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Foreword

We have the pleasure to present to you the second issue of ‘60,50, a publication of the National
Centre for Emissions Management at the Institute of Environmental Protection — National Research

Institute.

The omnipresent COVID-19 pandemic has strongly affected the economy of the European Union
and, in conseguence, the greenhouse gas emissions, involving, on the one hand, large decreases
in emissions in recent years and, on the other hand, the recently seen economic rebound and
a substantial increase in the demand for commodities the manufacture of which was stopped due
to temporary lockdowns. This rebound has resulted, among others, in a surge in the global fuel prices,
which has led to an unprecedented increase in the wholesale electricity prices in the EU. To a large
extent, it has been an effect of the growing prices of natural gas, which is a transition fuel. The EU
depends on natural gas imports; therefore, its global price increases have affected to such a large
extent the economies of particular Member States, particularly, those that have already managed to
shift away from coal towards RES and gas. It is exactly in such an environment of the growing prices of
energy carriers and emission allowances that the last COP26 climate summit took place in Glasgow.
At EU level, work has been underway on the “Fit for 55” package which was presented by the European

Commission in July 2021 and its particular elements of a regulatory nature.

Bearing all this in mind, we have the pleasure to present to you several topics which we consider
interesting and which are and will continue to be extensively discussed in the nearest future. These
issues are related to both the evaluation of the present situation on the stage of the international
climate negotiations, including the role of EU diplomacy, and the assessment of what will be of
significant importance at the levels of the EU and Poland for the implementation of the European
Green Deal strategy and the “Fit for 55" package, i.e. the situation on the carbon market in the EU ETS,
equitable burden sharing in respect of increased climate policy targets, the role of new low-and zero-
emission energy technologies, the transition of the road transport sector and the issues related to the

financing of climate action projects.

We wish you an enjoyable read!

Pawel Mzyk Robert Jeszke
Deputy Director of I0S-PIB, Head of the Strategy, Analysis and Auction Unit,
Head of KOBIZE Centre for Climate and Energy Analyses, KOBIZE
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The EUA market and price developments in
the EU ETS in 2021 and the further prospects

Author:
Sebastian Lizak, Strategy, Analysis and Auction Unit, CAKE/KOBIZE




The aim of this article is to discuss the current
situation on the emission allowance market in the
EU ETS, to identify the factors which affected to the
greatest extent the prices of emission allowances
(EUAs)' in 2021 and to attempt to estimate the
effect of the changes in the EU ETS as proposed by
the European Commission as part of the “Fit for 55
package” on the EUA prices in the nearest months

and years.

The EUA prices repeatedly broke records.
In December 202], they reached a level of about
EUR 90, whereas still in January they amounted
to about EUR 33 per allowance. This meant their
increase of more than 170% in that period. In turn,
from November 2020 when a strong uptrend
began, this increase was even more spectacular
and reached out about 280%. This increase was
comparable to the one achieved for Bitcoin, far
higher than that of other popular classes of assets,
such as the stock market in the USA, coal, crude
oil or real estate. The only popular asset which
grew more was natural gas. And it was exactly
to this commodity that the allowances owed
their spectacular rally. The extremely high gas

prices brought about the situation where energy

producers switched to twice as carbon-intensive,
relatively cheaper coal. This, in turn generated
higher demand for EUAs which needed to be
purchased to surrender higher emissions within
a EU ETS compliance obligation. At the same time,
the increase in the demand for the allowances and
coalraised their prices. As the current observations
show, in order to make gas use cost-effective, the
allowance price would have to grow three times,

to levels of about EUR 220-300.

The EUA price rises in 2021 also was as a result
of the publication of the “Fit for 55" package
which would drastically reduce the number of
allowances available until 2030 in the EU ETS. This
will result not only from the increase LRF® from 2024
and the introduction of so-called rebasing*, but
also in a consequence of the strengthening of
the MSR®. The latter mechanism is a very effective
instrument to eliminate the surplus of allowances
on the market; it operates in such a way that the
higher the emission reductions are in the scheme,
the higher reductions of auction volumes. The
changes proposed by the European Commission
to the MSR are expected to accelerate even further
the pace of diminishing the surplus; hence, even

more allowances will be reduced at auctions.



A change in the key elements of the EU ETS has
been discerned by financial institutions whose
involvement has grown on the market. This is
demonstrated by an increase in the number
of these entities, their market shares, trading
volumes and cash inflows to new ETF funds, which
also open access to this market for retail investors.
All this takes place in the absence of safeguard
which would ensure the real protection of the

market against surges in allowance prices.

Given the expected entry into effect of the "Fit
for 55" package in 2024, that year can be of key
importance for the allowance prices. However, the
participants in this scheme may perhaps discount
its effects in prices much earlier, e.g. in 2022 and
2023. This might flatten out the prices in the period
until 2030 without any visible surges in their values.
This scenario is suggested by the available price
projections. Vertis has projected that in the period
from 2022 to 2030 the allowance prices can rise on
average within the range from EUR 89 to 141°. This
is somehow consistent with the technical picture
of the market, where the next key resistance zone
for investors should occur at a level of about EUR
133. In contrast, it is difficult to say exactly when the

allowance prices can reach these levels.

At the beginning of December 2021, the EUA prices
reached a high level of EUR 90 for a tonne of CO,
emitted, whereas still in January they amounted to
about EUR 33. This means that over 11 months the
value of the allowances increased by more than
170%’. Recently their increases were exponential

- just to give the example of November when

over 15 days their prices reached all time high
levels as many as 12 times. At the beginning
of the year, practically no-one expected such
a large growth rate of prices in 2021. The market
observers who projected such high increases
in EUA prices represented the overwhelming
minority. At the beginning of January, the Carbon
Reporter carried out an interesting poll among
the users of the Twitter service, asking them what
the allowance price would be at the end of 2021 r.
Only two persons (2%) out of 105 who were polled
projected that at that time the prices would be
higher than EUR 75. In turn, the average price from
the poll was about EUR 41.5. How does this relate
to the actual results? When calculating until 8
December 2021, the arithmetic average price from
the ICE and EEX exchanges on the spot market
was about EUR 5177 (the weighted one was EUR
55.75). Well-known analytical institutions®, which
give average prices in their projections, predicted
the prices in 2021 (of about EUR 40) resembling
those of the poll cited above. This means that
these institutions also slightly exaggerated in their
projections and that it is not unlikely to change by
the end of the year. Interestingly, in January of this
year, the analytical institutions did not expect the
present price levels (EUR 80) until 2030. Not so long
ago, the European Commission itself presented
very similar projections; in the so-called “impact
assessment” of the “Fit for 55" package, it was
expected that they would be EUR 85 in 2030. This is
significant insomuch as, if the present very strong
growing trend persists, the levels projected by the
analytical institutions and the EC (or ones even
exceeding them substantially), they are most likely

to occur already in 2022.
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In December 2021, EUA prices reached a level
of about EUR 90, whereas still in January they
amounted to about EUR 33 per allowance. This
means that over that period the value of the
allowances increased by more than 170%. In turn,
when calculating from November 2020 when
a strong growing trend began, this increase was
even more spectacular and amounted to about
280%.

However, a very strong growing trend began
already in November 2020 and, if one were to
calculate from that date, the price increase would
be even more imposing, amounting to +280%°.
It all began with the price breakout from the almost
1.5 years long consolidation limited by a level of
EUR 30 in November 2020, which was a special
month since in September and October on all the
financial markets, including equities and energy
commodities, a deep falling correction had
taken place. It ended after positive information
appeared about vaccines against COVID-19
(from Pfizer or Astra Zeneca) and the gradual
unlocking of lockdowns previously imposed
on the economies in Europe. At that time, it was
a very positive signal for the markets suggesting
that the epidemic could be stopped and that, as

a result, the economies should be fully unlocked

and the demand which had broken down earlier
would be restored. The business environment was
additionally favoured by the ultra-loose monetary
policy of the central banks in the USA and Europe,
oriented on maintaining low interest rates and
resulting in that a large amount of “cheap” money
remained on the market which investors had to
locate somewhere. Therefore, from November
2020 increases began on almost all the financial
markets — of equities, commodities, real estate

and cryptocurrencies.

In December 2021, EUA prices reached a level
of about EUR 90, whereas still in January they
amounted to about EUR 33 per allowance. This
means that over that period the value of the allowances
increased by more than 170%. In turn, when calculating
from November 2020 when a strong growing trend
began, this increase was even more spectacular and
amounted to about 280%.
Table 1 shows the percentage increases in the
abovementioned assets from November 2020
to December 2021. It can be seen that in most
cases they were three-digit increases (for energy
commoditiesand cryptocurrencies and only

precious metals (gold) brought losses.

TABLE 1. PERCENTAGE PRICE GROWTH RATES FOR DIFFERENT CLASSES OF ASSETS IN THE PERIOD FROM

2 NOVEMBER 2020 TO 2 DECEMBER 2021.

S&P500

Brent
crude oil

Gas Coall EUA

38.28% 568.39% 119.31% 235.49%

Commodities

78.78%

Cryptocur

Real estate :
rencies

Copper Gold ETF Bitcoin

39.06% ~7.79% 18.54% 310.70%

(*) The above prices represent: S&P500 (an index in the USA, futures), gas (TTF Dutch futures), coal (API2 Rotterdam futures), EUAs (futures from
the ICE), Brent crude oil (futures), copper (futures), gold (futures), ETF (Xtrackers International Real Estate ETF) and Bitcoin.

Source: Own elaboration by the KOBIZE based on investing.com and ICE Futures Europe.

