis' and the Targeted' packages
could be regarded as less beneficial due to slightly higher district heating prices. The Limited
changes’ package shows no significant difference compared to 'Baseline B'.

7.5.5.2. Reflect technological progress in industry sectors

The Targeted' package reflects technological progress in the benchmark values more closely than
other packages due to the sector-specific approach and the two benchmark value updates (prior
and during the period). However, there may be trade-offs of reflecting technological progress and
fully preserving incentives to innovate, as too short-lived advantages from innovation may
discourage such innovation in the first place.

The 'Simple’ package reflects progress with a flat-rate percentage used on all benchmark values
and may therefore score better to fully preserve incentives to innovate. At the same time, this
simple approach to update benchmarks cannot account for differences in sectors in terms of their
historic ability to reduce GHG emissions. Such differences could be driven by the share of
process emissions of individual sectors. A flat-rate figure could in tum be adjusted to account for
process emission intensity of sectors.
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‘Limited changes', 'Baseline B' and 'Baseline Bbis' imply an update of benchmarks prior to 2021,
This allows for a reflection of technical progress made by then. However, technical developments
after this update cannot be considered. Therefore, these packages can be ranked between
‘Targeted' as the best package and 'Simple’.

‘Baseline A' does not reflect technological progress at all as no benchmark updates are part of this
package.

7.5.5.3. Fully preserve incentives for industry to innovate

The benchmarking approach with allocation based on ex-ante production data, which is the basis
for all policy option packages including both baselines, ensures that incentives for innovation
towards low-carbon technologies are preserved.

To fulfil the objective of retaining the incentives to improve electricity-efficiency by electro-
intensive industries, it is important that compensation for indirect emissions should remain
limited . As discussed above (see section 7.3.4.2), this can be ensured to different extent by all
option packages, for example through the use of consumption benchmarks.

Furthermore, 'Limited changes' and 'Targeted' offer the highest assurance that new entrants and
investments will get needed allowances, and thus provides highest incentives for investments as
the reserve is supplemented by allowances from cessations.

It can be noted that 'Baseline A’ preserves incentives for industry to innovate via the phasing out
of the preferential treatment of sectors deemed at high risk of carbon leakage.

Finally, there are no significant differences between 'Baseline B' and 'Baseline Bbis' in this
regard.

7.5.5.4. Most efficient installations do not face undue carbon costs leading to carbon leakage

To ensure that the most efficient installations do not face undue carbon costs leading to carbon
leakage, it is important that those instailations that can operate at a carbon-efficiency level close
to the applicable benchmarks receive a level of free allocation that covers their carbon costs
which are not passed through to consumers. This can be guaranteed by a high carbon leakage
factor (close to 100%) for sectors not being able to pass through a significant part of their carbon
costs (and lower for sectors that can pass through some of the costs) in combination with no
substantial cross-sectoral correction factor. High carbon leakage factors are part of the option
packages except 'Baseline A', and the cross sectoral correction factor is expected to be avoided
(or very small) under option packages Limited changes', Targeted’ and 'Baseline A'. The
estimated average (over the period 2021 — 2030) cross-sectoral correction factor for 'Simple' is
some 5-10% and 10-20% for 'Baseline B' and 'Baseline Bbis'.

The benchmarking approach in general leads to a low risk of undue carbon costs for the most
efficient installations as those de facto set the benchmark values. However, the 'Simple’ package
is not sector-specific (reducing values of 2007-08 benchmarks by a flat-rate percentage) and
some sectors might not be able to reduce their emissions to the same extent as others. Examples
are activities with a significant share of CO; process emissions, e.g. lime and cement production
(see also above), which could be addressed in the design of the flat-rate approach. Therefore, the
other two packages and 'Baseline B' with their sector-specific benchmark updates score better to
ensure that the most efficient installations can operate at benchmark levels.

As no update is foreseen for '‘Baseline A', it can be expected that during phase 4 a high number of
installations will be able to operate more efficiently than the benchmarks based on 2007/8
performance data.
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As part of the Targeted' package, mandatory financial support to compensate for indirect costs
(passed through carbon costs of electricity production) would minimise the risk that the most
efficient installations of electro-intensive sectors could face undue carbon costs. An optional
national approach is less effective for the operational objective to avoid undue carbon costs for
the most efficient installations. However, this is only valid for the limited number of ETS sub-
sectors with very high relative electricity consumption.

To conclude, the 'Targeted' package offers a range of elements to ensure the most efficient
installations do not face undue carbon costs. 'Limited changes' address indirect costs to a lesser
extent, but has a clearly higher capability to avoid undue costs for most efficient installations than
‘Baseline B' (no need for cross-sectoral correction expected). 'Baseline Bbis' leads to similar
results as ‘Baseline B'. The 'Simple' package contains a flat-rate benchmark update which could
potentially lead to undue costs for most efficient installations in some sectors, where the
benchmark value is reduced more than what the sector was able to reduce emissions and pass
through costs in practice. '‘Baseline A' could hardly avoid undue costs due to the lack of specific
carbon leakage provisions and a low level of free allocation for all sectors.

7.5.5.5. Better alignment with production levels

The 'Limited changes' and 'Targeted' packages ensure a very high level of alignment with
production levels as they use two baseline periods, thus avoiding that allocation at the end of the
period is based on more than a decade old production data. Furthermore, they allow annual
adjustments for changing production levels in both directions, i.e. both packages foresee
ailocation for significantly increased production even without a capacity increase.

For the 'Simple' package, the alignment with production Ievels is better than for 'Baseline B' due
to the annual adjustments for changing production levels in both directions, However, only one
NIMs exercise for 10 years is part of this package.

‘Baseline B' only allows adjustments for production level decreases (partial cessation rules) and
significant capacity increases.

Baseline A does not ensure an alignment with production levels, it only provides for correction in
case of production decreases. This package does not foresee corrections in case of increased
production, not even in case capacity is increased.

7.5.5.6. No increased administrative complexity

The administrative complexity is reflected by the estimated administrative costs of the policy
option packages. Some option packages lead to higher costs. .

The option packages 'Limited changes' and 'Targeted' lead to higher costs compared to 'Baseline
B’ (and 'Baseline Bbis') indicating a higher level of administrative complexity (additional NIMs
exercise). The administrative costs of the "Simple’ package' and '‘Baseline B' are not expected to
differ significantly as both packages are based on one NIMs exercise and the annual adjustment
for significant production level changes is not expected to trigger substantial additional
administrative costs, as they replace the complicated procedures required for '‘Baseline B' in case
of capacity changes and partial cessations.

Another element which could impact on the administrative complexity is the number of carbon
leakage groups. Any differentiation requires more data from installations, especially from
installations exporting or using heat for several activities. In this respect, the 'Simple' package (no
groups) can be considered easier than '‘Baseline B' (two groups), and in particular easier than the
'Limited changes' and 'Targeted' packages (four groups).
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The Targeted’ package foresees mandatory financial support to compensate for indirect costs.
This could lead to higher administrative complexity compared to the other policy option packages
(including the baselines), although some reduced burden can also stem from a more common
approach. However, the related costs are difficult to quantify as they highly depend on the
decision of the eligibility of sectors. Nevertheless it can be concluded that the Targeted' package
shows a lower capability to avoid increased administrative complexity compared to other
packages.

Overall, regarding the operational objective of no increased administrative complexity, the
'Simple’ package can be regarded as better than 'Baseline B' (advantages concerning data needs
for carbon leakage groups). The ‘Limited changes' is expected to lead to higher costs and shows
higher complexity on carbon leakage groups than 'Baseline B'. In addition to these disadvantages,
the Targeted' package is expected to trigger additional complexity to deal with indirect costs.
This package is therefore considered even more complex than 'Limited changes'.

To note that 'Baseline A' offers the lowest administrative complexity as no data collection is
required either for benchmark updates or carbon leakage assessments.

7.5.5.7. Avoid windfall profits

Windfall profits are avoided if the allocation system provides compensation only for costs that
are actually assumed by the operators, i.e. costs which cannot be passed on into product prices
without a significant loss of market share to installations in third countries which are not subject
to similar carbon pricing. A well-targeted allocation system aims to achieve this objective.

The 'Limited changes' and 'Targeted' packages are highly targeted with their four carbon leakage
groups and benchmark values reflecting updated performance data, and thus these two option
packages represent a lower level of risk of windfall profits than Baseline B'. In addition, the
‘Targeted' package is more capable to avoid windfall profits than 'Limited changes', as the
benchmarks reflect more recent technological progress in the second half of phase 419

On the contrary, in the 'Simple' package (with no differentiation of cost pass through capabilities
and emission abatement potentials'>®) the risk of windfall profits in certain sectors is higher than
'Baseline B' (two groups and differentiated benchmark update).

A very low risk of windfall profits can be noted for ‘Baseline A" due to the low level (30%) of
free allocation in all sectors.

Furthermore, the high level of alignment with production levels of the 'Limited changes’ and
'Targeted’ packages lead to a lower risk of windfall profits from overestimated production levels
for those two packages. The 'Simple’ package allows such adjustments to a lesser extent, but is
still somewhat better in that respect than 'Baseline B'.

'Baseline Bbis' leads to similar results as '‘Baseline B'.

To conclude, the Targeted' package offers a range of safeguard measures to avoid windfall
profits (high level of carbon leakage risk differentiation, benchmarks reflecting recent
performance during the period and high level of adjustments to production level changes).
Similar to 'Targeted’ in terms of avoiding windfall profits, 'Limited changes' differs mainly
because of not containing a benchmark update during the period. The 'Simple' package lacks

'35 As a result of the mid-term update of benchmark values

1% The benchmark values of the 'Simple’ package risk wind fall profits in some sectors benefiting from technicai
progress exceeding the uniform improvement rate.
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important elements to avoid windfall profits, namely a differentiation for the capability to pass
through costs (through carbon leakage groups) and sector-specific benchmark updates. 'Baseline
A' prevents windfall profits to a high degree as no installation receives more than 30% of the

‘eross’ free allocation.

7.5.5.8. Concluding remarks

Error! Reference source not found. summarises the comparison of policy option packages
based on the explanations given in the previous sections.

Table 8: Overview of assessment of policy option packages compared to 'Baseline B'

Operational objectives Baseline A | Baseline B Basel-l ne B Simple Limited Targeted
bis changes
Technological progress _ 0 0 ) 0 t
reflected
Incentives to innovate fully 0 0 0 0 0 )
preserved
No undue costs for most
RO . - 0 0 - ++ ++
etficient installations
Better alignment with
production levels N 0 0 * A +
No increased — 0 0 . i _
administrative complexity
Avoid windfall profits ++ 0 0 - + ++

'‘Baseline A’ scores well on three of the operational objectives, but fails to deliver on the reflection
of technical progress, avoidance of undue costs for the most efficient installations and a better
alignment with production fevels. In addition, the low rankings for social and economic impacts
of this legal baseline option allow the conclusion that EU action (amending the existing
Directive) would have an added value.

'‘Baseline Bbis' leads to similar results as '‘Baseline B', but is estimated to lead to marginally
higher levels of free allocation to industry at the expense of somewhat higher district heating
prices.

The assessment shows that there is an important trade-off between administrative simplicity and
targeted allocation to avoid undue costs for most efficient installations and windfall profits. The
'Simple’ package offers on the one hand — as the name suggests — an allocation system with the
lowest administrative complexity of all options (except 'Baseline A' not requiring any data
collection). On the other hand, the lack of differentiation triggers risks of undue carbon costs for
the most efficient installations in some sectors and risks of windfall profits in some other sectors.
The 'Targeted' package and, to a somewhat less extent, Limited changes’ minimise these risks at
the price of higher administrative complexity.

Considering all six operational objectives, the 'Simple’ package can be considered as marginally
better than 'Baseline B'. Beside its simplicity, this package allows for a better alignment with
production levels and offers the advantage of lower district heating prices (positive social
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impact). However, as mentioned above, the rather un-targeted approach, leading to a higher risk
of windfall profits, can be considered as a clear drawback.

A direct comparison of the 'Limited changes’ and Targeted' packages show that both have similar
advantages. However, regarding the reflection of technical progress and the avoidance of undue
costs for most efficient installations and of windfall profits, Targeted' scores better. The 'Limited
changes' package is considered as less administratively complex. Finally, it can be noted that for
the Targeted' and 'Baseline Bbis' packages a limited negative social impact is foreseen due to the
price increase of district heating.

8. LOW-CARBON FUNDING MECHANISMS

The Impact Assessment of the 2030 climate and energy framework indicated that significant
investments will be needed in the EU in the period through 2030 related to energy system
modernisation and to reach the proposed objectives of the 2030 climate and energy framework.
According to the Impact Assessment, the investments related to meeting the 2030 objectives
would be higher relative to GDP for lower income Member States, reflecting their relatively
higher carbon intensity, lower energy efficiency and more limited financial resources. Lower
income Member States may face general and financial barriers to mobilise the required
“investments which may prevent them being fully financed by the market. Less liquid local
financial markets, high risk profile and limited creditworthiness of several key actors limit the
potential to finance the needed investments without public support. Realising the emission
reductions in the lower income Member States could thus contribute to cost-effective reductions
from a European perspective. It could also contribute towards the priorities of the European
Energy Union with a forward looking climate policy that aims to create more sustainable, secure,
competitive and affordable energy for both citizens and businesses.

In this context, the European Council has agreed that a reserve of 2% of the allowances in the EU
ETS will be set aside between 2021 and 2030, and the proceeds from this reserve will be used to
create a Modernisation Fund to support the EU Member States with lower income (with GDP per
capita below 60% of the EU average) in improving energy etficiency and modernising their
energy systems, while ensuring simplified arrangements for small scale projects. Furthermore, the
existing option for low-income Member States to allocate free allowances to their power sector 18
to be continued, up to a maximum of 40% of their allowances before redistribution is taken into
account. Such investments will need to be aligned with European climate and energy policies and
where State aid is involved; the support will be subject to State aid control.

In addition, the ETS Directive supports low carbon innovation in the form of support for
renewables and carbon capture and storage through the existing NER 300 mechanism.
Recognising the continuing importance of European technological development, the European
Council agreed to widen EU support to also include industrial innovation as part of the 2030
framework. To this end, it was agreed to set up an Innovation Fund with such an extended scope
and the initial endowment increased to 400 million allowances.

