








Introduction

The European Commission recently published a proposal for a radical revision of
the EU emissions trading scheme (EU ETS) from 2013 to achieve the EU’s climate
change objectives. In this guide, we examine the proposal’s implications for the EU
petrochemicals industry based on research that we commissioned and explain how
Freshfields Bruckhaus Deringer can assist those affected by adding value through
legal solutions.

Background

The EU ETS is the EU’s chosen method for reducing greenhouse gas emissions from
major industrial installations to mitigate the effects of climate change. The scheme
puts a price on the emission of carbon dioxide (known more commonly as the
price of carbon) in the EU and the right to emit is in effect a commodity, which is
currently trading at between €18 and €25' per tonne of carbon dioxide equivalent.
The vast majority of EU ETS allowances are awarded free of charge, although a small
percentage are auctioned by the member states; if a company subject to the EU ETS
emits more than its annual quota, it must purchase additional allowances or carbon
credits (see below) on the open market.

Many EU petrochemicals companies are already subject to the EU ETS because their
combustion activities are included in the scheme. The Commission’s proposal,

as discussed below, will expose the industry to ever-more-stringent caps on its
emissions, which will drive up the price of carbon, lead to higher levels of auctioning
and bring in more of the remaining uncovered process and combustion emissions
from the industry. Having to pay for the right to emit — at an initial auction or via
subsequent purchases of allowances or carbon credits — may have a significant effect
on a company’s profit margins and shareholder returns, particularly for an industry
that faces significant competitive pressure from non-EU producers and may therefore
face difficulty passing on EU ETS compliance costs to its customers. Royal Dutch
Shell’s chief executive, Jeroen van der Veer, has already warned that the proposals are
likely to directly damage competitiveness in the oil refining industry, which employs
around 100,000 people in the EU, and have a knock-on effect on other closely linked
industries such as chemicals and plastics.

The proposal is at an early stage, although the European Parliament and the
European Council have expressed their desire to see it adopted as early as next spring.

! The price of carbon (dioxide) depends on whether EU ETS allowances or carbon credits are being used for compliance
purposes. As carbon credits entail greater risk than EU ETS allowances, their price tends to be lower. However,
operators face limits on the number of carbon credits that can be used for compliance purposes (see below).



The Commission’s proposal

If the proposal is implemented, its effects from 2013 will be:

o the scrapping of national allocation plans in favour of a single EU-wide emissions
cap set by the Commission at 1.72bn allowances for 2020, 21 per cent below 2005
levels. To achieve the 2020 cap, allowances will be cut from 2013 levels, when
1.97bn allowances will be awarded, at a linear rate of reduction of 1.74 per cent
per year between 2013 and 2020. The same linear rate of reduction will apply in
the fourth phase of the scheme, with provision for a review in 2015;

o increased auctioning — ie fewer allowances available free of charge. The
petrochemicals industry would initially receive 80 per cent of its allowances for
free, but this would be phased out entirely in favour of full auctioning by 2020.
Allocation of allowances to installations would be on the basis of harmonised
Community-wide rules;

o a wider range of petrochemicals sector activities caught by the EU ETS as a
result of specific reference to the production of carbon black where combustion
installations with a rated thermal input exceeding 20 megawatts are operated
and the production of basic organic chemicals by cracking, reforming, partial
or full oxidation or similar processes at installations with a production capacity
exceeding 100 tonnes per day;* and

o reduced access to the use of carbon credits for EU ETS compliance purposes.

At present EU ETS operators are able to use carbon credits generated by the
Clean Development Mechanism (essentially UN-approved emission reduction
projects undertaken in developing countries) or Joint Implementation (UN-
approved emission reduction projects undertaken in countries listed in Annex

B to the Kyoto Protocol)’ up to a percentage of total emissions stipulated by the
relevant member state and approved by the Commission. From 2013, although
banking carbon credits and allowances between the second and third phases will
be allowed — pending conclusion of a post-2012 international climate change
agreement* — the use of carbon credits in the third phase will be limited to the
unused portion of the applicable limit in the second phase.

The proposal’s implications for EU industry’s competitive position have figured high
in debate so far. The proposal does require the Commission to investigate those
‘energy intensive’ industries most at risk of carbon leakage — ie relocation outside

the EU to countries without carbon constraints as a consequence of competitive
pressure —and to propose compensatory measures to prevent it, where appropriate.
We anticipate that the EU petrochemicals industry will be among those pushing for
inclusion in any such measures and it is likely to have a strong case for this, according
to our research (see below).