¢ Calculating until 8 December 2021.
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In the context of the growing allowance prices,
it is particularly important to consider the gas and
coal prices which have grown since November
2020 by about 568% and 119%, respectively. They are
key energy fuels which are constantly correlated
with the EUA prices. This primarily results from the
possibility of replacing a more carbon-intensive
fuel by a less carbon-intensive one or conversely
(e.g. replacing coal by gas), depending on which
option is more cost-effective for energy producers
(so-called fuel switching) and from the substantial
decline in windiness in Europe in 2021, which
caused higher consumption of fossil fuels for
electricity production®®. High gas prices resulted,
among others, from the lowest for many years
reserves in the European gas storage facilities
(to which the Gazprom policy contributed) and
the growing demand in Asia for that commodity
as a result of post-Covid recovery. In turn, in the
case of coal, the high prices of this commodity
resulted from the growing demand caused by the
closure of many mines during the pandemic and
a quick upturn in the demand for this commodity

produced by the growing demand for electricity.

The extremely high gas prices brought about
the situation where energy producers returned
to twice as carbon-intensive, relatively cheaper
coal sources. This, in turn generated higher
demand for EUAs which needed to be purchased
to account for higher emissions. At the same time,
the increase in the demand for the allowances

and coal raised their prices.

The extremely high gas prices brought about
the situation where energy producers returned
to twice as carbon-intensive coal sources. This
phenomenon became particularly conspicuousin
the case of Poland where long-term contracts for
coal purchases dominate, with prices much lower

than those now to be seen on the world markets.

In the period from January to October 202],
Poland diminished its net imports from 11.5 TWh to
1.8 TWh, increasing its hard coal-based electricity
production by more than 31% and lignite-based
production by more 15% year on year™. This, in turn,
generated higher demand for EUAs which needed
to be bought to surrender higher emissions.
At the same time, the increased demand for the
allowances and coal raised their prices. Chart 1
shows the fuel switching price at which it is cost-
effective to change fromcoalto gas.ltcanbeseen
that it would have to grow three times compared
with its present levels, i.e. to about EUR 220-300, to
make the coal to gas switch cost-effective. In this
context, it is interesting to note the statement of
the European Commission that the allowance
prices would have to reach about EUR 90 until
2030 to enable green hydrogen to replace fossil
fuels in certain industrial applications and that
they would have to be much higher to introduce

hydrogen into clean energy applications™.
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ST AR AV e TN R e AR e Thl  Furopean Council approved the strengthening
IS COST-EFFECTIVE FOR COMPANIES TO of the target by at least 55% compared with 1990
CHANGE FROM COAL TO CAS, DEPENDING * IRUSIESEC BRI
ON THE EFFICIENCY OF THE TWO FUELS
AND EUA PRICES.

In light of these actions of the European

Commission, in order to implement the proposals
under the European Green Dedl, i.e. to reduce EU

€300.00 emissions by at least 55% in 2030 and to achieve

EU climate neutrality in 2050, among others,
€200.00

the EC will have to reform the EU ETS scheme.

SRR In this case, this will mainly involve an increase

in the reduction target and a revision of the MSR.

For the participants in the scheme, the reform

will mean a drastic limitation of the allowance
Source: Carbon Reporter supply on the market in the period after 2024,
among others, through enhancing the Linear
Reduction Factor (LRF), limiting the free allocation

“Fit for 55” package, i.e. .
The “Fit for 55" package, i.e and strengthening the parameters of the MSR

the strengthening of the EU climate policy reserve (resulting in a larger transfer of auctioned

and the effectiveness of the MSR reserve allowances to the MSR).

In addition to recovery and large increases on
other markets, as well as high gas prices, a key
price driver was primarily the strengthening of
the EU climate policy, about which the EC had
begun to speak already much earlier than 2020.
On 11 December 2019, the EC Communication
(COM(2019)640) presented the European Green
Deal®. It is a plan for strategic and legislative
measures for a sustainable EU economy the
purpose of which is to achieve climate neutrality
in 2050. Along with the publication of the European
Green Deal, Ursula von der Leyen, President of
the European Commission, undertook to present
a plan for increasing the EU emission reduction
target by 2030. Already a year later (in December
2020) specific proposals appeared and the

5 The European Green Deal.




The EUA prices in 2021 also grew as a result of
the publication of the “Fit for 55" package which
would drastically reduce until 2030 the number
of allowances available in the EU ETS scheme.
This will result not only from the increase in the
LRF factor from 2024 and the introduction of so-
called rebasing, but also in consequence of the

strengthening of the MSR reserve.

Going into details, the increase in the GHG
emission reduction target for the EU from 40%
to b5% translates, at the same time, into the
strengthening of the reduction target in the EU ETS
from the present 43% to 61% in 2030 vs. emissions
in 2005. This means that, in order to achieve the
assumed target, starting from 2021 the annual
reductions should fall by 4.2% instead of 2.2%, as
current LRF). In absolute values, this means the
doubling of the annual emission reduction rate
from 43 million to about 82 million allowances.
Moreover, the implementation of the “Fit for 55"
package can last even for 2 years, whilst the real
date when it can enter into force is only 2024.
In order to compensate for this delay, it was
decided that a one-off emission reduction (the
so-called one-off mechanism” or “rebasing”)
of about 117 million would be applied in 2024 to
stationary installations in the EU ETS. In such
a case, the LRF would be 4.2% and apply from
2024. In the case of a revision of the MSR reserve,
the percentage rate of the allowance transfer to
the MSR (i.e. the co-called “intake rate”) would
grow from 12% to 24% in the period from 2024 to
2030. It should be recalled that, in accordance
with the existing regulations, after 2023 the intake

rate was supposed to be lowered to 12%. The aim

of the continued maintaining the intake rate at
a 24% level is to reduce the allowance surplus;
in consequence, it would accelerate the pace of

reducing allowances sold at auctions.

The effect of reducing the surplus to the upper
reserve threshold (833 million) can be halted by
the introduction by the European Commission
of an additional threshold of 1,096-833 million,
which, at the same, is associated with a different

intake rate™.

At this point, it is important to mention the
effectiveness of the tool which is the MSR. Despite
the fact that for several years now the annual
emissions have fallen in the EU ETS, this has not
contributed to a significant extent to stop rising
allowance prices. Emissions can fall due to the
reduction actions taken by operators (e.g. fuel
switching) or as a result of limiting production
because of different types of crises (e. g. the crisis
in 2008 and 2009, or the market shocks caused by
COVID-19). An emission reduction generates an

allowance surplus on the market; given the very
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high MSR intake rate (of 24%), it is very effectively
eliminated (by reducing auctioned volumes).
It can be interpreted that each emission reduction
has a direct effect of a greater limitation of the
allowances available on the market. Therefore,
this mechanism is perfectly designed to prevent
allowance prices from falling and for maintaining
EUA'sat high levels. This is confirmed by statistical
data: in 2019 and 2020 the emissions in the EU ETS
fell as a total by about 20%, whilst in 2020 and 2021
(due to the fact that the MSR operates with some
deloy) the auctioned volumes were reduced,
respectively, by 35%5 and 40%* (375 million and
320 million), whilst the allowance prices in those

years increased by about 250%".

The structure of the EU ETS market and

the growing role of the market speculation

The year 2021 saw increasingly large market
activity of entities buying allowances for profit.
For them the allowance market had become
a very attractive investment opportunity, in light
of the very strong fundamentals (including the
strengthening of EU climate policy or the growing
gas prices), the absence of any restrictions on
the participation in that market or the practically
nonexistent chances for any EC intervention in that
market. This is reflected in numbers: in accordance
with the data of the European Securities and
Markets Authority (ESMA) since 2018 the number
of investment funds and investment institutions
has grown by about 85% and 133%, respectively;
moreover, the growth rate of these increases

clearly sped up in 2021.

TABLE 2. NUMBER OF ENTITIES BROKEN DOWN INTO OPERATORS PARTICIPATING IN THE EU ETS AND THE
OTHER ENTITIES (DATA FROM THE EEX AND ICE EXCHANGES).

EUETS operators

+ nonfinancial | Percentage
Year/Category companies increase
(involved in vs. 2018
hedging)

2018 178 X

2019 200 12.36%
2020 221 2416%
2021 333 87.08%

Source: ESMA data.

Investment

Percent
age
increase
vs. 2018

Percentage
increase
vs.2018r.

Investment

funds institutions

206 X 48 X
248 20.39% 57 18.75%
278 34.95% 59 22.92%
381 84.95% n2 133.33%

5 https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52020DC0740&from=EN (accessed on: 8 December 2021).
s https://ec.europa.eu/clima/system/files/2021-10/com_2021_962_en.pdf (accessed on: 8 December 2021).

7 Calculating until 7 December 2021.

10$-PIB - KOBIZE - CAKE



As for the number of allowances exchanged on the
carbon market (i.e. the so-called traded volume) is
concerned, according to the Refnitiv data, in 2020
itincreased by about 19% compared with 2019 (from
6.78 to 81 bilion allowances)®. The percentage
value of transactions was the same and their value
in 2020 was about EUR 2014 billion; in these terms,
the European emission allowance market takes
the first place (with its 88% share in all the carbon
markets in the world). The data on the value of
the EU ETS market are even lower than those
presented by the ESMA, which estimates that the
value of this market in 2020 was about EUR 6875
billion (vs. EUR 599 billion in 2019, i.e. it grew by 15%).
The difference between the numbers cited above

can result from the fact that in its estimates Refinitiv

did not include options on EUA’s. Interesting data
were also provided by Refinitiv concerning the
number of net open positions onthe futures market'®
(i.e. the difference between the value of contracts
on the purchase and sales of allowances). From
November 2020 to April 2021, when the allowance
prices doubled, the number of these positions on
the part of investment funds increased by 240%.
From February 2020 and April 202], this enabled
these funds to increase their market share from 4%
to 9%. Refinitiv also gave overall statistical data on
the market shares (Fig. 1), which indicated that in
the same period the share of installation operators
decreased from 79% to 73%, whilst the share of alll
financial institutions grew from 21% to 27%. In turn,

the ESMA presented slightly different results.