This chapter of the impact assessment analyses the relevant options for the implementation of
these low carbon funding mechanisms at the level of the ETS Directive, building on existing
experiences.
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8.1. Innovation fund

8.1.1. Problem definition

In order to reach its long term decarbonisation coalsm, the EU needs to step up its efforts to
g g p up

rapidly introduce new low carbon technologies to the market. An innovation-driven transition to a
low-carbon economy not only contributes to the EU climate objectives but offers opportunities
for growth and jobs. This has been recognized in the EU’s framework strategy for a resilient
Energy Union with a forward looking climate change policy'®®, which highlighted as key
priorities for research and development renewable energies and CCS for the power sector and
industry. To reach the EU objectives, further efforts are needed to support innovative low carbon
technologies and processes in the demonstration phase, which is a crucial step towards
commercialising and deploying them.

At the end of 2014, the Special Task Force (Member States, Commission, EIB) on Investment '’
report indicated that while the EU remains a world leader in a number of medium- and high-
technology sectors (including clean energy technologies), the EU position is increasingly being
challenged by our global competitors, such as USA and China. As indicated in the report, an
increasing number of Member States have started to cut back direct public R&D spending in their
fiscal consolidation efforts. Complementary action at EU level is an effective way to maximise
the development of highly innovative, low-carbon demonstration projects through EU-wide
competition. Therefore, the Commission has identified the expansion of renewable energy and
resource etficiency as well R&D as priority areas of the European Fund for Strategic Investment
(EFSI) that will generate EUR 315 billion of additional investment in the EU in the next three
years. These efforts could be complemented by using revenues generated through the sale of EU
ETS allowances to promote cost-effective emission reductions in line with the aim of the ETS.

This impact assessment analyses how to design the Innovation Fund to enable highly innovative,
low-carbon first-of-a-kind (FOAK) projects in the European energy and industry sectors to
support innovative low carbon technologies and processes, especially in the demonstration phase.

8.1.1.1. Underlying drivers of the problem

Together with the price of EU ETS allowances, the need for companies to remain competitive
and to develop new products incentivises the development of innovative [ow-carbon
technologies. Irrespective of the level of the carbon prices, the ETS by itself may be insufficient
to drive investment in R&D and trigger pre-commercial demonstration phase of new low carbon
technologies, thus additional support may be needed. Other factors such as the high inherent level
of technological risk can contribute to this. Still, the long-term development of the carbon price
will be a key driver for the projects to be effectively supported by the Innovation Fund. The
prevailing low carbon price has further underlined the need for public support for highly
innovative technologies necessary to achieve emission reductions.

Innovative technologies, notably those involving FOAK projects, face considerable risks and
often require public financial support to make the transition between R&D and commercialisation
to overcome the so-called "valley of death”, i.e. the transition between R&D and market uptake,
when new products have to be produced and tested at commercial scale for the first time. The risk
profile of demonstration investments in low carbon innovations is often too high to attract

"7 In line with the EU Roadmap for moving to a competitive low-carbon economy. COM(2011) 112 final

% http:/fec.europa.eu/priorities/energy-union/docs/energyunion_en.pdf

9 hup:fec.europa.ew/priorities/jobs-growth-investment/plan/docs/special-task-force-report-on-investment-in-the-
eu_en.pdf
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conventional commercial finance and there is a considerable technological risk relating to
construction and implementation of new technologies for industrial-end users. Once the
technologies are proven and performance is validated, the market can provide private finance to
scale up the technologies and to commercialize them.

Most EU energy-intensive industries and low-carbon energy sectors have developed sectoral
2050 low-carbon roadmaps, identifying promising future technologies to decrease CO2
emissions™’. However, in an uncertain environment many companies might be reluctant to
commit to innovation cycles, which put notable strain on their human and financial resources, and
are a liability on their balance sheets. This uncertainty, in particular during the construction
phase, forms a financial barrier for both small companies, who often suffer from a lack of access
to capital, and large ones, who may lack sufficient financial incentives in the decision-making
process to justify innovative and therefore risky investments. A stable carbon price signal can
also improve the investment climate for low carbon investments.

The need to provide additional incentives to trigger private investments in new low carbon
technologies has been confirmed by the analysis carried out by the Commission in 2014 of the
need for European industrial renaissance. The analysis highlighted the importance of speeding up
investments in breakthrough technologies and that access to finance is a key challenge to be
addressed'*!. There is a need to channel public funds to support investments that contribute to
achieving the EU policy objectives, including both those related to climate and economic growth.

Financial support for innovation could be provided through traditional grants and/or through
financial instruments. The Commission'*? has highlighted that financial instruments as a form of
policy intervention can have several benefits, including increased effectiveness of and multiplier
effects for limited public resources.

At the same time, existing support has not always provided the financing required for deployment
of all new technologies due to the high level of risk and large size of the projects. The Innovation
Fund could help to bridge this financing gap by providing grants and/or financial instruments
specifically targeted at the risk profile of low carbon demonstration projects for renewable energy
sources (RES), CCS and industry.

For these reasons, this impact analysis focuses on how to address the financial barriers preventing
investments in low carbon innovation, with the existing approach of the NER 300 as the starting
point.

8.1.1.2. NER300 lessons learnt

The lessons learnt from the existing NER 300 programme are the starting point for the analysis of
how to provide financial support under the Innovation Fund.

The awarded NER 300 funding totalling €2.1 billion will leverage approximately €2.7 billion of
private investments and mobilise €700 million from other public sources. This leverage is the
result of the design of the NER 300, which funds projects through performance-based cash

¢ The European Strategic Energy Technology Plan (SET-Plan) supports this process through the European
Industrial Initiatives (ETIs) which bring together industry, the research community, the Member States and the
Commission in risk-sharing, public-private partnerships aimed at the rapid development of key energy technologies
at European level,

1 COM(2014) 14 final - For a European Industrial Renaissance

2 COM(201 1) 662 tinal: A framewaork for the next generation of innovative financial instruments - the EU equity
and debt platforms
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grants. Up to 50% of the additional costs of the innovation is granted, with a possibility to grant
uptront funding upon a Member State's guarantee, and disbursed upon achievement of
operational performance. [n order to cover some of the project's technological risk, a project
receives 100% of the funding when reaching at least 75% of the performance over the first years

of operation. In addition, the funding cap for any individual project was set at 15% of the total
NER 300 resources.

The monetisation approach of the 300 million allowances was designed to allow the EIB to
generate revenue reflecting the secondary market price at the time of monetisation. The available
funds from the monetisation were lower than had been expected at the outset of the programme.
This is a result of the heavy supply-demand imbalance in the carbon market at the time of selling
the allowances, but also due to the front-loaded time-profile of selling the allowances and
awarding the NER300 grants. The average sales price was €7.19 per allowance. Annex 12
provides a further discussion of this aspect, showing that the monetisation through auctioning of a
steady amount of the allowances for the Innovation Fund (and the Modernisation Fund) between
2021 and 2030 would allow for a minimal price risk and market impact, when compared to front-
loading the allowances. At the same time, depending on the number of allowances per call,
organising 2-4 calls for projects for the Innovation Fund with a start in 2021 would require the
timely monetisation of the corresponding share of the total number of allowances. A balanced
approach is needed to time the auctioning of allowances in such a way as to provide certainty of
available funds, while also avoiding a negative impact on the carbon market.

Under the NER 300 programme, the funds have been fully allocated through two calls for
proposals to 38 innovative RES projects and one CCS project in 20 EU Member States. The
geographical and technological coverage of the programme was mainly achieved by the
'maximum 3 projects per Member State' rule set in the NER 300 decision and through the
definition in advance of innovative technology categories (see table 2 in Annex 4.1). An approach
ignoring geographical and technological spread would focus purely on cost per unit performance
and create competition between technologies at different stages of maturity.

Qut of the 8 Member States which have not received an award, 6 have an GDP < 60% of the EU
average and 4 of them have not submitted any proposal to the NER 300 programmie. No projects
for the technology categories related to hydropower were submitted. Member States have a key
role to ensure that promising projects for low-carbon innovation are developed. For the design of
the Innovation Fund, a trade-off will need to be made between such safeguards that can help to
ensure a spread between Member States and across technologies, and the resulting limitations to
the competition between proposals based exclusively on the quality of the proposals. Use of the
existing derogation rule for small-scale projects, as successfully applied by the NER 300 project
in Croatia, as well as the possibilities to provide some of the funding upfront helped to facilitate
projects in certain Member States. These provisions contribute to ensuring a level playing field
for project proposals in different Member States.

Targets were set for the share of RES and CCS projects in awards (up to 8 CCS projects, 1 RES
project per renewable sub-category). These were not met for CCS, primarily due to the low rate
of confirmation of CCS projects by Member States because of the challenges relating to realising
the necessary additional funding beyond the NER 300 grant which would have been needed to
make these projects financially viable. Consequently, the possibility for a smooth spill-over
between the RES and CCS group was crucial to avoid a significant amount of funds remaining
unspent (for example by allocating 50% of the allowances to CCS, €750 million of the €2.1
billion available would not have been awarded).
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For CCS projects, the lower than expected revenues from the 300 million allowances combined
with the rule on maximum 15% of funding for any single project seem to have compromised the
programme's ability to fund the portfolio of CCS technologies. 10 out of 11 CCS projects initially
proposed passed the assessment and the capacity threshold, but were in the end not confirmed by
Member States. The low final coverage is rather due to financial barriers. [n combination with the
influence of the carbon price on the underlying business case for these projects, the large scale of
such projects necessitated a high level of up front funding in addition to the NER 300 grant which
proved to be too high for most Member States to confirm their commitment to the projects after
the initial assessment. An additional factor was the funding cap for any individual project set at
15% of the total NER 300 resources, which due to their larger scale was binding for CCS projects
but not for renewables, effectively setting a ceiling of 300 million euros™* for the level of support
provided. A higher rate of funding could help to reduce this financial barrier, in combination with
the increase from 300 to 400 million allowances that will lead to a corresponding increase in the
maximum limit per project for the Innovation Fund.

As part of the eligibility check, NER 300 applications were rated from 1 to 4 as to their degree of
innovation'**. Almost 80% of awarded projects were deemed highly innovative or even
potentially game changing'®. Using innovative categories to define projects’ eligibility therefore
worked properly, although the number and definition of sub-categories should be adjusted to the
future potential and need of specific technologies, and possibly more evenly spread, and
thresholds carefully considered. The bioenergy and wind energy categories received the highest
number of awards, which reflects the choices of the Member States but also the high number of
bioenergy sub-categories. Following the eligibility check, the ranking of the projects was based
on the cost-efficiency of their performance reflecting the cost-efficient avoidance of CO2
emissions, as required by the ETS Directive.

NER 300 grants are in principle disbursed once projects get into operation and on the basis of
their performance. Consequently, the possibility of upfront funding and combining NER 300
support with other EU and national sources, as well as financial instruments such as the Risk
Sharing Finance Facility was advised to help projects to address those barriers. Nevertheless, the
link between the funding and the operational performance, together with the requirement for
Member States to guarantee any upfront funding, means that the NER 300 does not directly
address technological risks that occur during the construction phase.

The EIB identified a number of financial barriers for almost all awarded renewable energy
projects, such as a lack or uncertainty of national funding, feed-in-tariffs, access to long-term
finance or revenues. Similar issues can be expected for innovative FOAK projects in the industry
sector, where technological risks play a major role. The existing experience shows that such
hurdles relating to the technical and financial implementation affect the time needed to start a
project. The deadlines for reaching the final investment decision within two years and getting into
operation within four years proved to be too ambitious in NER 300 due to the long preparation,
construction and permitting timelines of FOAK projects. The possibility for extension by two
years should therefore be maintained for the Innovation Fund. Making part of the funding at an

"3 300 million is equivalent to 13% of the total available resources following the monetisation of allowances.

"4 1. Little or no innovation 2. Some innovation demonstrated, but mainly incremental. 3. Highly innovative project
for some component or aspect of the technology. 4. Highly innovative project that is likely to represent a game
changing step in technology.

*3 For example, this includes rather risky projects building the first large scale concentrated solar power plants in
Southern Burope, gasification plants for advanced biofuels in Northern Europe, a floating wind energy instaliation in
the Atlantic or ocean energy turbine arrays in the North Sea.
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earlier stage, for example upon the completion of specific milestones during the construction
phase of a project, could help to speed up project implementation.

Annex 4.1provides more details on the NER 300 lessons leamt.

8.1.2. Operational policv objectives

Based on the underlying problem drivers and the lessons leamned from the experiences with the

existing NER 300 mechanism, the operational objectives for the design of the Innovation Fund

are the following:

* Achieve breakthrough innovation in the energy and industry sectors in Europe, while targeting
support to ensure best use of limited funds;

e Address financial barriers that the project developer needs to overcome when starting the
project and provide incentives to commercial-scale low-carbon FOAK projects;

e Avoid distortion of competition and minimise the impact of the mechanism on the general
functioning of the European carbon market;

¢ Setup an efficient, simple management structure.

The operational objectives will be used to derive criteria for comparing policy options and
assessing their impacts.

8.1.3. Policy options

A key challenge in developing the policy options is to appropriately cover the different
breakthrough technologies and proposals within the RES, CCS and industry sectors to ensure the
selection of sufficiently innovative proposals. The Innovation Fund also has to ensure that
appropriate types and levels of support can be offered. On the other hand, the question of how to
address risk — both in terms of the funding rate and of reducing the operational risk — needs to be
properly addressed. To this end, potential options are considered both in relation to the way that
projects are screened and selected, as well as to the way in which financial support is provided.

8.1.3.1. Screening of projects

As was the case under the NER 300, projects should be classified into the innovative technology
categories defined in the NER 300 Decision to be eligible and be rated according to their degree
of innovativeness to clarify what could receive funding, Eligible projects should then be ranked
based on the cost-effectiveness of their performance.

Industry projects might need a different approach, since there is a risk that putting projects with
different characteristics and needs in direct competition might not deliver a good technological
spread of proposals. Ranking industry projects only on the basis of their performance would
likely reward only the large ones, which may benefit from economies of scale and, thus, have
better overall cost performance. Further, the selection would then risk primarily reflecting the
differences between sectors and in physical boundaries, rather than level of innovation.