The proposal’s effects may not be all negative — the EU ETS offers financial
opportunities for those companies that are able to invest in emissions-reduction
technologies and plant modernisation, whether in the EU or overseas, and become
net vendors of allowances or carbon credits. The reduced access to carbon credits
envisaged in the event that a post-2012 international climate change agreement

is not reached may, however, have a negative effect on the carbon credit market,
pending resolution of the agreement.

Commission Communication COM (2005) 703 final required the inclusion of combustion processes involving

e A : - crackers and carbon black in the scheme from the start of the second phase of the EU ETS in any event but it is
ain w k. SR i envisaged that the extension of the definition of activities could cause more process and combustion emissions from
the petrochemicals sector to be caught by the EU ETS.
By ) ? See http://unfccc.int/kyoto_protocol/items/2830.php.
* International talks are ongoing but progress has, so far, proved slow. It is unlikely that the agreement will be signed
before the end of 2009.
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Our own research, commissioned from the centre for economic and business
research (cebr), focuses on how financially exposed the chemicals industry, including
the petrochemicals sub-sector, may be to the proposal to revise the EU ETS and the
extent to which the EU petrochemicals sector faces competition from outside the EU.
It suggests the following.

o EU production growth rates for the chemicals industry, as a whole, are lower

than those in other key world trading blocs and there is evidence that the

sector has struggled in the face of international competition. Examining the
sectoral breakdown reveals that annualised production growth rates for the EU
petrochemicals sector between 1996 and 2006 showed growth of just 1.71 per
cent. In the UK, where the petrochemicals sub-sector is relatively more significant
than in the rest of the EU and accounts for around 44 per cent of the chemical
industry’s turnover, gross value added (GVA)® has fallen at an annualised rate of
almost 6 per cent per annum over the same period.

Assuming a price of €20 per tonne of carbon dioxide (ie there are no free
allocations under the EU ETS, as may be the case from 2020), and that the sector
does not respond in any way to the costs increases it faces, the minimum® and
maximum’ percentages of the GVA at risk from carbon pricing for the chemicals
industry, as a whole, are 1.7 and 4.7 respectively, compared with a typical
benchmark threshold for concern of 4 per cent®. Using a higher, perhaps more
realistic, price of €40 per tonne raises the maximum value at stake to 9.4 per cent
because the value at stake measure increases linearly with the price of carbon
dioxide.

For the EU petrochemical sub-sector, exposure to carbon pricing under the

EU ETS is much greater than it is for the chemicals industry as a whole; cebr
estimates that the minimum and maximum values at stake for this sub-sector

are 2.7 and 7.1 per cent respectively at a carbon price of €20 per tonne and the
maximum close to 25 per cent at €70 per tonne. A comparison with the maximum
value at risk of a number of other sectors, based on available UK data, reveals

that the petrochemicals sector is likely to be among the 10 industries with the
highest value at risk within the economy. Within the chemicals industry, only

the inorganic chemicals sub-sector is more exposed to carbon pricing than the
petrochemicals sub-sector. cebr does not consider that using EU data, were it
available, is likely to materially alter these results.

In measuring the extent to which chemicals companies face competition from
non-EU sources, combining the value at stake measure and the non-EU trade
intensity for the UK chemicals sector reveals that the UK petrochemicals sub-
sector is subject to a significant amount of non-EU overseas competition and is
more likely to be detrimentally affected by carbon pricing than any other sub-
sector within the chemicals industry. Regrettably the data is not available to run
this measure at the EU level but it is assumed that the same challenges are likely to
be faced. cebr’s analysis suggests there is a substantive risk that inclusion in the EU
ETS post-2013 will cause the EU petrochemicals sector to face an irreparable loss
of competitiveness to geographic regions where carbon emissions are not priced if
it is not given the benefit of compensatory measures.
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Gross value added is a common measure of economic value or contribution. It is broadly analogous to gross
domestic product but expressed at a sectoral or regional level.

The minimum value at stake assumes the sector is excluded from the EU ETS or other carbon pricing policies and is
exposed only to the electricity cost passed on by electricity generators as a result of their inclusion.

The maximum value at stake assumes the sector is included in the EU ETS or other carbon pricing policies and is also
subject to the electricity cost passed on by electricity generators.

According to research by the Carbon Trust.