FIG.1. AN INCREASE IN THE ACTIVITY OF FINANCIAL INSTITUTIONS (THEIR SHARE IN LONG POSITION THE

FUTURES MARKET) FROM 21% TO 27%, INCLUDING THAT OF HEDGE FUNDS FROM 4% TO 9%, IN THE
PERIOD FROM FEBRUARY 2020 TO APRIL 2021.

1%

5%

Other financial institutions

1%

Banks and credit institutions
12%

EU ETS installations

T 9%

Hedge funds 4%

0% 10% 20% 30%

M Apr21

Source: Own elaboration of the KOBIZE based on Refinitive data.

'8 Refinitiv, Carbon Market Year in review 2020, 26 January 2021.

e

79%

40% 50% 60% 70% 80% 90%

Feb 20

° Refinitiv, Investment funds rocking the European carbon market, 30 April 2021.

20 |bidem.
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In its report on the functioning of the emission
allowance market?, the ESMA stated that in the
period from 2018 to 2021 the number of participants
generally remained at a constant level: the EU
ETS operators (and nonfinancial companies)
represented about 45-50%, investment institutions
from 40 to 47% and investment funds about 6-8%.
It should be recalled that both institutions (the ESMA
and Refinitiv) used the same transaction data
(the weekly Commitment of Trade (CoT) reports).
The ESMA drew a surprising suggestion that only
investment funds bought allowances for profit,
whilst the other financial entities purchased
allowances acting as intermediaries for the EU ETS
operators. Moreover, it seems that the ESMA is not
aware on whose behalf allowances are bought
(of buyers themselves, third parties or the EU ETS
operators). It seems that as the body exercising
supervision over the financial markets in Europe,

the ESMA should have such knowledge.

A change in the key elements of the EU ETS scheme
has been discerned by financial institutions whose
involvement has grown on the CO, market. This
is demonstrated by an increase in the number
of these entities, their market shares, the trading
volumes and the cash inflows to the ETF funds,
which also open access to this market for individual

investors.

As regards the investment funds themselves, a very
interesting phenomenon are the increasingly large
inflows of resources to the funds of the ETF type.
Although in Europe no funds of this type operate
yet, but there are four of them in the United States

and one was recently set up in New Zealand.

The largest fund of this type, i.e. the KraneShares’
KRBN ETF in the USA, can boast of assets worth about
USD 1.4 billion, whilst at the beginning of this year it

had only 17 million.

It is interesting to note that recently this fund was
distinguished in the category of “the ETF of the

week"?2,

Recently, the cash inflows to the funds of this type
were enhanced by the positive outcome of COP26
in Glasgow or the publication of the ESMA report on
the allowance market as cited earlier, which clearly
demonstrated that there was no evidence to abuse
on the carbon market, thus suggesting that no
intervention on the market would be necessary.
Such an intervention could be launched if the EC
had designed a better mechanism under Article
29a of the EU ETS Directive®. Indeed, the present
form of this mechanism practically prevents
its introduction. Firstly, because the provisions
establishing this mechanism are not completely
clear and for a long time there has been no

consensus on its interpretation and the satisfaction



of this condition itself. A scientific article which was
recently published by the Institute of Environmental
Protection - NRI?* attempted to analyse several
interpretations of this provision and for its most
“lenient” variant it found that the average EUA price
in the period from July to December 2021 would
have had to be about EUR 75, whereas the current
average calculated from July to 2 December 2021
was barely about 60 EUR, i.e. EUR 15 less. Secondly,
even if the price-related condition is satisfied
it cannot be ensured that an intervention by the
European Commission would ever take place

at all. Al this is caused by the provision of the

EU ETS Directive indicating that the measures can be
launched if the observed price evaluation does not
correspond to changing “market fundamentals”.
And looking at the continuous evaluation, the
question arises as to what change does not
“fundamentally” affect the market. Realising the
vagueness of the provisions and the unwillingness
of the EU to launch an intervention to reduce the
price, investors enter this market with no fear and
investin it expecting high profits. Table 3 sums up all
the potential market factors which could contribute

to increases in the allowance prices in 2021.

TABLE 3. PRICE-DETERMINING FACTORS WHICH COULD HAVE HAD THE LARGEST EFFECT ON THE EUA PRICE

DEVELOPMENTS IN THE PERIOD FROM NOVEMBER 2020 TO DECEMBER 2021.

The strengthening of the EU reduction target until 2030 from 40% to 55% as part of the “Fit

for 55%" package (which will significantly reduce the allowance supply, i.e. the so-called

cap in the EU ETS).

« The operation of the MSR reserve additionally limiting the allowance supply on the market.

« The need for the EU ETS installations to surrender emissions in 2020 (until 30 April 2021).

* The increased activity of institutions which are not obliged to surrender emissions in the

Systemic EU ETS (investment funds).

« A delay in the process of the free allocation to operators in the EU ETS.

A positive outcome of COP26 in Glasgow.

* The publication of a preliminary ESMA report on the allowance market, which clearly

demonstrated that there was no evidence to abuse on the carbon market (there is no

need for intervention on the market).

Growing allowance prices in the UK ETS scheme?.

+ The economic recovery following the COVID-19 crisis in 2020 and the adoption of suc-

cessive stimulus packages (in the USA) which helped other markets — particularly, stock

markets (positively correlated with the allowance market) — achieve new record highs.

Market-related
in Europe.

- Record high increases in the prices of energy raw materials (e.g. coal, gas and energy)

- A substantial decline in windiness in Europe in 2021 causing an increase in the consump-

tion of fossil fuels for electricity production.

Source: Own elaboration by the KOBIZE.

24 R. Jeszke, S. Lizak, Reflections on the Mechanisms to Protect Against Formation of Price Bubble in the EU ETS Market, https://vvvvvv.sciendo.com/

article/10.2478/0szn-2021-0005 (accessed on: 8 December 2021).

% The British equivalent to the European emissions trading scheme — the EU ETS.
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As said above, the entry into force if the “Fit for
55" package, the main element of which is the
strengthening of the EU reduction target from
40% to 55% in 2030 (compared with 1990 levels),
will have a very large effect on a change in the
allowance supply in the EU ETS scheme and the
supply demand, the amount of which should
adapt to a change in supply. The allowance supply
is determined by the share of allowances available
in the EU ETS which are subject to free allocation or
can be bought at auctions. In addition, this supply
can be adjusted by the operation of the MSR

mechanism, which will also be reformed.

It follows from KOBIZE estimates that as a result
of the strengthening of the LRF factor (and the
simultaneous introduction of rebasing) and the
parameters of the MSR mechanism, as proposed
in the “Fit for 55" there will be about 12% fewer

allowances available than now.

From the market point of view, 2024 will be
particularly important, since in that year the limit
of allowances available in the EU ETS to stationary
installations in light of the LRF and rebasing will
decreasebyabout156 millionallowancesrelative to
the current emission reduction trajectory (117 million
of rebasing + 39 million produced by the difference
in the LRF between 4.2% and 2.2%). In addition, the
MSR reserve will have an exceptionally strong
effect in both 2024 and 2025, given an increase
in the MSR intake rate to 24%. It will absorb into the
MSR about twice as many allowances as it would

under the regulations now in effect, thus leading

to a very quick surplus reduction in those years
around the upper MSR threshold (833 million).
Following the reform the operation of the MSR
will also contribute to a significant reduction
in the number of allowances available at auctions.
All this should exert a greater pressure on the
allowance prices. The EU ETS operators will face
two options: either reduce their emissions or buy
very expensive allowances on the market. Taking
into account the fact that emission reductions can
be a process lasting several years, there will be no
option left other than buying allowances on the
market. Perhaps for this reason operators will start
hedging them much earlier and the effect of this
can be seen already in 2022 and 2023. The hedge
funds can respond in the same way; when they
see the stronger demand on the market, they can
join the “race” for allowances at the same time
when the operators will. In psychological terms,
the changes proposed as part of the so-called
invalidation mechanism, should also be very
significant for investors; they provide that from
2023 a constant amount of 400 million allowances
is to remain in the MSR (whilst the other part of it is
to be cancelled). Earlier this mechanism consisted
in the cancellation of allowances down to the
allowance volume sold at auctions in the previous
year. These changes should have a similar
effect on the amount of the share of allowances
invalidated in the MSR; however, for investors the
information of the greatest importance which
will reach the market in 2023 will be the one that
more than 3 billion EUAs will vanish for good from
the market. As a result of enhanced purchases
earlier than in 2024 and 2025, the allowance prices
can flatten out in the period until 2030, e.g. in the
way shown in Chart 2, where the allowance prices

projected by Vertis are presented. In the opinion



of this analytical company, the allowance prices
should reach levels of about EUR 89 to about EUR
141 in the period from 2022 to 2030. Self-evidently,

substantial price fluctuations are possible in

particular years, since the variability on this market
is very large, but the annual average EUA price

should systematically grow.