Certain sectoral 2050 roadmaps developed for the industry have identified possible future

technologies with a high level of detail, such for instance in the forest and fibre sector'*®.

"81q the forest and fibre sectors, the identified technologies poteatially offer significant leaps of more than a 20%
improvement that could be demonstrated within a few years.
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However, more work is still needed to identify innovative low carbon breakthroughs in many
other industrial sectors.

Capturing the relative merits of proposals for industry with regard to innovation based on a
directly comparable criterion could be done through a qualitative assessment, which would make
a direct comparison more difficult compared to a quantitative criterion such as cost per unit
performance. Special attention must be paid to maintaining an objective way of comparing
diverse industry projects, to ensure that funding will deliver breakthroughs in innovation
representing EU value added. For these reasons, comparin§ improvements to a pre-defined
benchmark'?’ or the replicability potential of a technology'**could be considered as eligibility

criteria when making the support scheme operational.

Alternatively, innovation could be used as a ranking criterion. Industry projects' innovative
potential could for example be rated from 1 to 4" by comparing projects’ technologies to the
state-of-the-art and measuring their availability amongst multiple vendors, degree of development
and potential for scale-up. Where the innovative quality is judged to be equal and the funds are
insufficient to fund all proposals within the same rating, the cost-effectiveness of performance
could be used as a second criterion.

It should be noted that innovation should be used either as an eligibility criterion or as a ranking
one, to avoid confusion in the selection process.

8.1.3.2. Conditionality of Awards

NER 300 awards are linked to projects achieving operational performance. In order to cover
some of the risks, the project can receive a certain degree of upfront funding upon a Member
State's guarantee, followed by 100% of funding when demonstrating at least 75% of the targeted
performance.

An alternative approach in order to widen risk coverage in the Innovation Fund would be to
award part of the funding on the basis of achieving milestones in the construction phase. A fixed
percentage (e.g. 30%) of the additional costs of innovation could be conditional on finalising
steps in desijgn, permitting and construction. This is the approach followed by the US ARPA-E
programme ", advancing high-potential, high-impact energy technologies. ARPA-E selectees
may request a Budget Plan Payment (BPP), to obtain reimbursements on a prospective basis m
order to purchase the necessary equipment or services required to achieve specific milestones.

Linking funding to the achievement of specific milestones has proved beneficial also in the EU
based on one of the lessons from the 2009 European Energy Programme for Recovery (EEPR).
Under this programme, grants were awarded to highly strategic projects in gas and electricity

" This would be the indicator of progress compared to products’ benchmarks. based on the best available
technologies, e.g, a 20% reduction compared to current product benchmarks for ETS free allocations,

"% Repiicability is important to streamline technologies across the board in a specific sector, e.g. measured in terms
of EU installations that could implement the same solution. This can be ensured for example via licencing
agreements. continuous development in excellence centres or multi-year consortia agreements, aiming to achieve a
certain number of industry installations.

1 See footnote 9

'3 Bill Text Versions 111th Congress (2009-2010) H.R.5116 - America Creating Opportunities to Meaningfully
Promote Excellence in Technology, Education, and Science Reauthorization Act of 2010 (Enrolled Bill |[Final as
Passed Both House and Senate})
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infrastructure, offshore wind and carbon capture and storage'. This could apply to both energy
and industry projects, since there is no material difference in the construction process.

As an example, the hypothetical steps in the construction of an innovative offshore wind farm
could be considered to identify some steps which could be considered milestones: reaching final
investment decision (FID), construction of all foundations, construction of all turbines or
installation of all turbines and the start of the delivery of power to the grid. All milestones should
be relevant in terms of justifying the partial granting of investment support.

8.1.3.3. Type of instrument

NER 300 provides cash grants. Such support is attractive both for financial institutions, for which
innovative projects are often not bankable, and for project sponsors, which find in grants an
effective way of improving their financial standing (see also section 8.1.5.2). The NER 300
programme has linked such grants to operational performance to deliver funding to highly
innovative FOAK projects characterised by long planning and construction times, a high risk
profile and hard-to-predict budgets.

An alternative could be to switch to a financial instrument. Financial instruments are designed to
address market failures or sub-optimal investment situations which have proven to be
economically viable but do not give rise to sufficient funding from market sources due to their
particular risk structure. As an illustration, financial instruments can include guarantees on first
loss that could allow banks to provide loans to riskier projects than they would otherwise support.
An altemative could be to invest public equity, in which case projects would be selected through
a permanent financing facility on an open-call basis. Due to the high risk involved in FOAK
demonstration, the Innovation Fund should target projects with higher risk levels when compared
to the investments supported through existing financial instruments.

8.1.3.4. Maximum rate of funding

NER 300 covers up to 50% of projects' additional.costs of the innovation (for example, the CCS
part of a power plant or additional costs for a RES plant compared to a fossil fuel reference
plant). RES projects on average requested NER 300 funding equivalent to 39% of their additional
costs. Due to the limit of maximum 15% of total NER 300 funding for any one project, no more
than €300 million could be awarded to the only CCS project, which covers only 34% of the
additional costs.

In the consultation on carbon leakage provisions and innovation support, more than half of the
industry respondents indicated that in their view, there is a particular need to strengthen the EU's
innovation support for the implementation of large-scale pilots. When it comes to the risk sharing
approach, in the general consultation on the ETS revision, different industrial sectors, Member
States civil society members (including trade associations and ngo's) have highlighted the
importance of appropriate risk sharing in the innovation process, for example through an increase
in the current co-financing rate. For industry innovation, the projects are not as large as for CCS.
They are thus not as to be likely to be limited by a 15% share of the total amount available.
However, if there was a low limit on the funding rate per project, this could have a negative
impact on the success of industrial projects.

For these reasons and to reduce projects' significant financial barriers (including lacking or not
ensured national funding, additional operating support, feed-in-tariffs or similar national support

'3t Report from the Commission to the European Parliament and the Council on the implementation of The European
Energy Programme for Recovery, COM(2013) 791
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schemes, equity, long-term debt financing or revenues, as indicated in the sections on lessons
learned) as well as the level of technological risk, the maximum funding rate could be increased
to up to 75% in the Innovation Fund. The specific needs can be assessed for RES, CCS and
industry in the context of the implementing legislation for the Innovation Fund. However, if the
rate were applied to all technologies and projects are selected through a ranking based on targeted
cost-per-unit-performance, existing experience suggests that for most subcategories of RES
projects, the actual requested funding for such projects will on average be lower than the
maximum that is allowed.

If support was provided through financial instruments rather than grants, this would imply a
different approach. While the detailed parameters for such support would need to be further
elaborated, financial instruments could for example take the form of equity participation or of a
guarantee on the first loss covering a certain percentage of the additional cost of the innovation.
With such an approach, there would be no directly comparable level of funding, but rather a
maximum coverage of risk related to the investment with the aim to increase the financial
viability of the project.

8.1.3.5. Parameters not varied in the options

There are a number of design features, which have proven appropriate under the NER 300
programme and are proposed not to be varied in the options, except for an adjustment to the
higher volume (400 instead of 300 million allowances) and longer duration (10 instead of 5
years) of the Innovation Fund:

The NER 300 management structure, consisting of cooperation between the European
Commission, Member States and the EIB, was effective for developing and selecting projects, to
monetise allowances and to manage revenues. While the simplification of the interaction between
the three bodies and a reduction of administrative burden for project sponsors should be
considered, this is mainly related to an implementing measure to the [nnovation Fund.

The limit of maximum 15% allowances per project is proposed to be maintained”?. A higher
limit would increase the potential for large projects to participate but would result in a lower total
number of projects funded.

The limit of 3 projects per Member State introduced in the NER 300 decision was appropriate to
ensure adequate geographical coverage under the programme (see section 8.1.1.2). It could be
maintained or adjusted to 4, dependent on other design features such as the maximum funding
rate and the resulting total number of projects.

Two calls for proposals within 5 years were adequate under the NER 300 programme, to ensure
stability in funding and monetisation of allowances. This could be maintained or adjusted to 4,
depending on the appropriate timing of monetising 400 million allowances, as is described in
Section 8.1.1.2.

The current knowledge-sharing provisions are perceived as cumbersome, and should therefore be
streamlined to ensure smoother implementation, although an element of knowledge sharing
should be kept as there is a clear public interest in replicability of the projects. As with the
management structure, these provisions are not set at the level of the Directive. Industrial sectors
that have a sectoral cooperation already incorporated (having developed their low-carbon
roadmaps) could have better possibilities of developing breakthrough technologies than

132 The resulting amount will be higher. due to the increase from 300 million to 400 million allowances.
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individual companies doing it alone. Previous examples, such as e.g the uLcos'® process of the
steel sector, illustrate that such approach is possible and accepted by industry. In the case of
several companies of a particular sector joining resources, the benefits of knowledge sharing —
and of their possible licensing - could be included as one of the design features, taking into
account respect of competition rules.

[ndicative shares for CCS and RES projects with a smooth spill over possibility between the
groups were crucial under the NER 300 programme to ensure the allocation of all available funds.
A similar indicative share could be set for industry projects.

8.1.4. Option packages

Four option packages are taken into consideration, by combining the options set out in chapter
8.1.3. The legal baseline scenario would imply no changes to the ETS Directive and hence no
continuation of support to innovation. The alternative baseline scenario represents a continuation
of the current practice by extending the current NER 300 rules to industry. Option 1 envisages
tailored rules and selection criteria applying for industry. The risk approach would be changed for
industry, renewables and CCS by higher co-funding rates and early disbursement of part of the
funds following the achievement of construction milestones. The essence of this option is to
provide alternatives to share investors' risks and make innovative investments more conducive.
Option 2 foresees the creation of a permanent financing facility selecting projects continuously
on a first-come-first-serve basis based on the innovation merits of the proposal. This option
assumes the application of financial instruments instead of grants.

Table 9: Option packages for innovation fund

Screening of projecis Conditionality of awards | Type of {aximum rate
instrument/ pf funding
Eligibitity Ranking risk approach (for all
categories)
Baseline (Directive Not applicable Not applicable Not applicable Not applicable [Not applicable
unchanged)
Alternative baseline Innovation Performance Achieving operational Grant Up to 50% of
{CPUP) performance (2-4 rounds/  pdditional costs
Current rules continued (funds awarded based on calls for
realising 75% of proposals)
performance)
Option 1 For industry: Performance Achieving milestones in Grant Up 10 75% of
Innovation (CPUP) potentially | construction phase (2-4 rounds/ pdditional costs
Amended approach for | (e.g. certain complemented with [ (e.g. 30% of additional calls for
all sectors with tailoring | percentage costs, awarded for proposals )
for industry improvement of "innovation tinalising steps in design,
benchmark, where | criterion" tor construction)
applicable) industry
AND
AND
QOperational performance
Replicability {e.g. 45% of additional

153 153

ULCOS (Ultra-Low Carbon dioxide(CO2) Steelmaking) is a consortium of 48 European companies and

organisations from 5 European countries that launched a cooperative R&D initiative to enable substantial reductions

in CO2 emissions from steel production. The consortium consists of all major EU steel companies, of energy and

engineering partners, research institutes and universities and has been supported by the European commission. The
consortitm brings together the shared knowledge so that for a particular technology developed. patents may be
owned by different companies and licencing rights for new plants may have been agreed with other partners
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(e.g. applicable in
installations
representing a
minimum share of
ETS emissions)

costs, upon realising 75%
of performance)

Current rules for

RES and CCS
Option 2 Innovation Selection based on | Not award but financial Financial Not applicable,
due diligence - instrument instrument depends on
Permanent financing projects are (e.g. guarantee on first loss | with design of
facility approved on 1™ covered. foan or equity) continuous financial
come 1™ served open window  finstrument
basis if eligible
8.1.5. Analysis of impacts

8.1.5.1. General impacts

Complexity and administrative burden

In the alternative baseline and Option | the innovation support would be awarded via calls for
proposals, primarily carried out under the responsibility of the European Commission. Building
on the NER 300 experience, well organised and managed calls would not increase the complexity
or administrative burden from current levels. However, specific rules for the inclusion of
industrial projects might increase the complexity of the selection assessment, since elements such
as the assessment of replicability and ranking based on innovation and cost-effectiveness of

performance would need to be considered.

In case of Option 2, the permanent financing facility would allocate support to projects selected
on a first-come-first-served basis. This continuous selection would provide applicants with more
flexibility as their proposals would not be tied to the timing of calls for proposals. In terms of
project evaluation, for a comparable number of projects to be reviewed, no substantial differences
are expected in the overall burden between Options | and 2. Structuring financial instruments to
address the specific needs of different technologies would require considerable know-how to
assess and allocate the risks properly and could increase complexity. At the same time under
Option 2, this role would need to be assumed by financial institutions such as the EIB that already
has extensive experience in structuring complex deals. An expanded role for such a financial
institution may be reflected in the fees that are charged for the activities carried out when
compared to the baseline scenarios. The transparency of the level of support should also be
ensured. The experience in setting up and operationalizing the new European Fund for Strategic

Investments under the EU Investment Plan would also be relevant,

Complementarity to other EU instruments

A range of instruments has been developed at EU level to support the development of innovation
activities, and research and development more broadly'**, which are expected to support total
R&D investments of approximately €48 billion through 2020", Additionally, at the end of 2014
the Commission unveiled the new European Fund for Strategic Investments under the EU

'” For example as part of InnovFin under Horizon 2020.
'*3 http:/feuropa.cu/rapid/press-release_IP-14-670_en.htm



ETS Limited

Investment Plan'’®. It is expected to make an important contribution in the short term to the
climate and energy investments, highlighting the importance of infrastructure, energy efficiency
and renewables'’.

While it cannot be anticipated what EU level instruments will exist in 2021, the complementarity
of the Innovation Fund in relation to existing policy instruments would come from the specific
focus on providing support for low carbon innovation at the pre-commercial demonstration
phase. By managing the Innovation Fund at EU level, it can be ensured that it complements and
reinforces other existing instruments.

Providing support in the form of a performance-based grant (as in the alternative baseline or
option 1) or through a financial instrument which explicitly targets projects with a higher level of
risk when compared to other existing EU-wide instruments, such as the existing InnovFin
programme (as in option 2) can be complementary to other EU instruments.

8.1.5.2. Economic impacts

Effectiveness in addressing barriers for low-carbon innovation

The NER 300 lessons learned (see Annex 4.1) showed that the current NER 300 rules, i.e. the
alternative baseline option, were effective in encouraging the development of projects for RES
innovation. However, the deadlines for reaching the final investment decision within two years
and starting operations within four years proved to be too ambitious due to factors including the
long preparation, construction and permitting timelines of FOAK projects. In addition, this
approach does not seem to adequately address the risks for pre-commercial demonstration
projects in energy intensive industries and CCS projects. This is supported both by the NER 300
experience of only 1 CCS project awarded and the recent 2014 stakeholder consultation on the
future EU-ETS carbon leakage and innovation rules.

Various stakeholders indicated that the current NER 300 rules would not be sufficient to trigger
innovation for the energy intensive industry, since project sponsors would have to bear the high
financial and technical risks of capital intensive investments. Since the return on such
mvestments can be reaped only in the longer term, in the short run such projects do not seem to
be ranked as a first priority in companies' internal decision making processes. As a result,
innovation might not occur at the speed needed to meet the EU's long term decarbonisation
objectives, It is likely that such investments would rather be realised in those Member States
where higher levels of national public support are offered, while in others potential could remain
underdeveloped.

In that regard, Option 1 could substantially lower the co-finance needs of project sponsors, given
the higher funding rate and the early disbursement of part of the funds following the achievement
of milestones. The funding provided through the grant would lower the costs borne by project
sponsors, improving the financial viability of the project. At the same time, linking the grant to
the achievement of milestones would be more attractive when compared to the alternative
baseline. Under the alternative baseline, the funding is tied to operational performance at a later
stage and discounts will be applied to reflect this.

136 http:/fec.europa.eu/priorities/jobs-growth-investment/plan/index_en.htm

'*7 1t should be noted that the NER 300 and the Innovation Fund differ from the new European Fund for Strategic
Investments. EFST will work through financial instruments only, lending to existing projects ready to start within
three years and will have a wider scope covering variety of sectors such as the digital economy and education.
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Option 2 which envisages the creation of a financial instrument (e.g. guarantees, loans or equity
investments, and risk-sharing instnlments)'58, can also address barriers faced by project
promoters. If providing public equity, the projects could be supported from the beginning stages
of development. Such public equity investment could lower the need for project promoters to
raise debt and private equity. As an alternative, if the financial instrument is implemented as a
guarantee that would cover for a percentage of the losses in case of a loan default, this would
allow financial institutions such as the EIB, national promotional banks and/or commercial banks
to lend to riskier projects than they would have otherwise. This also addresses the project in the
earlier stage of development compared to the alternative baseline. In certain cases financial
instruments might not address the large financing gap in the demonstration of FOAK projects
(e.g. CCS projects). Financial instruments can stimulate a significantly higher level of private
investments, but this will likely be in technologies that are closer to commercial scale
deployment.

Potential to attract innovative projects

The lessons [earned from the existing NER 300 mechanism (Section 8.1.1.2) show that the
current rules and selection mechanism have resulted in a portfolio of projects for renewables that
were identified in many cases as highly innovative or even game changing (80%) according to
the existing framework. At the same time, while multiple proposals were initially submitted, only
1 CCS project has been confirmed.

The alternative baseline would imply applying a one-size-fits-all approach, using the existing
rules for renewables, CCS and industry. As discussed in Section 8.1.5.2, there is a risk of not
attracting a similar number of innovative project proposals in the CCS and industry sectors. As a
result, in particular CCS projects could still face similar risks as the existing NER 300 projects,
such as uncertain national funding, lack of private equity or long-term debt financing.

Option 1 has a higher potential to attract innovative projects with its risk sharing elements.
Raising the maximum funding rate to 75% has the potential to encourage more innovative project
proposals to be submitted for the Innovation Fund for RES, CCS and industry. In addition,
directly targeting innovation for proposals from industry as the basis for the ranking of proposals
during the selection process (compared to the current practice of it being an eligibility criterion)
is expected to make the system more attractive for innovative projects with a lower technological
maturity. As discussed above, increasing the maximum funding rate would also facilitate
addressing the financial barriers of such innovative projects, if they are selected.

Option 2 involves providing financial support to projects through financial instruments, such as
loans, guarantees or equity which would target projects with a higher risk level compared to
existing instruments (e.g. the current InnovFin programme). This could enable a pipeline of more
innovative projects with a higher risk profile to access financing when compared to existing EU
and EIB financial instruments, for example by covering the first loss which would be incurred or
through co-investing equity (See Section 8.1.5.2). A decision on supporting a project would be
carried out by an entrusted financial entity such as the EIB that would evaluate the projects based
on economic, financial, technical and environmental criteria. There is a risk that such an approach
would be more beneficial to closer to market pre-commercial technologies that have higher short
term revenue generating potential, overlooking technologies that take longer to develop but are
more interesting in the long term. Therefore under Option 2 financial instruments might not be

' As an illustration, the funds could be used to invest in equity alongside project promoters. This would lower the
costs for private investors, while also lowering their expected revenues from the project.
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sufficient to fully address the financial barriers faced by break-through innovation projects
without additional public interventions, such as grants.

Leverage

A similar leverage as for the NER 300 funding (see Annex 4.1) is expected for the alternative
baseline. The leverage of Option | would likely be lower due to the higher co-financing rate and
hence the lower need for private investments. Additionally under Option 1 part of the funds
would be reimbursed prior to proof of performance. While funding partial success or failure can
still deliver benefits in the form of knowledge sharing, from a financial perspective this would
imply the loss of some of the funds compared to disbursement based on proving operational
performance.

On the other hand, significantly higher overall leverage could be reached under Option 2.
Preliminary evidence shows that the EU contribution to financial instruments mobilises a global
investment exceeding the EU contribution by 4 to 10 times on average"g. Since the Innovation
Fund addresses inherently riskier innovation projects, the leverage realized would likely be in the
lower range but still significantly higher than for traditional grants under Options | and the
alternative baseline. While project failures may lead to overall higher losses than under grants or
debt instruments, on the other hand under financial instruments proceeds might reflow to the fund
and be used to finance additional projects.

Competitiveness

Low-carbon innovation in the energy and industry sectors would improve the overall EU
competitiveness by supporting low-carbon technologies where the EU has global technological
leadership. Better and more efficient technologies will benefit the entire supply value chain and
ultimately consumers. Furthermore, such innovative technologies can create a substantial number
of new jobs and generate new business opportunities. There is also evidence that low-carbon
technologies induce larger overall economic benefits, as they generate more knowledge in the
economy, which in turn can be used by other innovators to further develop new technologies. 160

Additionally, knowledge-sharing requirements under the Innovation Fund would contribute to the
dissemination of the results across borders. technology exchange and associated catching-up
effects. It could also help to reduce the innovation gap between sectors and/or Member States.

The Innovation Fund could improve the prospects for EU companies to increase exports in
rapidly growing low-carbon markets.

The extent to which the different options would improve EU competitiveness would depend on
how effectively the fund incentivises innovation in new low carbon technologies and processes.
The alternative baseline and Option 1 would strengthen the global competitive position of EU
businesses selling low-carbon technologies. The inclusion of replicability as an eligibility
criterion for industry projects in the assessment would also ensure a measure of the overall
potential for improved competitiveness through a significant contribution to overall industrial
emissions across the energy intensive industry sector in the EU. This could help to ensure higher
benefits for competitiveness.

{59 Report from the Commission to the European Parliament and the Council on financial instruments supported by
the general budget according to Art. £40.8 of the Financial Regulation as at 31 December 2013, COM{(2014) 686.

' The impacts of environmental regulations on competitiveness, Grantham Research Institute on Climate Change
and the Environment. UK, 2014

62




ETS Limited

Option 2 is expected to result in higher leverage and may be more attractive to investments which
are close to commercialisation. This could lead to quicker realisation of the projects and a more
rapid diffusion of the technologies supporting competitiveness, but there is a risk that to enable
breakthrough innovative FOAK demonstration projects additional support might be needed in the
form of grants.

Consequently, Options 1 and 2 both have the potential to improve competitiveness compared to
the alternative baseline.

EU added value and geographical distribution

The Innovation fund would target support towards projects with EU-wide significance. Through
EU-wide coordination, it would be possible to reach the requisite scale for highly capital
intensive demonstration in RES, CCS and industry projects across the Member States in
particular compared to a scenario where only national schemes exist. The EU focus could provide
additional benefits in terms of the development of technological standards at the EU-level. Under
the alternative baseline and options 1 and 2 such benefits would also be extended to the energy
intensive industry sectors.

The purpose of the Innovation Fund is to ensure a diverse geographical distribution and cover
projects in industry, CCS and RES. The experience with the NER 300 projects, selected and
ranked through two calls for proposals by EU-wide competition, showed the EU value added of
the programme in terms of maximising innovation and decarbonisation benefits. The
geographical and technological spread of innovative projects (see Section 8.1.1.2), combined
with the knowledge sharing requirement for project sponsors, is likely to result in an effective
knowledge spill-over throughout Europe. As indicated in Section 8.1.1.2, the rules relating to the
maximum number of projects per Member State did not guarantee that projects were funded in all
Member States, but acted as a relatively light safeguard against a high number of project
proposals being approved in one Member State. The alternative baseline for the Innovation Fund
would lead to a comparable outcome in terms of geographical distribution and contribution of
EU-value added. On the other hand, for both options 1 and 2, the expansion of scope to include
industry is an opportunity to develop a promising project pipeline in low income Member States
which also have high potential for economic growth. This could contribute to a wide
geographical distribution.

Since Option 1 also includes replicability as one of the eligibility criteria for industry projects,
this could help ensuring an even higher EU added value, since projects’ technology could be
deployed / licensed at a larger scale to other similar installations. Additionally, under the
baseline, project promoters should have received a guarantee from Member States to receive up-
front financing. Regarding Option 2, financial instruments would need to include a provision for
maximum geographical concentration ratio to ensure geographical balance. In fact, through a
large portfolio of projects with different risk profile, an optimal level of portfolio risk could be
achieved. As a result, both Option 1 and Option 2 can be considered to represent a higher
potential EU added value than the altemnative baseline.

8.1.5.3. Environmental impacts

The Innovation Fund addresses investments in low carbon innovation for CCS, RES and energy
intensive industry. All three scenarios would facilitate the commercialization of new low carbon
technologies that would facilitate achieving the long term decarbonisation objectives in the EU.
The environmental benefits of low carbon technologies will increase over time as the
technologies are replicated and deployed on a larger scale.
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In the longer term, more direct environmental benefits such as increased use of renewable
resources, improved energy efficiency, improved local air quality and related health benefits are
expected.

It should be noted that projects supported under the three options could have a different impact
regarding verified avoidance of CO2 emussions. Under the alternative baseline would continue to
be disbursed strictly upon proof of avoided CO2 emissions. Option 1 and 2 would be less directly
linked to such reductions, as the support could be paid before the project enters into operation.

8.1.5.4. Social impacts

Although it is not possible to quantify the impacts on employment in the individual Member
States, a positive impact on employment such as the creation of new high value-added jobs across
the entire supply chain, could be expected in proportion to the level of investments, triggered by
the Innovation Fund.

As indicated in the impact assessment accompanying the Communication from the Commission
"Horizon 2020 - The Framework Programme for Research and Innovation"ml, a wealth of
evidence demonstrates the crucial role that research and innovation play for the creation of more
and better jobs, for productivity growth and competitiveness, and for structural economic growth.
To boost future productivity and growth, it is critically important to generate breakthrough
technologies and translate them into innovations that are taken up by the wider economy.

8.1.6. Comparing the options

In the previous section, seven different impacts, in particular economic impacts, were analysed as
presented in the table below.

Table 10: Comparison of options for the innovation fund

Baseline Alternative baseline | Option 1 Option 2
(directive (Current rules (Amended {Permanent
unchanged / no continued) approach for ali | financing facility)
support for sectors with
innovation} tailoring for
industry)
Minimise complexity and Not applicable 0 - -
administrative burden
Complementarity with other EU Not applicable 0 + +
instruments
Effectiveness in addressing Not applicable 0 ++ +
barriers for low-carbon innovation
Potential to attract innovative Not applicable 0 ++ 0
projects
Leverage Not applicable 0 - +
Competitiveness Not applicable 0 ++ ++
EU added value and geographical | Not applicable 0 + +
distribution

The analysis of the options shows that the options involve several trade-offs with regard to the
resulting impacts. While all seven criteria presented above are relevant to comparison of the
options, relative to the other criteria the ‘Effectiveness in addressing barriers for low-carbon

"*!Commission Staff Working Paper — Impact Assessment accompanying the Communication from the Commission
"Horizon 2020 - The Framework Programme for Research and Innovation”, SEC(201 1) 1427
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innovation’ and ‘Potential to attract innovative projects’ are key factors contributing towards the
fund objectives.

Option 1 would be very effective in addressing specific barriers for low-carbon innovation by
substantially lowering the financial barriers for project sponsors. It would provide cash grants
(opposed to a financial instrument such as equity or a guarantee in Option 2) combined with a
higher funding rate (up to 75%, as opposed to 50% in the alternative baseline) and the option for
early disbursement of part of the funds following the achievement of construction milestones
(opposed to the disbursement of funds only on the basis of achieving operational performance as
in the alternative baseline).

While it would be expected to result in a lower leverage and a lower number of projects being
supported than either the alternative baseline or Option 2, Option 1 represents the highest
potential to address the specific barriers to support the commercialization of break-through
innovation for CCS, RES and energy intensive industry. This package would likely attract the
highest number of applications of innovative FOAK projects in the energy and industry sectors
and ensure effective project implementation.

Option 1 could also deliver significant EU added value by taking into account replicability of
industry projects, while still rules providing safeguards to help allow a wide variety in the
geographical and technological spread of projects within the EU and achieving a critical mass in
terms of funding which would not be attainable by Member States alone.

Similar outcomes could also be realised by the first-come-first-serve selection process provided
by Option 2, but this option would offer less scope for a comparison between numerous project
proposals and may need to be combined with additional public support in order to enable more
far reaching innovative projects to be realised. Both Option 1 and Option 2 are expected to
provide significant benefits with regard to competitiveness and to be complementary to existing
EU instruments.