CHART 2. THE EUA PRICES PROJECTED BY VERTIS FOR THE PERIOD FROM 2022 TO 2030 [IN EUR].
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Source: Own elaboration by the KOBIZE based on the presentation at an open webinar organised by the company Vertis, entitled “EU ETS for
shipping: getting ready to ride the wave” (the average prices under the “bearish” and “bullish” scenarios are shown).

A technical outlook at the allowance market

— the growth potential®

The increase in the EUA prices by 280% from
November 2020 to December 2021 can essentially
be divided into two phases. In the first one, the
allowance values increased from about EUR 23 to
about EUR 575, to stop afterwards for a few months,
falling into a several months long consolidation
(lasting from May to August 2021). If the range of
the whole increase in the first were measured,
it would be about EUR 34.5. The consolidation set the
resistance line at about EUR 57.5 at which the prices

stopped. At the end of August, the line was broken

and positively tested from above. At that moment,
a level of EUR 575 provided support for the prices
which suggested further increases in October of
this year. It was exactly at that time that the second
phase of increases started. Given the fact that the
EUA price has systematically set new all time high,
it is extremely difficult to determine the potential
price range. This can be done in two ways. The first
oneistomeasure the range of the previous increase
and refer it to the increase in the second phase.
Thus, if this assumption is adopted, the extent of
the increases in the second wave should be about

EUR 91. So, in theory, the allowance prices should

2 |t is exclusively the Author’s subjective vision and it should not be treated as a recommendation of investments in the assets which the

emission allowances constitute.
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stop at this level. The second way is to measure
the range on the basis of Fibonacci numbers (the
so-called Fibo levels?), which, in the absence of
support and resistance lines, set the levels at which
the allowance prices can stop. When measuring
this range up to the highest resistance created at

EUR 64.93, the successive lines of the Fibo levels are

situated at prices of EUR 90.88 (the 1618 level) and
EUR 132.88 (the 2.618 level). Interestingly, the former
Fibo level comes roughly at the point where the
range of price increases in the first phase turns into
that of the second phase (a level of about EUR 91).
Thus, this confirms that this level can be significant

enough for the prices respond at this point.

FIG. 3. THE EUA PRICE DEVELOPMENTS IN THE PERIOD FROM NOVEMBER 2020 TO 8 DECEMBER 2021*.

1.618(90.88) - 90.00

- 80.00
7251
197

- 60.00

1(64.93)

-50.00

0.5(43.93)
- 40.00

- 30.00

0(22.93)

* (futures contracts for December 2021 (symbol CKZ on a monthly basis) with marked important support and resistance lines (black and blue
lines), important consolidation zones (areas marked in yellow), a long-term rising .

Source: Own elaboration by KOBIZE in a special programme for technical analysis at ivesting.com (accessed on: 8 December 202I).

77 The Fibonacci levels (the Fibonacci retracement levels, commonly called Fibo levels”) is one of the technical analysis methods based on the
golden ratio rule expressed with Fibonacci ratios (e.g. 0.382; 0.5; 0.618; 1.618).
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Analysts’ projections indicate that the allowance
prices in the period from 2022 to 2030 can fall
on average into the range of EUR 89 to 141. This is
somehow consistent with the technical picture of
the market, where the next key resistance zone for

investors should occur at a level of about EUR 133.

Following such sharp, even exponential increases,
it should be assumed that investors will want to
realise profits; this is suggested by the relative
strength index (RSI) of the market, which is extremely
overbought (with the RSI of more than 80). Usually,
after such increases the decreases of asset prices
canlookequally spectacular.ltseems, therefore, that
the pricescanbe corrected eventoalevel of EUR72.5,
which is a 50% retracement of uninterrupted price
increases?® between levels of about EUR 54 and

91EUR (so it is in the middle of this rising movement).

It seems this scenario is somehow confirmed by the
intersection of the red resistance line and the lower
limit to the long-term rising channel (the blue line)
exactly at this point (at a price of EUR 72.5), which is
clearly shown in Fig. 2. The investors should treat this

price level as a “trampoline” for further increases.

Analysts’ projections indicate that the allowance prices
in the period from 2022 to 2030 can fall on average into
the range of KUR 89 to 141. This is somehow consistent
with the technical picture of the market, where the next
key resistance zone for investors should occur at a level of

about EUR133.

The condition for this is a breakout through the
resistance at a level of about EUR 91 EUR. Later the
prices are able to reach the next Fibo level set out

at a level of about EUR 133.

FIG. 4. A TECHNICAL SCENARIO SHOWING THE POTENTIAL POSSIBILITIES OF EUA'S INCREASES FROM A LEVEL

OF ABOUT EUR 72.51 TO THAT OF ABOUT EUR 133.

- 2.618(132.88)

-----------------------

----------------------------

e 1(64.93)

................................... 0.5(43.93)

................................... 0(22.93)

Source: Own elaboration by the KOBIZE in a special programme for technical analysis at ivesting.com (accessed on: 8 December 2021).

% During a correction the assets often lose about 50 to 61.8% of last increases which are consistent with the Fibonacci levels.
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TABLE 4. THE MOST IMPORTANT FUNDAMENTAL AND TECHNICAL FACTORS WHICH CAN AFFECT THE EUA
PRICES IN THE NEAREST YEARS.

Category Growth factors Decline factors

° The persistent high gas prices ° The risk of word equities market

and relatively lower coal prices. crash due to the growing inflation
* A higher increase in the activi- pressure and the need to raise

ty of investment funds than the the interest rates (increased pric-

present one es of commodietes and higher

operating costs of enterprises,

* The implementation of the “Fit For decreased consumer demand

55" package. and decreased demand for en-
* The post-COVID-19 economic re- ergy).

Fundamental factors covery contributing to increased

Decreases in the gas prices.
electricity consumption and

production The mitigation of the particular

elements of the “Fit for 55" pack-

age.

The risk of an intervention on the
market (e.g. under Article 29a)
or the limitation of access to the

market for speculators.

* The continuation of a strong up- ¢ The risk of a short-term correc-
trend with a potential for reach- tion to a level of about EUR 72,
Technical factors ing about EUR 133 in 2022. indicating that this market is
strongly oversold (with the RSI of

more than 80).

Source: Own elaboration by the KOBIZE.
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The role of EU climate diplomacy in the
promotion of global climate action

Author:
Marzena Chodor, PhD., Climate Policy Instruments Unit, KOBIZE




EU climate diplomacy is committed to
strengthening the implementation of global
climate policy in the context of the economic
recovery following the COVID-19 pandemic,
promoting the delivery of the 2030 Agenda
and the Sustainable Development Goals
(SDGs) and supporting the national climate
policy programmes in the partner countries
of key importance for the success of the Paris
Agreement. The EU cooperates, on the one hand,
with countries which are major non-EU economies
and are responsible for substantial emissions
and, on the other hand, with the Least Developed
Countries and Small Island Developing States
which are particularly vulnerable to the adverse
impacts of climate change but are not large

emitters.

The purpose of this article is to bring EU climate
diplomacy closer to the reader, to look at its
actions and achievements to date and, at the
same time, to describe its present challenges and
the context in which it needs to act in light of the
suspension of international climate negotiations
from the beginning of 2020 to November 202],
slow climate actions taken by many Signatories
to the Paris Agreement and the threats to the
achievement of the objectives of the Agreement
posed by the economic recovery following the
COVID-19 pandemic.

The article assesses the challenges facing
EU climate diplomacy in its bilateral relations
with other countries of key importance for
the achievement of the long-term goal of the
Paris Agreement. The term “long-term goal” is
quickly becoming outdated: according to the
Intergovernmental Panel on Climate Change
(IPCC),the United Nations EnvironmentProgramme
(UNEP), the International Energy Agency (IEA) and
other credible sources, the chance for holding
the emission increase below the level enabling
the growth of the average global temperature to

be kept at about 1.5°C is rapidly diminishing.

In order to achieve the 1.5°C target, action needs
to be taken by both developed and developing
countries. However, it is developed countries
and emerging economies that are responsible
for past or present emissions. The Small Island
Developing States, the African countries, except
for the Republic of South Africa, are responsible
for negligible emissions. More than  75% of
greenhouse gas emissions are generated in the

G20 states.

The article also analyses how the COVID-19 and
the need to substantially support the recovery
affect EU internal policies and the directions taken

by EU climate policy.



Finally, consideration is given to the actions
taken by the major economies and other
countries of key importance for the success of
Paris Agreement how the current situation may
become an opportunity to alleviate the economic
aftermath of the COVID-19 while decarbonising
the economy and how the EU plans to couple
the European Green Deal with the post-COVID
recovery so that it can become an example for
other countries to follow in the green transition of
their economies. The task of EU climate diplomacy
is to encourage other counties to follow suit and
to support the negotiations to ensure a quick
end to the financing of investments in fossil fuel-

based energy production in third countries.

The need for the EU to become involved in climate
diplomacy results from the internally reached
consensus where the EU Member States agree
that the European Union can lead global efforts
to halt climate change by giving example, i.e.
effectively reducing its greenhouse gas emissions
and adapting to the inevitable effects of climate
change, whilst, at the same time, decoupling
its economic growth from its greenhouse gas
emissions, transforming its economy in an
equitable manner and leaving no one behind.The
Conclusions of the European Council on climate
diplomacy of 25 January 202], just as the previous
Conclusions of the European Council on climate
diplomacy of 18 February 2019, declared that the
European Union considered climate action to be

a key element of its foreign policy and attributed

large importance to encouraging third countries
to join the EU in its efforts to close a global
gap in the ambition of climate actions and its
commitment to achieving climate neutrality as

soon as possible!