An Innovation Fund implemented through Option 1 (provision of grants), could be closely
coordinated with other EU-level and national level support schemes. To increase the impact of
the Innovation Fund under Option 1, an increased level of coordination between grants and
financial instruments could be beneficial to address market failures. Duplication should be
avoided, but a combination of such instruments could cater to a wider set of technologies and
projects as grants and financial instruments normally do not fully cover the same underlying risks
and could be regarded as complementary.

8.2. Modernisation fund
8.2.1. Problem definition
8.2.1.1. Context

The European Council has agreed that a reserve of 2% of the allowances in the EU ETS will be
set aside between 2021 and 2030, and the proceeds from this reserve will be used to create a
Modernisation Fund to support the EU Member States with lower income (with GDP per capita
below 60% of the EU average) in improving energy efficiency and modemising their energy
systems, while ensuring simplified arrangements for small scale projects. There are 10
beneficiary Member States: Bulgaria, the Czech Republic, Estonia, Croatia, Latvia, Lithuania,
Hungary, Poland, Romania, and Slovakia'®®. The creation of the Modemisation Fund implies a

162

Eurostat, 2013 GDP per capita at market prices.
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net transfer of 223 million allowances to the beneficiary Member States from the remaining EU
Member States (See Table 31 in Annex 10).

8.2.1.2. Underlying drivers of the problem

At the end of 2014, the Special Task Force (Member States, Commission, EIB) on Investment'
as one of its tasks analysed the market barriers for investments to various sectors in the EU. It
concluded that across sectors macroeconomic uncertainty, insufficient structural reforms,
incomplete single market as well as regulatory constraints negatively affect the investment
climate. Administrative burden has also been identified as a major bottleneck. The report
specifically looked into market barriers for different sectors and highlighted that for the energy
sector the barriers to investment, and hence potential solutions, differ between grids, production
projects, energy efficiency and distributed renewable energy projects. See Annex 9 for details on
the financial baitiers for investment in the energy sector.

The Modernisation Fund could play a role in addressing such specific financial barriers. While
the European Council already agreed on the establishment of the fund, it did not define the
governance structure, including the details of the respective roles of the beneficiary Member
States, EIB and other institutions to modemise the energy sector and improve energy efficiency.

Since the governance structure matters for the effectiveness of funding mechanisms, this Impact
Assessment focuses on the design of the fund to make best use of the expertise and knowledge of
the various institutions involved. Further details on the modalities of the fund, including
eligibility criteria and specific type of support used (grant, financial instrument or a mix of the
two) would need to be detailed in a subsequent implementing legislation and/or decided by the
board of the fund.

8.2.1.3. Lessons learnt

The Modernisation Fund is a new policy mechanism, so it is necessary to draw on the experience
of implementing existing initiatives related to the ETS such as the free allocation to the power
sector under Article 10c of the ETS Directive and the funding of innovative investments through
the NER300 initiative. More general lessons on governance of investment platforms can be
drawn from the Commission, EIB and Member States’ experience in implementing financial
instruments, and from the work related to setting up of the European Fund for Strategic
Investments under the EU Investment Plan.'®*

One element that has been highlighted by private stakeholders in the recent discussions of the EU
Investment Plan is the importance of robust project quality criteria and an independent selection
of projects'®. Additionally, there is an emerging lesson from the implementation of Cohesion
policy in the EU. While Member States have expressed political commitment'®® to have financial
instruments play a more important role in the multiannual financial framework for 2014-2020,
currently these represent less than 10% of total support'®. More generally regarding financial
instruments, based on the experience gained during the 2007-2013 implementation period with

3 http:/fec.europa eu/prioritiesfjobs-gro wth-investment/plan/docs/special-task-force-report-on-investment-in-the -
eu_en.pdf

”"_* http:/fec.europa.eu/priorities/jobs-growth-investment/plan/index_en.htm

"3 http://ec.europa.eu/priorities/jobs- growth-investment/plan/docs/proposal_regulation_efsi_en.pdf

EUCO 169713

17 http:/ec.europa.cu/regional_policy/sources/docoftic/o fficial/reports/cohesion6/6er_en.pdf
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financial instruments'®® developed by the EU and EIB, it can be concluded that the effectiveness
and efficiency of financial instruments can be enhanced by implementing fewer financial
instruments with larger volumes to ensure critical mass'®°.

As discussed in Section 8.2.5, the free allocation to the power sector in the lower income Member
States indicates the need for a simple, transparent and clear approach to make effective use of
available resources. Finally, the NER300 programme (see Section 8.1), demonstrates the EIB’s
expertise to cooperate with the Commission and Member States in due diligence to select projects
and act as an agent to monetize allowances. An important element to ensure that the
Modernisation Fund can start financing projects in 2021 is to time the auctioning of allowances in
such a way as to provide certainty of available funds, while also avoiding a negative impact on
the carbon market.

8.2.2. Policy Obiectives

As discussed above, the Impact Assessment focuses on the governance structure of the
Modernisation Fund. The fund should contribute to ensuring EU-value added and support the
completion of the EU internal energy market, while ensuring that the specific market barriers and
national priorities in the beneficiary Member States are addressed. In this respect, the Impact
Assessment will also assess the potential role the Commission could play. This reflects also the
views of stakeholders. On the one hand, many stakeholders highlighted the importance of
reflecting national priorities, while on the other hand, many indicated the importance of
minimizing distortion to the internal market and contributing to the EU long term climate
objectives' ™.

An additional concern raised by many stakeholders is that the governance structure and decision
making process should minimize administrative burden, be feasible for operational
implementation, and be coherent in order to catalyse additional investments. In particular, the
process should be simplified for small scale projects.

8.2.3. Development and screening of policy options
8.2.3.1. Baseline

The current Directive'’' provides that Member States should spend at least 50% of the auctioning
revenues for climate and energy related purposes'’? but does not have provisions for the creation
of a Modernisation Fund. Therefore from a legal perspective, in the baseline scenario there would
be no specific fund for the modernisation of energy systems and improving energy etficiency in
the lower income Member States. Under current legislation, the 2% of the ETS allowances would
instead be allocated to all EU28 Member States. The lower income Member States would in this
case receive some 87 million allowances, less than a third of the 310 million they are allocated
under the Modernisation Fund.

1% Binancial instruments may take the form of equity or quasi-equity investments, loans or guarantees. or other risk-
sharing instruments, examples inciude credit enhancement mechanisms (e.g. Project Bond Initiative), risk sharing for
financial intermediaries {e.g. PF4EE) and the setting-up of funds, including senior and junior loans. guarantees and
equity participation (e.g. Marguerite).

'Y COM(2014) 686 tinal

"0 Stakeholder consultation to the revision of the EU ETS directive.

71 Article 1(3)

172 Under the Monitoring Mechanism Regulation, Member States for the first time in 2014 reported on the use for
auctioning revenues for 2013, The 10 fower income Member States have all indicated they would use between 50%
10 100% of revenues for energy and climate purposes, which may include, for example, support for RES
development or energy efficiency. (COM(2014) 689 finaf)
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8.2.3.2. Policy options

The main options assessed in the Impact Assessment relate to the governance structure of the
Modernisation Fund and in particular the different roles that Member States, the European
Commission and the EIB can play to advance its objectives.

Selecting the governance structure needs to reflect the specific strengths of the different
institutions involved. Member States, for example, have the flexibility to define their low-carbon
transition according to their specific national circumstances and preferred energy mix. The
Commission can ensure an EU-wide approach and transparency, which would further contribute
to the integrated internal energy market and EU objectives. National and Regional Promotional
Banks could contribute in identifying synergies at national level. Finally, the EIB already has
expertise in financing the energy sector' " and operates in an objective way, in alignment with EU
objectives and in accordance with strategies agreed by all Member States. The roles of the actors
can be varied in different steps: defining eligibility and selection criteria, defining investment
guidelines and overall monitoring, and selecting projects (and/or programmes) and/or financial
instruments.

The role of Member States and the Commission in the eligibility, selection criteria, investment
guidelines and monitoring: There are two main factors that can be varied: 1) the extent to which
the details on eligibility, selection and investment guidelines are defined in the implementing
fegislation, which is decided by the Commission, and 2) the composition of the Steering Board,
which will further define the rules and guidelines insofar as this has not been done in the
implementing legislation. Membership of the Steering Board could either be primarily reserved
for the beneficiary Member States, or it could feature a balanced representation of all 28 Member
States (donors and beneficiaries) and the Commission.

o Variation 1: Beneficiary Member States have strong control over defining the eligibility
criteria, selection criteria and investment guidelines of the fund and monitoring its
performance. The Commission provides general guidance.

e Variation 2: the 28 Member States together with the Commission are involved in defining
eligibility, selection criteria and investment guidelines and monitoring the operations of
the fund.

e Variation 3: The Commission defines the eligibility, selection criteria and investment
guidelines and monitors performance. Within this framework beneficiary Member States
pre-approve the project pipeline in line with these criteria, but do not have control over
the priorities of the fund.

The role of the EIB and other institutions in the project selection

The role of the EIB in the Impact Assessment is evaluated with regard to the management of the
fund (the selection of projects and programmes).

There are two general options of how the EIB can be involved in the governance of the fund:

e Variation I: the EIB is involved in due diligence and takes an advisory role, The
Commission and beneficiary Member States are responsible for project selection and

'3 Over the last five years the EIB has provided EUR 57 billion worth of financing to projects in the EU energy
sector,
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approval following advice by the EIB (the Steering Board would need to justify
investment decisions that deviate from the EIB advice).

e Variation 2: the EIB is delegated to take the role of a fund manager on behalf of the
beneficiary Member States and the Commission, and therefore takes investment decisions
in line with investment guidelines (the Steering Board would need to justify a refusal to
support investment decisions taken by the EIB).

The EIB could also act as an agent to monetize the EU ETS allowances.

Finally the EIB may be one of the institutions that implements the financial instruments selected
under the Modemisation Fund, together with national and regional promotional banks.

8.2.3.3. Retained options packages

A number of combinations that reflect different options in the governance structure of the
Modernisation Fund are examined in this Impact Assessment. The options were selected to be
differentiated to evaluate the specific impacts. They also reflect the differences in stakeholder
views where some stakeholders highlight that beneficiary Member States should have a key role
in managing the Modernisation Fund, while other stakeholders ask for a stronger role for all EU
28 Member States, the Commission and the EIB'™,

Option 1

Option 1 gives large discretion and responsibility to the beneficiary Member States to tailor the
implementation of the Modernisation Fund to specific national needs. In this option the
beneficiary Member States are the only representatives on the Steering Board, which sets the
eligibility criteria and defines the projects to be prioritised. The implementing legislation of the
Modernisation Fund would include some general guidance to be used by the beneficiary Member
States, while the detailed decisions will be taken by the Steering Board. In this case, the Steering
Board could agree, for example, by qualified or simple majority.

The Commission (or an authorized agency) could help to administer any calls for proposal to
disburse grants, for which the EIB would perform due diligence. On the side of financial
instruments, the EIB could take an advisory role, while the final decisions on the selection of the
financial instruments would be taken by the Steering Board where the EIB could also be a
consulted observer in particular when setting the investment guidelines.

Option 2

In this option, there is higher cooperation between all EU Member States and the Commission.
Detailed eligibility criteria and general principles for project selection would be set in advance in
the implementing legislation. Based on this, detailed investment guidelines would be agreed by
the Steering Board. All Member States would be represented in the Steering Board, which will
also include a representative from the Comumission. For example, the Steering Board could
include 10 representatives from the beneficiary Member States, 10 representatives from the

7% Stakeholder consultation to the revision of the EU ETS directive.
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remaining Member States (working on a rotating basis) and 1 representative from the
Commission.

Similar to Option 1, the Commission (or an authorised agency) could administer any calls for
proposals, for which the EIB would perform due diligence. On the side of financial instruments,
the EIB could have an enhanced role as fund manager, assessing individual programmes,
projects, and financial instruments, and monitoring performance indicators. However it would
remain accountable to the Steering Board to which it would report. The EIB could also be a
consulted observer in the decisions of the investment guidance made by the Steering Board.

Option 3

Under Option 3 the beneficiary Member States would identify a pipeline of projects to which
funds should be allocated. The projects would conform to eligibility criteria and general
principles for project selection that would already be set in the implementing legislation in close
consultation with the 28 Member States. The Commission would administer any calls for
proposals, for which the EIB would perform due diligence. As above, the EIB would be
responsible for the due diligence of the submitted projects.

For the purposes of the analysis, the implementation would be through a grant rather than

. C 1
financial instruments 75.

The retained options are summarized below:

Table 11: Retained options for examining for the Modernisation Fund

Eligibility and Selection Investment Guidelines &  [Day-to-Day Management done by
Criteria Monitoring done by
Baseline |[No Modernisation Fund No Modernisation Fund No Modernisation Fund
Option 1  [Implementing legislation: Steering board of Financial instruments: beneficiary MS
peneral principles; Steering Beneficiary MS approval; EIB advisory role
board of beneficiary M3 Grants: COM organizes call for
decides further details nroposals; EIB performs due diligence
Option 2 Implementing [egislation: Steering board of COM and  [Financial instruments: EIB acts a5 fund
detailed principles 28 M3 with input from EIB  manager
Grants: COM organizes call for
proposals; EIB performs due diligence
Option 3 [Implementing legislation: COM Grants: beneficiary MS approve project

"3 1t should be noted that financial instruments could also be used under Option 3. However. to reflect the Council

conclusions that beneticiary Member States should have a role in the Modernisation Fund, and to ensure suffictent
ditferences between the options, for the purposes of the analysis, the implementation assumed is through grants with
beneficiary Member States involvement in approving a project pipeline.
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detailed principles pipeline; COM organizes call for
proposals; EIB performs due diligence

8.2.3.4. Dismissed option packages

The focus of the Impact Assessment is to evaluate realistic options that also present a varying
degree of involvement of the institutions in order to evaluate the impacts. One option in particular
that has been pre-screened is a national option in which each beneficiary Member State
implements the funds at national level. Under the free allocation to the power sector and the
European Structural and Investment Funds, Member States have instruments at their disposal,
managed at national level. Moreover such an option has the potential to have higher distortive
effect on the common energy market and to be less suited to opportunities to promote
investments with beneficial cross-border spill-over effects. Finally, it would result in relatively
small proceeds per year for the smaller Member States to manage, with the risk to lead to higher
administrative burden compared to facilitating this at EU level.