Countries can often become more ambitious and
act faster outside the UN context. This is due to
the fact that the decision-making in international
climate negotiations requires consensus. It takes
much time to reach an agreement by way of
consensus and it often means that the level of
the ambition of decisions thus adopted is, to put it
diplomatically, a conservative one. The slow pace
of the international negotiations irritates many

observers who do not understand this process.

At the international level, for the past 30 years the
EU has played the role of a consensus builder and
a leader demonstrating that everything can be
done if it is done in the right way. The EU played
a key role in the adoption of the Kyoto Protocol
in 1997 and was of key importance for building
trust and understanding after the climate talks
nearly collapsed in Copenhagen in 2009 when
the developing countries believed that the rich
countries wanted to impose their agenda on the
climate negotiations irrespective of the need to

reach consensus.


https://data.consilium.europa.eu/doc/document/ST-6153-2019-INIT/en/pdf

However, the need to reach consensus in the
UNFCCC negotiations means that the level of
ambition of the outcome agreed by all the parties
is not consistent with the highest indispensable
level, but rather represents what all the parties

can accept.

Since 1992 the international community
sovereign states could have done much more
to tackle climate change. The world is now in an
exceptional situation and, recognising the need
to sustain the international climate negotiations
to keep all the countries on board and to leave no
one behind, the EU promotes the view that real,
immediate actions by all the parties, including
both developed and developing countries,
are needed. All the Parties must make their fair
contribution to reduction actions to ensure that in
the middle of this century all the states reach net-
zero emissions, thus making it possible to avoid
the worst effects of climate change which would

be painful to everyone.

International engagement is a key priority of the
European Union which builds on the EU’'s own
serious ambition. However, bilateral engagement
is also important, especially with the key
partners of the EU. Thus, on the one hand, the EU
is committed to reaching as high a level of its
ambition as possible, whilst, on the other hand,
using, at the same time, its climate diplomacy,
it encourages other countries to take similar
actions and provides support to those that need
it the most. Taking into account the benefits
arising from joint actions, the EU also encourages
other countries to engage in international and

regional cooperation to tackle climate change

and promotes approaches that will quickly bring
the greatest climate benefits, in line with its own
EU policy, such as e.g. a shift away from fossil
fuels, the implementation of renewable energy

and quick investments in energy efficiency.

The period when effective actions can be taken to
tackle climate change and to prevent the related
global threats is coming to an end. According to
the IPCC? an international expert body advising
the Parties to the UNFCCC, it is still possible to
limit the rise of the global average temperature
to 1.5°C but the window of opportunity is closing.
The UNEP report on the gaps in the mitigation
ambition of states (the UNEP GAP Report),
published annually before the Conference of the
Parties to the UNFCCC (COP), provides information
on the difference between the cumulative results
of the officially announced efforts of the Parties
and the level of the reduction effort needed for
the long-term goal to be jointly achieved. This
difference remains a significant one since global
emissions continue to grow despite the actions

taken to limit greenhouse gas emissions.

The 2020 UNEP GAP Report highlighted that in 2019
both the concentrations of greenhouse gases
(GHGSs) and their emissions still continued to grow
and, whilst the emissions fell in the OECD countries,
the greenhouse gas emissions continuously
There is

increased in non-OECD countries.



a considerable imbalance in responsibility for
GHG emissions between the largest emitters and
the remaining countries. In 2019, the seven largest
emitters were responsible for 65% of global GHG
emissions, whilst the G20 members accounted
for 78% of GHG emissions.® There are 197 parties

to the UNFCCC, meanwhile.

In this context, the EU is committed to enhancing
its engagement and dialogue with the largest
emitters to encourage them to enhance their
ambition and do more, whilst, at the same time,
sustaining the international climate talks as an
open channel via which all the countries can

engage on equal terms.

The cooperation in the practical implementation
of policies and practices to mitigate climate
change and adapt to it is important in the light of
the extensive consequences of the international
climate change framework for investment and
trade. The measures to mitigate climate change
and the adaptation actions entail obligations,
commitments to reduce greenhouse gases,
actions to protect societies against the adverse
effects of climate change, and a wide range of
monitoring and reporting obligations. Climate
action needs policies and a regulatory framework
affecting enterprises, investment flows and
trade, which calls for equitable treatment and
fair competition. The cooperation in the climate
action can pave the way for harmonisation
of policies and a regulatory framework in the
cooperating countries, ensuring fair competition

for them and supporting their economic growth.

The intensive cooperation between the

signatories to the Paris Agreement is of

key importance for achieving the goal of

the Agreement which is to hold the global
temperature rise in this century to below 2°C
compared with the pre-industrial levels and
to pursue efforts to limit it to 1.5°C so as to
avoid catastrophic effects of climate change.
The cooperation via climate diplomacy also
contributes to the implementation of the 2030
Agenda and its Sustainable Development Goals
of which climate action is an important pillar.
The vision is a comprehensive and ambitious
one: climate diplomacy is expected to lead to
cooperation to strengthen the implementation
of the Paris Agreement, the further development
of the multilateral framework, and progress in the

implementation of the 2030 Agenda.

The EU is committed to sharing its positive
experienceintackling climate change, supporting
a political dialogue, improving the investment
climate, and further educating the public on the
vulnerability to climate change, the associated
threats, and the ways of mitigating them. Sharing
of experience, an exchange of climate-friendly
technologies and practices must be mutual and

voluntary to be successful.

The assumption of EU climate diplomacy is that
all the participants in the global climate dialogue
will benefit from a multidirectional dialogue and
technological exchange. Therefore, stimulating
the international engagement of sovereign
states in climate action, the EU also supports the

involvement of non-state stakeholders which are



not Parties to the Convention (hon-state actors)
in the adoption of low-emission strategies and
it encourages the submission by these actors of
their own commitments to mitigate or reduce
emissions, irrespective of what their governments
do at the national level. This type of dialogue
with the state administration in the United States
was promoted after the US administration had

withdrawn from the Paris Agreement.

In the context of the UNFCCC negotiations, the
non-state actors are involved in climate action via
the Marrakech Partnership, a global alliance of
stakeholders, builtaround the negotiation process
and supported by the involvement of high-
level climate action champions?, representing
since COP20 the current and upcoming COP
presidencies, i.e. the states hosting the climate
negotiations and moderating the process with

support from the UNFCCC Secretariat.

In 2019, at the Climate Summit organised by the
United Nations Secretary-General, the President
of Chile, the country then expected to host COP25,
the Conference of the Parties to the Convention
which was later transferred to Madrid, invited the
countries which wanted to increase their climate
ambition to join the Global Climate Alliance,
uniting states and other stakeholders in climate
action. All the members of the Alliance envision to

reach climate neutrality by 2050.

In order to strengthen the efforts of the Alliance,
the 2021 champions, Gonzalo Munoz from Chile
and Nigel Topping representing Great Britain,
launched the “Race to Zero” campaign, calling on
non-state actors to increase their involvement in

climate action and to make their contributions to

achieving climate neutrality before 2050. “Race
to Zero” includes voluntary commitments to
achieve climate neutrality submitted by 733 cities,
31 regions, 3,067 enterprises, 173 major investors
and 622 higher education institutions, as well as
120 countries declaring their intent or plans to
achieve net-zero emissions.® A number of these
states are natural allies of the EU in promoting
low-emission development and green recovery
after COVID-19; in favourable conditions, this could
bring about a quick drop in global emissions and,
at the same, a change in the approach to the

global development paradigm.

There are alliances of cities, such as C40, or
initiatives of cities and local governments, such
as the ICLEIl or the Covenant of Mayors, which are
involved in ambitious climate action at local or
regional levels. Certain regional organisations,
such as the UCLG Africa, have set up dedicated
channels targeting climate change, such as the

UCLG Africa Climate Task Force.

Many regular events in the different parts of the
world, which are included in the calendar of
international meetings supporting the climate
negotiations, are also used as platforms for
promoting more ambitious climate action.
In several recent years the UNFCCC Secretariat
has organised Regional Climate Weeks for
the regions of Africa, Latin America and the
Caribbean and Asia-Pacific as well as, recently,
for MENA (the Mediterranean region), to support
the regional preparations for COPs and to speed

up the implementation of the Paris Agreement.

The Regional Climate Weeks provide platforms

for cooperation among governments and other



stakeholders, the opportunities for sharing

knowledge and experience, engaging in
cooperation and building new initiatives. Many
alliances and initiative teams convene regular
meetings on climate issues, often linked to
periodic climate negotiations, such as side events

or thematic days, or weeks.

In the period before the COVID-19 pandemic,
climate diplomacy consisted in the participation
in dozens of informal meetings in the different
parts of the word, with regular annual conferences
distributed over the calendar year, among others,
in Abu Dhabi, Davos, Tokyo, Berlin (the Petersberg
Diologue), in New York and Bonn, which were
always concluded by the annual Conference
of the Parties to the UNFCCC (COP), hosted by
countries representing particular regional groups

in a specific order.

In addition to these cyclical events, the climate
negotiations entailed numerous ad hoc meetings,
convened to prepare actual negotiations, in the
context of both bilateral and multilateral talks,
to specify the arrangements made at high-level
meetings, or to break an impasse in talks. This
changed as the pandemic broke out. In 2020,
the UNFCCC negotiations practically came to
a standstill. During the summer session and then
the autumn session of the “climate dialogues”
last year many negotiators stressed that an
online exchange of views could not substitute for
formal talks and any preliminary arrangements
had to be confirmed during the negotiations in

the course of COP26 in Glasgow.

Nevertheless in 2020 and 2021 many different

online meetings and several hybrid ones (online

and“in person”) took place, enabling EU diplomats
and negotiators to exchange views with their

counterparts from other countries.

The international climate negotiations are the
largest multilateral negotiation process, involving
the participation of 196 countriesandthe European
Union as a Party to the United Nations Framework
Convention on Climate Change (UNFCCC). Since
COP21 adopted the Paris Agreement in December
2015, 191 out of 197 Parties to the Convention have
ratified the Agreement or acceded to it, thus
recognising that climate change poses a global
existential threat to mankind and biodiversity and
that there is an urgent need to take collective

action to remedy it.

The world leaders use several international
forums, in addition to the climate negotiations
under the UNFCCC, to develop the climate
agenda. The Conferences of the Parties (COP),
which are essentially convened to approve the
results of technical negotiations and political
arrangements during the so-called high-level
week with the participation of Ministers, recently
provided, too, an opportunity for the heads of
state and government to meet for a day or two to
discuss the challenges related to climate change
and to deliver relevant statements, In contrast,
the events organised by the world leaders for
other world leaders are more exclusive and
usually engage only the key players on the
geopolitical stage. Since 2009 (the failed COP in

Copenhagen) these politicised events have also



attracted greater attention of both, the public

and the mediao.

Such high-level meetings became more frequent
in the period preceding the adoption of the
Paris Agreement in 2015. Ever since they have
almost become a standard. The United Nations
Secretary-General and, to an increasingly large
extent, other world leaders regularly invite each
other to talk about global climate action. Before
2014 the aim of their efforts was to ensure the
success of the Paris Agreement by mobilising
general support for it. The Climate Summit
convened by Ban Ki-moon, the United Nations
Secretary-General, in September 2014 was
recognised to be an important step towards the

adoption of the Agreement during COP21.

After the ceremony of signing the Paris Agreement
in New York on 22 April 2016, the successive UN
Climate Summits on the entry into force of the
Paris Agreement and intended to mobilise world
leaders to increase the Nationally Determined
Contributions (NDCs) were held in September
2016 and again in September 2019.

The purpose of high-level events is to mobilise
engagement at the highest political level to
intensity global transition actions. After the entry
into force of the Agreement, another aim of such
meetingsis to shift attention from the negotiations
to its implementation, primarily, to support the
global increase in ambition and convince the
heads of states to enhance the efforts at the

national level.

The aim of the Summit co-convened by the United
Kingdom, Italy, Chile and France in December
2020 on the occasion of the fifth anniversary of
the Paris Agreement was to create a stimulus for

global climate action by offering governments

and nongovernmental leaders a platform

for demonstrating their involvement in the
implementation of the Paris Agreement and the
multilateral process. The Summit was convened
instead of COP26, which was postponed to 202],
to symbolically signalthatthe COVID-19 pandemic

had not stopped climate action completely.

At the meeting, which took place online due to
COVID-19, 70 heads of state, heads of government,
the representatives of regional organisations and
cities,as well as the presidents of large companies
announced their new and more ambitious
commitments, policies, plans and actions to
halt the rise in the mean global temperature at
a level of 1.5°C (i.e. to achieve the long-term goal
of the Climate Convention). At least 24 countries
announced their new commitments, strategies or
plans to achieve climate neutrality by 2050, whilst
several states defined how they would go further
by presenting ambitious timetables for reaching
net zero emissions: Finland until 2035, Austria until
2040, Sweden until 2045, and the European Union
undertook to reduce its emissions until 2030 by
at least 55% compared with the baseline level in

1990s.

After the USA had rejoined the Paris Agreement
one of the first actions of the new US President
was to restore the formula of the Major EConomies
Forum (MEF). The summits of the MEF countries
had been regular events at the time of President
Obama and were abandoned by the next US
administration. The MEF Summit on climate was
convened in 2008 in the context of the G7 Summit
in Japan with the participation of 17 leaders
representing 17 countries of the G20, except for
Turkey, Argentina and Saudi Arabia which were

absent at that meeting.



The 17 members of the MEF include: Australig,
Brazil, Canada, Ching, the EU, France, Germany,
Indig, Indonesia, Italy, Japan, South Korea, Mexico,
Russia, South Africa, the UK and the USA, i.e. the
states which are jointly responsible for about 80%
of global greenhouse gas emissions. From the first
MEF meeting on climate change, these meetings
were held cyclically from 2009 to 2016 and then,
after the withdrawal of Trump’s administration
from the Paris Agreement and the suspension of
the MEF meetings, they were replaced by a forum

provided by the MoCA.

The Ministerial on Climate Action (MoCA)

is a meeting of ministers and high-level
representatives of more than 30 countries,
including G20 ministers and the chairs of key
regional groupings in the UN climate negotiations.
The meeting is convened annually by the EU,
Canada and China. The first MOCA meeting was
held in September 2017 in Montreal, Quebec,
and another two meetings took place in other
locations, except for the fourth MoCA in July 2020

organised by the EU, which was only virtual.

The first ministerial meeting in 2021 (taking place
both virtually and in person) on international
actions on the road to COP26 was the fifth MoCA
session convened in Shanghai, Chinag, on 15-
16 April 2021. During that meeting, John Kerry,
the U.S. Special Presidential Envoy for Climate,
and Xie Zhenhua, China’s Special Envoy for
Climate Change, issued a joint statement on the
strengthened bilateral cooperation on climate
action, announcing their

plans to intensify

these actions, expressing their support for

multilateralism in tackling climate change and

promising cooperation with other countries.

The Petersberg Climate Dialogue (PCD) is another
international forum which is held annually and
deserves to be mentioned in this context. It was
initiated in 2010 and co- convened ever since by
the German Government and each successive
COP Presidency. The Dialogue takes place at
the ministerial level and its purpose is to create
a space for discussion on the key issues of
the negotiations. The 12th Petersberg Climate
Dialogue, which was held online on 6-7 May 202],
focused on the political preparations for the next
Conference of the Parties (COP26) in Glasgow,
which had been postponed from November 2020
to November 2021 and which was planned to be

l[aunched on 30 October 2021.

The international meetings addressing the
issues of climate change include the regular
G20 summits. The EU declares its readiness to
cooperate on climate change mitigation actions
with the G20 states from outside the EU and
other major economies. It emphasises the need
for all those that have not done so to date to
ratify the Paris Agreement. Turkey is the last G20
state to ratify the Paris Agreement. It submitted
its instruments of ratification on 11 October 2021,
to become a Party to the Agreement on 10

November, on the last days of COP26.°

In 2021, climate change emerged as a key issue

in considerations on international security.
As the UN Security Council has recognised,
it is a threat to international peace and security

which should be addressed jointly by the



international community. The EU shares this
view, recognising that there are indirect links
between climate change, natural disasters and
the outbreak of armed conflicts. The EU proposes
that the UN Security Council should fully take into
account the short- and long drivers of climate
and environmental risks in the assessment and
management of threats for global and regional

peace and security.

Accordingtothistheory,climate change multiplies
threats to international stability and security,
affecting, in particular, disadvantaged persons,
reinforcing environmental pressures and the risk
of natural disasters and contributing to the loss
of livelihoods and forcing displacements. On the
international level, the EU supports the view that
climate change has been confirmed by studies
and evidence’ and that the negative long-term
consequences of climate change can lead to an
increase in tensions within and among particular
countries. In its Conclusions of 26 February 2018,
the Foreign Affairs Council noted the links between
climate change and security, recognising that
climate change multiplied threats which directly
and indirectly affected security and stability
of the international situation. In line with that
position, inits 2018 report the European Parliament
recognised that climate change posed a threat
resulting in an increase in regional crises and

putting a strain on international relations.®

In January 2021, the Foreign Affairs Council

emphasised again  the importance  of
environmental and climate change issues for
security and defence and welcomed the “Climate
Change and Defence Roadmap: EU actions
addressing the links between Climate Change

and Defence”, includingin the context of Common

Security and Defence Policy, contributing to the
wider climate-security nexus. Committed to
promoting just transition and building resilience
to climate change and supporting disaster
prevention and risk management, the EU believes
that in this way it also contributes to global peace

and security.

The Foreign Affairs Council recognised that
climate change and environmental degradation,
including biodiversity and forest loss, are a threat
to international stability and security, increasing
disaster risk and pressures on ecosystems, posing
challenges to food and water security, provoking
local and regional conflicts, whilst, at the same
time, exacerbating the risk of displacements
and population migration, thereby constituting
a major driver of the threats posed by emerging
humanitarian crises and threatening the effective
enjoyment of human rights by the victims of such
events. During the same meeting of the Foreign
Affairs Council the EU and its Member States
confirmed that they would cooperate with their
partners, including the UN, to develop conflict
prevention measures, such as early warning
systems, and support relevant international
instruments, such as the Sendai Framework for

Disaster Risk Reduction®.

The issues of security and peace are not the only
climate change-related subjects with which the
EU Foreign Affairs Council deals. As this body
stated in January 2021, in the context of energy
diplomacy the EU should aim at accelerating
the global energy transition, whilst, at the same
time, ensuring energy affordability, protecting
the environment and achieving the Sustainable

Development Goals.


https://www.preventionweb.net/files/43291_sendaiframeworkfordrren.pdf

In light of the need for the international
community to quickly move to the level of climate
neutrality, the tasks of EU energy diplomacy
include the promotion of energy efficiency, the
implementation of safe and sustainable low-
emission technologies, the increasingly large
uptake and systemic integration - including
through enhanced interconnections - of
renewable energy and the highest standards
of environmental protection, nuclear safety and

transparency.”®

In consequence of the suspension of the
international climate negotiations due to the
COVID pandemic and since the negotiation
sessions of the SBI and SBSTA in Bonn in 2020 and
2021 were replaced by an online climate dialogue
and the COP in Glasgow was postponed from
November 2020 to November 2021, the world
leaders recognised that it was their duty to
mobilise other heads of government, the CEOs
and shareholders of major enterprises and

nongovernmental stakeholders to demonstrate

their higher ambition and engagement in climate

action.