8.2.4. Analysis of Impacts

The environmental, social and economic implications of the creation of the Modernisation Fund
are driven by the European Council strategic guidance that determined the number of allowances
available for the creation of the fund, the criteria based on which Member States are determined
as eligible beneficiaries, as well as the method for allocation among Member States. Annex 10
assesses these impacts against the baseline scenario. It provides the context for comparing the
three policy options identified and presented in Section 8.2.2 in order to assess the relevant
differences in achieving the Specific Policy Objectives, categorized as follows:

o [Effectiveness: Represent a governance structure that can catalyse additional investments,
addressing specific barriers that limit investments in the modernisation of the energy
sector and in increased energy efficiency in lower income Member States, including for
small scale projects. Since a different set of instruments might be needed to address the
market barriers in the different sectors, the implications of the options on the possibility to
use grants, financial instruments or a mix of both would be considered.

e Coherence: Represent a coherent governance structure that appropriately aligns the
interests of the institutions involved, while achieving transparency in the use of the funds.
The coherence evaluates the extent to which the options present a governance structure
that would give confidence to private investors. In this context, the transparency of the
fund is evaluated against the possibility for the European citizens and the private sector to
be informed about the setting up and operations of the Modernisation Fund.

« Market distortion: Evaluate to what extent there is a risk of distorting the internal energy
market.

¢ Administrative burden: Minimize the complexity and the administrative burden of setting
up and operating the Modernisation Fund. This includes consideration of the
administrative burden for project promoters.
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8.2.4.1. Effectiveness

Depending on the barriers faced, the different types of projects in the lower income Member
States may require public intervention in the form of grants, financial instruments, or a mix of the
two (see Annex 9 for discussion on the barriers in different sectors, including networks, energy
efficiency, and power generation). The specific type of support provided would depend on the
project eligibility that would be determined at a later stage. Based on this a suitable form of
public intervention would need to be determined based on the specific market needs. It may be
needed to contribute part of the funding towards providing technical assistance facilities to speed
up project preparation, and improve the quality of projects.

At the same time, the options on governance have some implications for the design of any future
grants and/or financial instruments. Options 1 and 2 allow flexibility to balance between
addressing sub-optimal investment situations that need grant support, and maximizing leverage
by using the funds through financial instruments. On the other hand, under Option 3, the proceeds
would be disbursed through grants so focus will likely be given to specific sub-sectors where
providing grant support would not distort the internal energy market.

Under Option 1 the use of financial instruments would potentially be more limited than under
Option 2. As discussed in Section 8.2.1.3, the experience with the European Structural and
Investment Funds indicates that the use of financial instruments in Member States may be limited
due to bottlenecks in administrative capacity and in some cases market maturity. Therefore, under
Option 1, the beneficiary Member States might opt for more traditional means of supporting
investments such as grants. Under Option 2, the EIB can use its extensive experience with
financial instruments and the expertise to ensure the effectiveness and competitiveness of such
instruments. Therefore, once project eligibility is determined under this option it is more likely
that the use of grants would be limited only to situations where financial instruments cannot help
adequately.

Regarding the possible use of financial instruments, under Option 1, it is more likely that national
and regional promotional banks would be more involved in structuring the financial instruments,
which, in tumn, could lead to a more fragmented approach resulting in different structures and
financial terms offered in the different Member States for similar projects. This may result in a
suboptimal level of risk sharing and diversification. On the other hand, it would allow
promotional banks in the beneficiary Member States to strictly tailor these instruments to the
specificity of the domestic market, in particular to support small scale projects.

On the other hand, in Option 2 the management role of the EIB could allow applying a
harmonised approach across the beneficiary Member States. Standardised financial instruments
have the advantage to offer consistent financial terms to project promoters and intermediary
financial institutions. They could also contribute to a more optimal level of risk sharing, which
can be achieved with a larger portfolio of projects with different risk profile across the
beneficiary Member States. The EIB could play a pivotal role in providing more assurances to
project promoters and ensuring that evaluation and selection are performed ensuring value for
money. Regarding small scale projects, under Option 2 it will be necessary to work with financial
intermediaries' ™. It allows to aggregate together similar projects of smaller size across the
beneficiary Member States to build a critical mass, diversify the risks and make them more

' For example. the EIB and the Commission are already using this approach with the Private Finance for Energy
Efficiency financial instrument. It provides guarantees managed by the EIB to commercial banks in Member States
to support small scale energy efficiency projects.
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attractive to private investors. Specific targeted calls for proposals could be organized for small
scale projects (e.g. less than EUR 5 million) under Option 3, as well as for awarding grants under
Options 1 and 2.

Option 1 gives the highest discretion to the beneficiary Member States to address national
priorities but there is a risk that projects with higher EU-wide value added, such as cross-border
projects might not be sufficiently included. This is addressed or at least mitigated through a
stronger role for the Commission and all EU 28 Member States in Option 2. Certainty that EU-
wide value added will be achieved is maximised under Option 3, under which the Commission
will have high discretion, ensuring alignment with EU objectives. Under this option the pre-
approval of a project pipeline by beneficiary Member States would give them flexibility to align
the fund to their national priorities.

Under the three options, the EIB would be involved in the technical and financial due diligence of
the projects supported by grant schemes. This would ensure that the grants are provided to
maximise the environmental and economic impact and in the minimum needed amount. The
organisation of calls for proposals by the Commission would avoid the issue of fragmentation and
also create better visibility for the Modernisation Fund, which could improve the quality of the
submitted projects. Specific targeted calls for proposals could be organized for small scale
projects {(e.g. less than EUR 5 million} under Option 3, as well as for awarding grants under
Options | and 2.

8.2.4.2. Coherence

Since the three options provide different balance of the roles between the institutions, there are
varying impacts on coherence.

Under Option 1, since the rules of the fund are agreed only among the beneficiary Member
States, these might introduce fragmented approaches based on national preferences, not
necessarily aligned with internal rules of the EiB " or with EU value added. Therefore this might
limit the scope of the role of the EIB with regard to implementation and increase the uncertainty
for investors about how projects will be assessed.

Under Option 2, with a wider representation at the Steering Board, it is more likely that the
guidelines for selection of projects will be consistent with internal guidelines of the Commission
and the EIB. This would make it more likely to enhance the EIB role, which would provide
certainty for private investors. Under such circumstances it is more likely that the EIB may
decide to be involved in risk-sharing or co-financing of projects, which could decrease the cost of
capital for project promoters who can take advantage of the EIB's favourable financial terms.

On complementarity with existing instruments, Option | may facilitate coordination with existing
national schemes and the use of the European Structural and Investment Funds, which are
distributed at national level, but it will be more challenging to ensure complementarity with EU-
level instruments. On the other hand, in Option 3, the Commission will have higher discretion in
setting priorities and selecting projects, ensuring alignment with EU objectives. The involvement
of the beneficiary Member States through pre-approval of projects that can apply for funding
would ensure that the selected projects are in line with the national investment plans. As a more
balanced distribution of the roles, Option 2 would ensure that consideration is given to

""" The EIB has internal energy lending criteria. set at EU level with the agreement of all 28 Member States
(hitp://www.eib.org/infocentre/publications/all/eib-energy-lending-criteria.htmy)..
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consistency with existing initiatives both at beneficiary Member State and at EU level, while
maximising the respective strengths of the Member States, Commission and the EIB.

In terms of transparency, under Options 1 and 2, the operational details of the fund will be set by
a Steering Board, rather than during the process of defining implementing legislation. This may
reduce the transparency in how investment criteria are set. However, stronger involvement of the
Commission, which is accountable to the European Parliament, would likely improve
transparency vis-a-vis European citizens in designing the rules of the fund and monitoring the
operations, notably for Option 2. In that vein, Option 3 provides the highest level of transparency
as the majority of the operational rules would be included in the implementing legislation. The
Commission would ensure an EU level competitive process, including appropriate reporting on
the use of funds and the timely review of the Modernisation Fund.

8.2.4.3. Market Distortion

Since the energy sector is commercially driven and revenue bearing, public intervention should
use the least distortive tools with the aim of addressing situations when the market fails to deliver
or the investment level is sub-optimal. Any support provided should maintain a level playing
field in the internal energy market, so as to ensure open access for possible use of infrastructures.
Support should avoid overcompensation and wasteful duplication of investments.

Under Option 1, beneficiary Member States are strongly involved in the investment decisions. As
discussed, this might result in more fragmented approach with different criteria and terms applied
in each beneficiary Member State and a risk of less consideration of minimizing the distortion of
the internal market. The support granted by Member States would need to be subject to of State
aid control (where relevant).

Option 2 would differ from Option 1 through the introduction of more detailed eligibility criteria
but the way in which support is granted could still lead to distortions (again subject to State aid
control). The EIB and the Commission would act under mandate from the EU28 Member States
to ensure consistent selection and treatment of financing for equivalent projects granted across
the beneficiary Member States. This would make distortion of the internal market less likely.

Option 3, would lead to the most extensive rules and procedures to avoid the risk of market
distortion, by setting detailed eligibility and selection criteria out in advance, including requiring
the use of competitive bidding processes where possible. The involvement of the Commission
would ensure that the fund conforms to the EU law, in particular in relation to concerns of market
distortion and would take into account the EU-value added (for example through contributing to
creating an Energy Union and completing an internal energy market).

Across the options it is possible for small scale projects to fall under categories which exempt
them from ex ante notification under state aid rules or benefit from low support levels. Under the
currently existing regulations, small scale projects could qualify for an exemption from state aid
rules under a de minimis regulation'’® (currently, if less than EUR 200,000 of aid over 3 years is
provided) or from ex ante notification under a possible future general block exemption
regulation'” (if certain conditions on amount, intensity and recipients are met) as the
Commission evaluated that the provision of such aid does not unduly distort competition in the
Single Market. While the existing regulations apply until 2020 and the fund would be operational
only as of 2021, in principle, small scale projects or projects addressed towards SMEs may

78 htep:/fec.europa.euw/competition/state_aid/legislation/de_minimis_regulation_en.pdf
" hip:tieur-lex.europa.ew/legal-conten/EN/TX T/PDF/2uri=CELEX:320 1 4R065 | &from=EN
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receive reduced Commission scrutiny, in view of their lower expected distortive impact on the
internal market.

8.2.4.4. Administrative Burden

Under all options, promoters need to provide information to facilitate an assessment of the
necessity and proportionality of support and to assist the selection process. As such, all options
involve administrative burdens for project promoters, Member States the EIB and the
Commission.

On administrative burden for the institutions involved in managing the Modemisation Fund,
Option 3 is the least burdensome for Member States since it involves the setup of a single
mechanism — a cormpetitive call for proposals across the beneficiary Member States. Option 1 and
2 may involve higher administrative burden due to the setting-up of additional financial
instruments. This burden would fall on the financial institutions that would be entrusted to
implement the instruments, unless the Steering Board decides to implement the funds through
already existing instruments. Under Option 1, a decentralized solution to financial instruments
may increase the management complexity and costs and might be less efficient in ensuring the
due diligence process is conducted in a uniform manner. Compared to Option 1, Option 2 could
limit the administrative burden through the implementation of standardized financial instruments.

Administrative simplification for project promoters is important for facilitating investment, in
particular for small scale projects. Two aspects are important in that regard: 1) the extent to
which there is clarity for project promoters and investors on project selection and investment
criteria, and 2) the administrative burden faced by project promoters in applying for funding.

Option 3 provides the highest clarity on the criteria for project selection - they would be defined
in the implementing legislation and be applicable to all beneficiary Member States. Compared to
this, Option 1, results in a fragmented national approach with different criteria per Member State.
This could result in confusion for project promoters, in particular for international investors, and
become an obstacle to effective implementation. Option 2 would simplify the procedures for
international investors through the introduction of standard financial instruments across the
beneficiary Member States. It would improve visibility through the one-stop shop approach. It
will be particularly important to ensure simplified procedures for financing of small scale projects
to facilitate the specific challenges these projects face. Under all Options, calls for proposals
could target small scale projects applying for grant schemes. Compared to Option 2, under Option
1 there would be closer proximity between local project promoters (that tend to support smaller
ticket projects) and the managing financial institutions and this would facilitate the support for
small scale projects. On the other hand, Option 2 could address small scale projects through local
financial intermediaries. This would mean simplified rules for project promoters, but it would
create additional burden for setting up such intermediary arrangements with the financial
institutions. Specific technical barriers could be addressed by dedicated technical assistance
facilities.

8.2.5. Comparing the Options

The table below lists the evaluation of impacts of the three different options.

Table 12: Impact of policy options for the Modernisation Fund
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Increase Increase Minimise risk Minimise
effectiveness coherence of market administrative
distortion burden

Baseline No No No No

Modernisation | Modernisation Modernisation Modernisation

Fund Fund Fund Fund

Option 1 + 0 - -
Option 2 ++ + + +
Option 3 0 + ++ +

The Modernisation Fund is a new funding mechanism that will be operational as of 2021, The
detailed operational modalities of the Modernisation Fund would ultimately need to reflect the
types of projects that would be eligible and the specific barriers that need to be addressed to
realize these investments.

The three examined options illustrate some key trade-offs to be considered in the overall
governance of the fund. While all four criteria (effectiveness, coherence, market distortion and
administrative burden) contribute to comparison of the options, relative to the other criteria the
‘effectiveness’ is key in ensuring the governance structure contributes towards the fund
objectives to modernise the energy sector and improve energy efficiency.

While Option 3 provides for a clear and simple governance structure, it may have a more limited
impact on mobilizing private investments if implemented by grants and would therefore have a
more limited effect on the modernisation of the energy systems.

Option 1 has clear advantages in addressing national priorities and specificities, but it may not
fully reflect European priorities. Furthermore the risk of distortions to the internal energy market
is higher and fragmentation may be too burdensome for larger investors resulting in fower
effectiveness compared with Option 2. Option 2 presents a balanced approach that would allow to
maximize private investments, while taking in account both national and European priorities.
However, appropriate structure of intermediation would be needed to finance small scale projects.