The MoCA meeting in March was followed by the
“Leaders Summit on Climate” convened in April
2021 by President Biden. That event was expected
to provide an opportunity for heads of state and
government to submit their political declarations
on how they intended to cope with the challenges
posed by their higher climate ambition.
InFebruary 2021, the UN Security Council discussed
the threats posed by climate change to global

stability and peace.

A much needed impetus for the implementation
of the Paris Agreement came in February 2021, too,
as the United States rejoined the game, but this
does not resolve the issue of the almost universal
absence of the ambition to take decisive actions
outsidethe EU.Whatisneeded arereal actions with
the participation of a wide range of stakeholders
at regional, national and local levels so as to
ensure that GHG emissions are really reduced
already now, with the voluntary additional
actions by non-state actors contributing to filling
in the global gap in ambition caused by the fact
that emissions are growing in most states outside

the EU.

In its article published in the printed edition of “The
World in 2021", Antonio Gutierres, the current UN
Secretary-General, not only called on the leaders
of all the countries, particularly those of the G20,
to commit to carbon neutrality by 2050 and to
take action to achieve it, but also appealed to all
the cities, companies and banks to establish their
own plans and reference levels for the shift to net

Zero emissions.



On 11-13 June 202], the leaders of the G-7 (USA,
United Kingdom, France, Germany, Italy, Canada
and Japan) metin Cornwall, UK, to discuss, among
others, their involvement in the implementation
of the Paris Agreement, the efforts to limit the
global temperature rise to 1.5°C and to achieve
net zero emissions as soon as possible and at
the latest by 2050. On the pathway to climate
neutrality in 2050, the leaders of the G-7 countries
also undertook to halve their present emissions
over not more than 20 years, by 2030, to increase
their funding of climate action (in developing
countries) by 2025 and to preserve and to extend
protection to at least 30% of land and oceans
by 2030. Importantly, the leaders of the G-7 also
discussed the WTO reform which would take
into account the need to accelerate global
climate action and the necessity of confirming
free trade commitments, whilst, at the same
time, addressing the risk of carbon leakage. The
actions to prevent carbon leakage are expected
to provide an additional argument with regard to
the states which are not sufficiently serious about

the need to reduce their emissions.

In order to keep the pace, ensuring another
impetus for the international negotiations and
encouraging the major emitters to adopt a policy
leading to zero emissions in the middle of this
century and, importantly, to implement it, in the
last weeks before the opening of COP26, several
political meetings were planned “On the Road to

Glasgow™.

In its diplomatic efforts to mobilise climate
action, the EU is supported by certain Member
States ad also other large states outside the EU.
On September 17, a virtual meeting of the Major
Economies Forum (MEF) was convened with

the participation of heads of state. The climate

event accompanying the 76th Session of the
UN General Assembly in September 2021 which
was convened by the UN Secretary-General in
New York produced two interesting statements:
by President Biden on a significant increase in
climate aid and by the President of China on its
intention to stop investments in coal-fired power

plants abroad.

The Pre-COP meeting hosted by Italy was
attended by more than 50 Ministers representing
the Parties to the Paris Agreement, providing the
Parties with an opportunity for making progress
in the scope of ambition, Article 6, adaptation,
loss and damage, finance, transparency and
Common Reporting Format). In a way, in parallel
to the Pre-COP, Italy undertook to organise a large,
three-day event for youth, with about 400 of its
participants representing 186 countries, designed
to work out joint recommendations of young
people for the negotiators who would take part
in COP26.

Finally,on 30 and 31 October 202], Italy also hosted
a summit of the heads of state and government
of the G20 in Rome, convened to create a forum
for a discussion to address the issues which had
not been resolved at the ministerial level during
the High-Level Week at the last pre-pandemic
COP in Madrid. The matters addressed at that
meeting included, among others, the issue of the
agreement on a shift away from fossil fuels and
the declaration of the dates when particular G20

states would reach zero emissions. To date, such



an intention has been announced by 11 of the G20
states and the EU". During the summit of the G20
leaders in Rome, they adopted a declaration on
their commitment to limit the global temperature
rise to 15°C. It is an important declaration,
provided that it translates into specific actions
enabling its implementation.” Both Russia and
China were opposed to the commitment by the
G20 states to reach zero emissions by 2050, which
was supported by the G7 states, and, as a result
of this, the final communiqué of the meeting in
Rome include a reference to the need to achieve
zero emissions on the global scale “by or around

mid-century”®

On 31 October — 12 November, in Glasgow the
Parties to the UN Climate Convention and the Paris
Agreement met at the already 26th Conference
of the Parties to the UNFCCC (COP26). The political
themes promoted by the COP Presidency, i.e.
the United Kingdom, included the reduction of
global methane emissions, the conservation and
restoration of forests, a shift away from fossil fuels,
especially coal, and the funding of investments in

coal-based energy production.

In the course of arduous negotiations,

a compromise was reached on the
operationalisation of Article 6 of the Paris

Agreement, making the Agreement now fully

operational. The EU delegation played a leading
role in presenting robust proposals on the manner
of implementing Article 6 of the Agreement with
regard to market-based approaches and finding
a compromise on several other elements of the
architecture of the Agreement which were not
agreed by the Parties in Katowice (2018) and
Madrid (2019). In Glasgow, too, the Parties to the
Paris Agreement also discussed the ambition of
the revised and updated NDCs in the context of
the Synthesis Report prepared by the UNFCCC
Secretariat on the basis of the NDCs submitted
prior to 31 July 2021 and, in the next phase, until
120ctober2021.Inlinewiththe experts’expectations,
the successive NDCs were submitted just before
COP26.Asatotal,1561contributionstothe Agreement
were updated and all the states declared an
increase in their ambition. According to the
International Energy Agency (IEA), the cumulative
ambition of the NDCs updated prior to COP26
will be enough to hold the average cumulative
temperature rise to a level of about 1.8°CM In the
opinion of the UN, the cumulative ambition of the
Parties to the Agreement, as expressed by the
NCS submitted prior to the start of COP26, would
still cause the average global temperature to
rise by 2.5°C.® Therefore, an important outcome
of COP26 was the agreed Ministerial Statement
on the resubmission of more ambitious NDCs in
2022 to limit the global temperature rise to 1.5°
The Paris Agreement allows for the submission
of successive NDCs at any time, irrespective of
the timetable adopted, provided that the new
contribution is more ambitious than the previous

one.



A pledge to cut methane emissions was also
adopted, already on the first days of the COP;
however, such significant emitters of this gas
Russia, China and India did not join the pledge.
India, which is now the third largest global
emitter, following China and USA, announced its
(nonbinding) intention to achieve zero emissions

by 2070.

Setting a path towards zero emissions requires the
long-term planning of low-carbon development
and transition of the economy. In the context of
the Agreement, the states present their paths for
reaching zero emissions in their long-term low
emissions development strategies (LTS). The EU
promotes the view that the long-term strategies
should be submitted by all the countries which
have not done it yet, as a step which is logically
related to the review and update of NDC. In
addition to a re-update of their NDCs, countries
have to prepare for the first round of submitting
their biennial transparency reports, in the case of
whichithas been necessary to complete the work,
to adopt the arrangements on the transparency
and to strengthen reporting by adopting
common reporting formats and tables. Other
important issues addressed by the negotiators
in Glasgow included climate finance, the global
adaptation target and loss and damage. Several
periodical processes, such as e.g. a review of the

capacity-building framework, were completed

with a decision in line with their timetables.

In order to effectively work with the diplomats of
third parties, first the EU agrees its negotiation
position in intra-Union negotiations among its
Member States. Although many countries involve
professional diplomats in the UNFCCC process,

the decisions which directly affect the outcomes

of the negotiations are taken mainly by technical

experts.

Abroad, the EU is represented by the European
External Action Service (EEAS) only in certain

predetermined areas of EU foreign policy.

Although the EEAS does not play any role in the
UNFCCC negotiations and the lead negotiators
acting on behalf of the European team include
the representatives of the current EU Presidency,
DG Clima and technical experts from EU Member
States, European diplomats participate in
other international events and actions in such
contexts as UN summits, bilateral meetings and
information actions in which diplomats from EU

Member States are also very often involved.

The EEAS closely works with the Commission and
EU Member States to ensure coherence of the
actions implementing the climate agenda. The
cooperation among the national diplomatic
services and the EU in the scope of international
relations and climate change is facilitated by
a regular exchange of views and information
within the Green Diplomacy Network (GDN)®,
which was established in 2003 on the initiative
of the European Council. The members of the
GDN usually include professional diplomats
working at Foreign Affairs Ministries of EU Member
States and, in many cases, the members of the
EU negotiation team participating in the UNFCCC
negotiations, delegated to the GDN by the relevant
administration. Reports on the GDN meetings are
presented to the members of the Working Party
on International Environment Issues (WPIEI) of the
Council and expert groups supporting the rotating
EU Presidency and the European Commission in

preparing the EU negotiation position and tactics.