8.3. Free allocation to promote investments for modernising the energy sector
8.3.1.

Also in the period after 2020, low-income Member States can opt to allocate free allowances to
their power sector. Specifically, the European Council has agreed that from 2021 to 2030
Member States with a GDP of less than 60% of the EU average in 2013 can choose to provide
free allocation to the power sector, up to a maximum of 40% of their allowances before
redistribution is taken into account. If all eligible Member States make full use of this option, the
maximum amount given for free could be more than twice as much as the number of allowances
used for the Modernisation Fund. The policy objective of the optional free allocation (FA) to the
power sector is similar to that of the Modernisation Fund - to enable low-income Member States
to modernize their energy sector. As indicated in Annex 9, besides the scale of the relevant
investment challenges in the energy sector in these Member States between 2021 and 2030,
common barriers to realising the investments also occur, such as underdeveloped financial
markets, split incentives for realising improvements to energy efficiency and a higher perceived
level of risk, which can form challenges to mobilising the necessary investments in the energy
sector.

Policy objective and problem definition
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Free allocation to the power sector differs from the Modernisation Fund because the allowances
which can be given for free are deducted from the auction volume of the Member State
concerned, while the Modernisation Fund has a collective funding basis and thus redistributional
characteristics. Consequently, free allocation is optional, and during the current trading period
(2013-2020) several Member States have chosen not to make use or only make limited use of this
possibility. The free allowances can only be given subject to carrying out investments that are
aimed at modernising the energy sector in the Member State. The investments must be at least
equal in value to the free allocation. In order to assess the potential options for continuation of
this policy, the lessons learned from implementation of the existing arrangements to make use of
free allocation to the power sector are first considered.

8.3.2. Conclusions on lessons learnt and policy context

An extensive discussion of the lessons learnt from the current implementation of free allocation
to power can be found in Annex 4.2. The initial results from the experience of the first year of
implementation of free allocation to the power sector indicate that while many of the investments
which the beneficiary Member States included in their national investment plans linked to free
allocation to the power sector are taking place, the modalities for the implementation of the
derogation differ significantly. These differences between Member States make a direct
comparison difficult and result in limited transparency.

There is scope for streamlining and providing for a simpler, clearer and more transparent
approach for the Member States that will choose to make use of the derogation after 2020. Care
should be taken to avoid distortion of the energy market, for example by more clearly
establishing the need for investments.

The European Council has indicated that the continuation of free allocation should be based on
improved modalities to ensure the funds are used to promote real investments in modernising the
energy sector, while avoiding distortions of the energy market. In this context, and taking into
account the lessons learned, this impact assessment focuses on the options for how these
modalities could be improved compared to current practice.

8.3.3. Operational policy objectives

The operational policy objectives for free allocation to the power sector relate to the key areas for
improvement identified in relation to the existing mechanism. The main operational objectives
are to improve transparency to ensure that the funds are used to promote real investments
modemising the energy sector while lowering the complexity and the administrative burden
related to the implementation and allocation mechanisms that limit distortions. In this context,
"real” is considered to refer to additional investments compared to what would have been
invested in the absence of the free allocation. At the same time, care must be taken to ensure that
distortions of the internal energy market are avoided and that the impact of the mechanism on the
general functioning of the European carbon market is minimized.

8.3.4. Development and screening of policy options

The main options that are assessed for the free allocation to the power sector relate directly to the
timing and selection of investments and to transparency requirements. These elements are key
issues for which the implementation currently varies by Member States and which can atfect
either the volume of allowances coming to the market (timing of investiments and auctioning of
unused allowances), or the achievement of the operational objectives, such as transparency and
simplicity (selection of investments and transparency requirements).

77



ETS Limited

With regard to the selection of investments, the current practice based on national plans
designed by Member States based on common principles'® could be replaced by the selection of
investments at the national level through an open competition based on targeted performance. For
example, it could be organised through a tender or competitive bidding with the investment
representing the best value for money being selected / prioritised.

A change which could be considered to reflect the longer period covered (2021-2030) and
potentially changing investment priorities would be an optional revision or update of the national
investment plan, for example midway through the trading period. This could allow changes to the
design of proposed investments to be evaluated. At the same time, ensuring equal treatment for
revised and initial investments could necessitate an approval process for such an update that
would be similar to that carried out for the initial national plan. This would result in a
significantly higher administrative burden for operators, Member States and the Commission.

If a competitive bidding process were used, this would be envisaged to take place in advance of
the trading period, in order to determine the investments eligible to justify free allocation. The
bidding process could take the form of a tender based on pre-determined criteria and cost per unit
of performance, to provide an objective way to assess which investments would offer value for
money."®" A further change that could be considered would be to apply this process for large
investments, while allowing smaller investments to be approved without the selection process
based on general block exemption under state aid rules'™.

With regard to transparency, instead of reporting at the Member State level, the Commission
could, for example, be mandated to make the relevant information public centrally in a timely
manner. In addition, the selection of investments through an open competition mentioned

previously would likely also enhance transparency.

With regard to timing, a flat or consistent share of free allocation {equal amount per year) could
be considered instead of the current approach. The current trajectory was in line with the
transitional nature of the provisions in phase 3 and requires the highest level of investment at the
start of the period and a decline to zero at the end of the trading/derogation period. From 2021 to
2030, a similar distribution could be maintained or a choice could be made for a flatter
distribution of allocation (and corresponding investments) over the derogation period. For
example, the share could be a consistent percentage of the auctioning volume of the Member
State for each year, or the amount over the period could simply be divided over the years with a
high start and a linear decline to zero to the end of the period. Changing the timing would
potentially affect both, the distribution of investments over the period and the supply of
allowances to the market.

One other issue identified in the lessons learnt is that currently the provisions for the auctioning
of unused allowances vary across beneficiary Member States. Harmonised rules on auctioning
after a specified time or during the same vyear if the allowances are not given for free could be

"% For example, principle 5 in the guidance document on the optional application of Article 10c (201 /C 99/03)
states that "Investments identified in the national plan should contribute to diversification, and reduction in carbon
intensity, of the electricity mix and the sources of energy supply for electricity production.

81 For example, investments in renewable energy could be compared based on the cost per unit of renewable energy
produced. investments in modernising existing power plants could be compared based on the cost per unit of
reduction in emissions intensity achieved or the reduction in energy use could be compared based on the cost per unit
of reduction in primary energy use.

82 Under the currently existing regulations, small projects can qualify for an exemption from state aid rules under the
de minimis regulation (if less than EUR 200,000 of aid over 3 years is provided) or under the general biock
exemption regufation (if certain conditions on amount, intensity and recipients are met).
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envisaged. This would reduce the variation between Member States and set a clear timetable for
auctioning of unused allowances.

8.3.4.1. Aspects not to varied between the options

Two aspects which under the current legislation are regulated in different ways are the use of
either benchmarks or verified emissions as the basis for determining potential free allocation to
individual installations and the use of a reference price determined in advance or based on
observed market prices in the year concerned to calculate the market value of free allowances. As
is described in the lessons learnt, this results in differentiation between Member States,
increasing the complexity of the implementation and making it considerably more difficult for
outside parties to understand what is the basis for the free allocation to individual installations.

In order to ensure a more consistent and transparent approach, it would be easiest to simplify by
using one approach rather than allowing several alternatives which differ mainly in terms of the
methodology used, rather than the underlying principles. To determine the maximum allocation
for an individual operator, the existing benchmark methodology could for example be applied to
all installations. To determine the reference price for free allowances, the approach applied by
several Member States to use the average market price in primary auctions for the calendar
year“33 could be generalised. These methods more closely retlect market conditions and could be
casily applied. To ensure a consistent implementation, it is proposed to use only one approach in
each case.

The existing approach now taken by almost all Member States to base the request for free
allocation by operators on proof that the investments have been carried out is foreseen to be
continued for all assessed options. Several Member States that cuwrently apply the derogation,
such as the Czech Republic and Estonia, emphasised the importance of this practice for the
monitoring of the investments in the consultation.

8.3.5. Retained option packages

Four coherent combinations of options are proposed to be investigated for the purpose of the
Impact Assessment. These represent an increasing level of change compared to the continuation
of the current practice in particular reducing the variation in certain aspects which are now
implemented differently in individual Member States and moving towards a competition as the
basis for the selection of investments by Member States.

Baseline A: a strict legal baseline would imply no continuation of free allocation to the power
sector after 2020. The allowances in question would then be auctioned rather than allocated for
free and the revenues would be at the disposal of the individual Member States. The same result
would be achieved, if Member States choose not to make use of the derogation for free allocation
to the power sector.

Alternative baseline B: this scenario most closely represents a continuation of current practice
with regard to the implementation of free allocation to the power sector.

Option 1: Streamlined: this scenario envisages more consistent rules and procedures compared
to cutrent practice, excluding delays for investments and with the reports to be published by the
Commission. This means that the allowances are either given for free for a specific calendar year,
or otherwise auctioned in the following calendar year. The relevant information reported in order

¥ 1If this is more than 209% lower compared to the value set in advance based on the guidance document
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to justify the free allocation would no longer be reported separately by the individual Member
States, but directly and centrally by the Commission.

Assuming that the determination of the maximum allocation per installation and the reference
price are also replaced by one method, this could be seen as a more standardised version of
current practice, reducing differences in methodologies that are now varied between Member
States while leaving in place most of the principles for free allocation to the power sector.

For this option, it is assumed that the timing of the free allocation remains as it is now, with a
high start and a declining trajectory. As indicated in the previous section, the option for a revision
of the national plan could be included in such an approach.

Option 2: Open selection: this option would involve further changes to those provisions when
compared to the current practice for the selection of investments which can be used to justify the
free allocation. Changing the selection can concern the effectiveness in promoting investments
and the transparency of the basis for this selection. The relevant change compared to option 1 is
that for large investments, any potential risk of market distortion would be reduced by requiring
an open competition of the investments based on best value for money. The Member States
would set out the objective to which the investments should contribute and then carry out a
competitive selection process to compare the investments based on value for money rather than
drawing up a national plan as was the case for the current free allocation. At the same time,
smaller investments could be approved without the selection process provided they comply with
the general block exemption under state aid rules'®.

Finally, the possibility to delay the auctioning of unused allowances for ! or 2 years is
maintained. For this option, it is assumed that the timing of the free allocation remains as it is
now, with a high start and a declining trajectory.

Option 3: Annual basis and open selection: this option would imply the greatest level of
standardisation, by applying the permitted percentage of free allocation on an annual basis. This
"use it or lose it" approach has the benefit of being fully predictable for the market in terms of
timing of the supply be it as free allocation or via auctions. As in option 2 this option also
assumes that the selection of the investments is changed to take place through an open
cornpetition based on best value for money.

Finally this option provides the additional possibility to opt-in the allowances which could be
given through free allocation to the power sector to the Member State's share of resources for the
Modemisation Fund. Doing so would allow for implementation through the single govemance
structure of the Modernisation Fund rather than through two parallel administrative procedures.
Although in principle this is possible for each option, it is indicated specifically here because this
package of changes represents the greatest number of changes compared to current practice.

Table 13: Option packages for the free allocation to the power sector

Timing of Selection of Auctioning of Reporting
investments investments unused
allowances

"' Under the currently existing regulations, small projects can qualify for an exemption from state aid rules under the
de minimis regulation (if less than EUR 200.000 of aid over 3 vears is provided) or under the general block
exemption regutation (if certain conditions on amount, intensity and recipients are met).
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Baseline Not applicable Not applicable No free Not applicable
(Directive allowances
unchanged — 10¢
discontinued)
Alternative High allocation in National plan with investments 1 or 2 years Application and
baseline 2021 and declining selected by Member States after planned annual reports
trajectory to 0 in allocation if not | published by Member
(current rules 2030 used States
continued)
Option 1 High allocation in National plan with investments | Same year if not Application and
2021 and declining selected by Member States used annual reports
As base case trajectory to Q in published by
(+ streamlined) 2030 Commission
Onption 2 High allocation in | Open competition for large scale 1 or 2 years Application and

As base case
(+open selection)

2021 and declining
trajectory to O in
2030

investments based on value for
money at Member State level,
small projects under state aid
rules

after planned
allocation if not
used

annual reports
published by
Commission

Onption 3

(Annual basis
and
open selection)

Start in 2021 and

equal amount per

year or share of
auctioning

Open competition for all
investments based on value for
money at Member State level

(with possibility to add
allowances to the MS share for
the Modernisation Fund)

Same year if not
used

Application and
annual reports
published by
Commission

8.3.6.

The assessment of the impacts focuses on the economic, environmental and social impacts of the
relevant policy options. In addition, specific impacts relating to the operational objectives that
have been identified are outlined in a section on general impacts. General impacts/operational
objectives

Assessment of options

8.3.6.1. Effectiveness

A strict legal baseline would imply that the current provisions for free allocation to the power
sector expire after 2020. This would exclude the possibility for Member States to give free
allowances to their power sector in return for investments in modernising the energy sector and
could slow the modernisation of the energy sector. On the other hand, the Member States would
receive higher revenues from the auctioning of the allowances which would otherwise be
allocated for free. 50% of these revenues should then be spent on climate action in accordance
with the existing provisions of the ETS Directive. Such revenues could be spent on modernisation
of the energy sector. 183

The level of investment is not quantified for the options under consideration. However, in general
it could be expected that the options which have a higher amount of allocation in the early years
ot the trading period lead to a proportionally higher level of investiment for these years. The
provisions for delays could affect the investment in two ways. If a longer delay is allowed, this

%3 500% of these revenues would be expected to be spent on climate action in accordance with the existing provisions
of the ETS Directive. Where applicable. such spending should comply with State aid rules.
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may allow for investments to be counted for free allocation which would otherwise not be
eligible, thus increasing the potential investment that can be triggered by free allocation.
However, the use of such delay provisions can also make it easier for investments to take place
later than planned. This could affect the distribution over time with more investments taking
place later in the trading period, and such delays may also be associated with cost increases.

The scenarios involving an open selection of projects would be more effective at encouraging
private investment, given that the winning projects in such a competitive selection would be
expected to be those scoring best in terms of the value for money. On the other hand, scenarios
based on national plans may lead to a diverging outcome, depending on the priorities and energy
policy objectives of the individual Member States.

A final consideration relates to the possibility to add allowances to the Member States share in
the Modernisation Fund. Because this fund will involve the EIB, this option may allow Member
States to avoid the administrative burden and complexity of having to implement two
programmes with overlapping objectives. The governance structure for the Modernisation Fund
will also provide a mechanism for the selection and guidelines for support for investments aimed
at modernising their energy sector.

For Member States with the lowest absolute number of allowances under the derogation in
particular, the ability to combine both resources may also be a valuable way to ensure a critical
mass that can make the use of public resources more effective. For instance, it could allow
Member States to support larger projects than would otherwise be the case, assuming that
otherwise combining funding from the Modernisation Fund and free allocation to the power
sector is not possible. For more than half of the beneficiary Member States, the combined
resources from the Modernisation Fund and the optional free allocation to the power sector would
amount to less than 5 million allowances per year. Although the level of the resulting resources
depends on the timing of the allocation and the applied market value, this clearly indicates that
combining the resources could contribute to less fragmentation and more effective use of public
resources. )

Figure 2: Annual allowances from fund by type
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8.3.6.2. Complexity and administrative burden / flexibility to adjust to MS circumstances

If a delay is allowed of 1 or 2 years is allowed with regard to the realisation of investments, this
will require monitoring and verification by the Member State and the assessment of the
associated annual reports by Commission to track these investments and the allocation linked to
them over a period of 2 or 3 years. This significantly increases the complexity and administrative
burden as the reference price used to estimate the market value of the allowances can also differ
from year to year, and also leads to uncertainty regarding the number of allowances that will be
allocated in any individual year. On the other hand, if allowances are either issued or auctioned in
a single year, the monitoring and reporting would be simpler. It could however mean that
investments which take place one or two years later than planned become ineligible for justifying
free allocation, providing less certainty to investors.

Drawing up an individual national plan with a full framework of specific rules per Member State
places a significant administrative burden on the Member State involved. By contrast, if the
selection of investments is based on an open competition and general principles (ensuring
limiting market distortions) the process could be relatively straightforward. However, depending
on the number of different types of projects for which a competitive bidding process would be
organised, it could also pose an administrative burden in organising these. For option 2, the
possibility for smaller investments to be approved based on compliance with the state aid
guidelines could facilitate a simpler approval process leading to a lower complexity.

If as part of Option 1, an optional revision or update of the national plan was included, this would
be expected to significantly increase the administrative burden.

8.3.6.3. Transparency

Transparency is related to both, the accessibility of information and the level of detail of the
information provided in the public domain with regard to the preparation and implementation of
the free allocation to the power sector. As indicated in the lessons leamed, transparency is
affected by both, the general process for the selection of investments and the implementation of
the free allocation, but also by the wide variation in reporting and the difficuity in some cases of
accessing the available information online.

With regard to the options presented, first, those scenarios involving a centralised publication by
the Commission would increase the transparency compared to the current practice. The clarity of
the information and transparency of the process would benefit from utilizing using a single
consistent format for the reporting.

Second, having the harmonised rules for auctioning of unused allowances would improve the
clarity and predictability of market supply of allowances, while a direct link to the actual year in
question (a "use it or lose it" approach) would perform best in this regard. If it is known that all
unused allowances are auctioned either 1 or 2 years later, then it is much easier to assess the
range of the potential quantity of allowances that could be issued under the derogation or
auctioned if unused. If all unused allowances are auctioned in the following year, the volume can
immediately and automatically be identified once the allocation for a year is known. The greatest
uncertainty would arise from continuing the current variation, which makes it difficult for outside
market analysts to interpret which quantity of allowances will be allocated or auctioned at which
stage.

A third way in which the options differ with regard to the current degree of transparency is in the
way the investments are selected. If this is done by Member States through an open competition
based on clear pre-defined criteria, representing a clear measure of value for money, this is likely
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to contribute to a more transparent process when compared to each Member State drawing up a
distinct national investment plan.

8.3.6.4. Potential distortion of EU energy market / complementarity with regard to existing EU
instruments

Giving allowances for free from 2021 to companies operating on the energy market in specific
Member States in return for realising investments in the modernising the energy sector has the
potential to distort competition on the energy market. It can also lead to a fragmentation of the
internal market along national borders. Assuming a range for the average annual total quantity of
between 1-25 MT and a price per allowance of €25 this could represent between €25 million and
€625 million annually. In particular, if the free allocation is distributed selectively to power
producers in a Member State, but not to potential competitors in the market or in neighbouring
Member States where no free allocation is given to the power sector, this can lead to an undue
advantage and thus a distortion of the market.

The potential distortion of the energy market also depends on the progress to market liberalisation
by 2021 and on the types of investments are used to justify free allocation. If these relate solely to
activities for which there are clear market failures (e.g. renewable energy or energy efficiency),
or to activities which are related to infrastructure investments which are regulated markets (such
as energy grids), the risk of distortion of competition is considerably lower than if they are open
to Investments in conventional power generation. The latter risks to fragment the internal market
or to prevent alternative solutions to be developed (e.g. demand response).

This is also the case where there are rules which specify that investments related to power
generation must be strictly limited to the modernisation of installations. For example, this is
currently regulated through requirements to de-commission an equivalent amount of capacity if
an investment would otherwise lead to a net increase in the level of generating capacity.

Another potentially significant factor relates to the basis for selection between investments of a
comparable type. If the selection is based on a competitive open procedure as is the case for large
investments in Option 2 or for all investments in Option 3, i.e. a tender or bidding process based
on value for money that is open to all the operators, this would be less likely to lead to an undue
distortion of the market, as there would be an objective basis ensuring selection of the
investments based on best value for money. The scenarios based on such a selection mechanism
are thus assumed to involve a lower risk of market distortion than those based on national plans.

8.3.6.5. Timing and distribution of investments und volume and timing of allowances on market /
auction revenues of investinents

The volume and timing of market supply of allowances depends on the trajectory for free
allocation, which varies for the options considered. Specifically, the impact is determined by how
this differs from what would happen if the Member State chose to auction all the allowances.

If this trajectory is assumed to decline in a linear manner from a high start, as is the case in the
current free allocation, a relatively higher amount of allowances will be issued in the initial years
of the period ("front-loading”) compared to what would otherwise have been auctioned, while a
lower amount is issued in the later years of the period. The degree of any front-loading also has
imptlications for the transfer of allowances into the Market Stability Reserve (MSR) if agreed. In
case individual Member States decide to front-load a substantial amount, the surplus would be
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higher and relatively more allowances would be transferred to the MSR'®, If by contrast the
share of allowances allocated for free is kept constant relative to the annual auctions, the impact
is much lower. Similarly, if an equal amount of allowances is allocated for free each year, the
impact on the market in terms of additional supply is relatively low. This is shown in a stylised
example illustrated below. Thus the scenarios with a constant share or flat amount of allowances
per year will have a more limited impact on the carbon market.

Figure 3: Combined free ailocation trajectories
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This aspect, however, interacts with another factor which further determines the impact on the
carbon market: the rules governing the auctioning of unused allowances. If an investment is
allowed to be delayed for one or more years, then this creates uncertainty about when these
allowances will enter the market, either through free allocation or auctioning. The quantity of
allowances for which this uncertainty applies is highest during the early years of the trading
period, in particular if a linear trajectory with a high start is assumed in combination with a longer
delay. If on the other hand unused allowances are auctioned in the same year, there is no
underlying uncertainty because regardless of the way they are put in circulation, it is known
which quantity of allowances reaches the market.

Environmental impacts
8.3.6.6. Porential decarbonisation

At the EU level, the reduction in greenhouse gas emissions within the sectors covered by the EU
ETS is guaranteed by the declining cap. As a result, the different options described here are
assumed to have no impact on emissions at the EU level, although if additional investments take
place as a result of the free allocation to the power sector these could ensure that a relatively
larger share of the expected reduction takes place in the Member States concerned. A higher level

186 Under the MSR proposal {COM/2014/20), each year 12% of the total number of allowances in circujation are
transferred in the MSR provided this total number is higher than 833 million allowances.
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of reductions in greenhouse gas emissions can also deliver a corresponding improvement in other
pollutants which negatively affect air quality.

Direct environmental benefits 'may occur at the Member State level, in particular through
improved local air quality and the related health benefits. Certain investments relating to energy
efficiency such as renewing heat networks may also lead to a larger reduction of carbon
emissions in sectors outside the EU ETS.

8.3.6.7. Social impacts

It is not possible to quantify the impacts on employment in the individual Member States,
although a positive impact on employment may be expected in proportion to the level of
increased investment, if this is realised as a result of the free allocation to the power sector. At the
same time, if such investments lead to the replacement of existing assets in the power sector,
there may be a net shift in employment rather than an expansion.

On the other hand, if Member States choose not to provide free allocation to the power sector,
they will have more revenues from the auctioned allowances to be used for climate action, in line
with the existing provisions of the Directive that at least 50% of revenues should be used for
these PBL;rposes, including all revenues from allowances redistributed to lower income Member
States .

8.3.7. Comparing of options

The outcomes with regard to impacts for the different options are displayed in the Table 14
below.

Table 14: Comparison of options for the free allocation to the power sector

Effectiveness Minimise Increase Minimise risk Minimise
administrative | transparency of market frmpact on
burden distortion carbon market
Baseline (Directive | No support for | Not applicable | Not applicable No risk No impact
unchanged ~ 10c modernisation + + ++ ++
discontinued) -
Alternative baseline
{current rules 0 0 0 0] 0
continued)
Option 1
As base case No change + + + +
{+ streamlined}
Option 2
As base case + - ++ + No change
(+open selection)
Option 3
+ - ++ + +
{antnual basis and
open selection)

In terms of comparison of the options, the strict legal baseline would imply discontinuation of
free allocation to the power sector. If this is the case, the policy objective of supporting
investment in the eligible low-income Member States may not be met.

The alternative baseline by contrast implies the continuation of current practice. As is indicated in
the section on lessons learnt, this is expected to lead to a continued high administrative burden for

57 Article 10(3)
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implementing Member States and to a continuation of the current perceived lack of transparency.
It also offers little scope for improvement with regard to the potential risk of distortion of the
energy markets. As a result, this option would not allow the objectives to be met.

As is clear from the table, the streamlined approach would provide some improvements on most
of the criteria considered. It's expected that this option would help to improve transparency and
lead to reduce the administrative burden because the implementation would be simpler with
fewer exceptions to the rules. If as part of Option 1, an optional revision or update of the national
plan was included, this would however be expected to significantly increase the administrative
burden. Transparency would be expected to benefit from centralised reporting. At the same time
this option would not involve radical changes to the way in which the investments are selected
and in which free allocation is provided, which is the reason that the effectiveness is assumed not
to change compared to the current practice.

Increasing the scope of proposed changes to the selection process to include changes to the
trajectory of free allocation and to include specific procedures for the selection of investments
based on a competitive selection process may lead to a higher administrative burden, in particular
for option 3 where this is applied to all investments. However at the same time this also offers a
greater potential to improve transparency because a clear and consistent basis would be used for
the selection of investments. A competitive selection based on value for money could also lead to
a higher level of effectiveness in realising investments in modernising the energy sector.

A possibility to provide additional benefits would be to allow those Member States that choose to
do so to make use of the governance structure of the Modernisation Fund to efficiently select and
fund projects aimed at modernisation of their energy sector. This offers the perspective of
avoiding unnecessary duplication of bureaucratic structures, reduced overhead and the potential
to make use of the expertise of the EIB in project selection. Making use of this option would also
provide a single and therefor simpler structure for potential investors in these Member States.

In conclusion, no single option clearly scores best on all the criteria considered in this Impact
Assessment. The final choice depends on whether limited changes implied by Option 1 are
considered sufficient in light of the main operational objectives of improved transparency to
ensure that the funds are used to promote real investments modernising the energy sector, while
lowering the complexity and the administrative burden related to the implementation. Options 2
and 3 offer the potential for further reaching improvements, but may result in an increased
administrative burden unless use is made of the governance structure of the modermnisation fund.

8.4. Interlinkages between the low carbon funding mechanisms

Three main interlinkages can be identified between the low carbon funding mechanisms
described in this chapter.

Both the Innovation Fund and the Modemisation Fund will involve the monetisation of
allowances in order to provide funds for investment. Annex 12 provides a further discussion of
the relevant choices and impacts related to the timing of the monetisation, showing that the
auctioning of a steady amount of the allowances between 2021 and 2030 would allow for a
minimal price risk and market impact when compared to front loading the allowances. At the
same time, ensuring that both the Innovation Fund and the Modemisation Fund can become
operational from 2021 would require the timely monetisation of the corresponding share of the
total number of allowances. A balanced approach is therefore needed to time the auctioning of
allowances in such a way as to provide certainty of available funds, while also avoiding a
negative impact on the carbon market.
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Both the Modernisation Fund and the optional free allocation to the power sector aim to support
investments to improve energy efficiency and to modemise the energy systems in 10 lower
income Member States. While under the Modernisation Fund, specific investments may receive
financing, the second mechanism would directly provide free allowances from the auctioning
share of the Member State concerned to operators in return for investments having been carried
out. Specific barriers for such investments are described in Annex 9. In order to prevent the same
investment receiving aid from two different sources, which would reduce the efficiency of the use
of scarce public resources, it is proposed to include a provision in relation to the potential
accumulation between free allocation to the power sector and the Modernisation Fund. Several
stakeholders indicated support for such rules as part of the consultation.

A possibility to make use of a single approach to achieve modernisation of the energy sector
would be an option to add free allowances to the Member States share in the Modernisation Fund.
This would allow beneficiary Member States to avoid the administrative burden and complexity
implementing two programmes with overlapping objectives, while taking advantage of the
governance structure offered by the Modemisation Fund. For Member States with the lowest
absolute number of allowances under the derogation in particular, the ability to combine both
resources may be a valuable way to ensure critical mass that can make the use of public resources
more effective.

9. MONITORING AND EVALUATION

The Commission will continue to monitor and evaluate the functioning of the EU ETS in its
annual Carbon Market Report, as foreseen under Article 10(5) of the Directive. This covers also
the impacts of the revision of the EU ETS. Furthermore, evaluation of progress on the application
of the Directive is regulated in Article 21, which requires Member States to submit to the
Commission an annual report paying particular attention to issues including the allocation of
allowances, operation of the Registry, application of monitoring and reporting, verification and
accreditation and issues relating to compliance. The envisaged Energy Union integrated
govemance and monitoring process is also expected to make sure that energy-related actions at
European, as well as regional, national and local level, including the EU ETS, contribute to the
Energy Union's objectives.
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