The members of the GDN meet to discuss
the possibilities of organising joint diplomatic
actions to support the EU position on specific
issues related to the environment or climate
change. They also prepare a démarche, if they
consider it necessary in order to strengthen
the international EU initiatives through bilateral
action and subsequently undertake to forward
the message to the countries outside the EU. They
also collect information on other countries, their
climate policies and their positions on the issues
during the UNFCCC

which can also be useful

negotiations.

As stated in the joint strategic document of the
EEAS and DG Clima opening the debate on EU
climate diplomacy for 2015 and beyond”, EU
climate diplomacy pays special attention in
bilateral contacts to the activities of the largest
emitters and other key actors or groupings, as
well as to the middle-income countries and
neighbours of the EU. Climate change should be
included as a priority area in all the EU strategies

targeting third countries.

After almost eight years since it was formulated,
this recommendation has not become outdated
in any way. The document argued for the need
for extensive, coordinated outreach activities
and intelligence gathering to be implemented

by respective diplomatic networks of EU Member

States with coherent messages using EU channels
on the spot. It also proposed that EU Delegations
and national diplomatic networks could jointly
assess national climate policies and politics in
the host country in question, identify priority levers
for influence, tailor narratives and recommend
climate diplomacy initiatives to engage partner
country government and civil society. Within
the framework of the support, various financial
instruments, such as the Partnership Instrument,

should be used.

The Conclusions of the European Council of 20
January 2020 called on the High Representative
of the EU for Foreign Affairs, the Commission
and Member States to work urgently towards
a strategic approach to climate diplomacy
by June 2020 which would identify concrete,
operational ways forward. In accordance with
the Conclusions of 20 January 2020 the task was
to be supported by the GDN, ensuring full synergy
with EU energy diplomacy and mobilising the
combined resources of the European Union's
delegations and Member States’ embassies in
third countries. Within the framework of the GDN
focalpoints were designated atthe EU Delegations
to strengthen the necessary coordination with

the resources of Member States’.

The cooperation among the EU Delegations and
the representatives of Member States led to the
establishment of Team Europe, a tool designed to
help EU Delegations work better with EU Member
States, like-minded partner countries and other
country stakeholders through joint programming
and implementation. Team Europe was launched
as part of the EU's global response to the COVID-19
pandemic in April 2020.


https://docplayer.net/6640555-Eu-climate-diplomacy-for-2015-and-beyond-1-reflection-paper.html

Its core members include the representatives of
the Commission, EUMember States, including their
implementing agencies and public development
banks, the European Investment Bank (EIB) and
the European Bank for Reconstruction and
Development (EBRD). Team Europe can enter into
cooperation with partners having similar profiles,
internationally or in a specific country, depending

on the situation and needs identified.

The concept of Team Europe was incorporated
into the "working better together” approach,
in order to further improve the coherence and
coordination of EU efforts, notably at the partner
country level, by pulling resources together and

exploring synergies of activities on the spot.

In a changing geopolitical context, Team Europe
will support EU institutions and Member States
in building a leading role of the EU at the global
level, protecting EU interests and promoting
European values. It is also a brand, including
a visual identity package designed to better
showcase EU interventions.”” The establishment of
Team Europe will substantially facilitate the intra-
European cooperation between the EEAS and the

diplomats representing the EU Member States.

Inrecent years, the efforts of EU climate diplomacy
prevented stagnation in international climate

action and often produced a stimulus needed to

push the climate agenda forward. In the period
from 2017 to 2021, during Donald Trump’s term as
the 45th President of the United States of America,
the EU was a leading force in the international
efforts to tackle climate change through joint
actions of all the States-Parties to the Paris

Agreement.

The European Union influenced to a large
extent the agenda of international meetings
where climate action was considered. After the
United States was led back by Biden to the Paris
Agreement, the EU is not the only major promoter

of ambition on the internationals stage.

The United States, represented by John Kerry, the
U.S. Special Presidential Envoy for Climate, carries
out a diplomatic offensive targeting the main rival
ofthe USA, i.e. Ching, other major emitters and also
its allies, with a view to influencing their policies
and pushing them towards halting greenhouse
gas emission increases and reducing them as
soon as possible so as to manage to limit the
average global temperature rise to 1.5°C before

this target becomes unattainable.

Moreover, the United States shares with the EU the
ambition to be the global driver of climate action
and uses its diplomacy all over the world and the

projection of its strength (soft one in this case).

In 2021, the situation which we face is an
unequivocal one. China is the largest emitter
of greenhouse gas emitter which is responsible
for more greenhouse gases released into the
atmosphere than all the OECD countries taken
together. The United States comes second with
its emissions representing less than half of those

of China. Pretending to the position of the global



economic superpower which China has won
recently, with its fast growing economy and rising
population, which givesthis country anadvantage
over China’s aging population, India takes a third
place, whilst the EU comes fourth, mostly due to
German emissions which are significant on the
global scale. Several developing countries, as
well as Canada and Russia, are also included in
the list of 10 largest emitters. Those emissions that
now reach the atmosphere increase the pool
of historical emissions of developed countries,
albeit at a decreasing rate. The EU and now the
USA, too, want to mobilise all those significant
greenhouse gas emitters to take action and
align their policies with the target of mid-century

climate neutrality.

Science has found that even the immediate
complete cessation of anthropogenic emissions
will not halt climate change. With their impact
exacerbated by the present releases into the
atmosphere, the past emissions will still continue

to affect the climate for a long time in the future.

Since 1992, the year of the Rio Summit and the
creation of the UNFCCC, the European Union
has sought to assume global “leadership by
example” in order to strengthen joint efforts to
raise the level of global climate ambition. The EU
is credible as it keeps its pledges. In 1997, the EU-
15 states undertook to reduce their greenhouse
emissions in the first commitment period of the
Kyoto Protocol (2008-2012) by 8% compared with
the reference level (business-as-usual, BAU) and
managed to achieve that target. It was only the
developed countries that adopted the reduction
target under the Kyoto Protocol (KP) and some

of them even failed to meet their international

commitments which they had voluntarily made.
Canada withdrew from the Protocol in 2012 and
the United States never ratified it. Other developed
countries: Japan, Russia and New Zealand
withdrew from the second commitment period of

the KP (2013-2020).

In contrast, the EU not only achieved its reduction
target in the first commitment period of the KP,
but also exceeded its target set for 2020. By 2019,
the EU had reduced its greenhouse gas emissions
by 24% compared with their 1990 levels, i.e. by
much more that 20% laid down as the target of
the second commitment period of the KP and the
EU emission reduction target of "at least 20%". At
the same time, in the period from 1990 to 2019, the
total GDP of EU Member States grew by about 60%.
The emission intensity of the economy, defined as
the ratio between GHG emissions and GDP, fell to
282 g CO,eq./EUR 2015, ie. below half the 1990

level.20

In 2005, the EU launched the pilot phase of its
Emissions Trading Scheme, a flagship project in
CO, emission reductions. The first trading phase
of the ETS (2008-2012) was aligned with the first
commitment period of the Kyoto Protocol (2008-
2012). If the EU had not opened the emission
allowance trading to offset carbon emissions
by means of units from flexible mechanisms, the
Kyoto mechanismswould have played anegligible

role, instead of resulting in the implementation


https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52020DC0777

of a large number of projects, at least some
of which produced an important stimulus for

climate action in developing countries.

The EU also demonstrated flexibility and
ability to increase its ambition in response to
scientific findings. In 2009, the EU proposed an
unconditional shift to a greenhouse gas emission
reduction by at least 20% compared with 1990
levels and announced that target, making it
mandatory for Member States, still before the COP
in Copenhagen in December 2009. At that time,
the announced EU target included a conditional
component of the option of raising the ambition
of reduction efforts provided that other developed
countries as a group would take similar actions at
comparable levels. This did not happen, but the
EU met its targets with a surplus, demonstrating to
its international partners that it was able to take
over the initiative. In December 2019, before the
COP in Madrid, the European Council approved
the target of EU climate neutrality by 2050 in
line with the Paris Agreement. The European

Parliament approved this target in its resolution

of March 2019 on climate change.

Indicating the path for the EU to reach climate
neutrality by 2050, in November 2019 the European
Commission presented the European Green
Deal - a comprehensive, multisectoral action
plan for a green and just transition, approved

by the resolution of the European Parliament of

December 2019 on the European Green Deal. The
Green Dealwas publicly announced before COP25
in Madrid by Ursula von der Leyen, President of
the Commission. It contains an action plan to
improve resource efficiency through a shift to the
clean circular economy, to restore biodiversity
and to reduce pollution. It presents the necessary
investments and financial instruments available.
Within the framework of the European Green Deal,
the Commission proposed a deep transition of
the European economy on its path to climate
neutrality by 2050, through enhancing the
resilience to climate change and implementing
this transition in a just and inclusive manner,
leaving no one behind, saving natural resources

and promoting a shift to the circular economy.

The European Green Deal envisaged resources to
support the transition of all the industrial sectors,
as well as agriculture, transport and buildings. It
also proposed the adoption of a Regulation that
would introduce the first European Climate Law
at the EU level, thus ensuring that by 2050 Europe
would become the first climate-neutral continent.
The European Commission proposed the European
climate law to transform this political commitment

to a legal obligation.

The achievement of net zero emissions will require
atransition of allthe sectors of the economy,including
investments in environmentally friendly technologies,
support for industry in the scope of innovation, the
development of cleaner, cheaper and healthier forms

of private and public transport, decarbonisation



of the energy sector, the improvement of energy
efficiency of buildings and the strengthening of
cooperation with international partners of the EU
to enhance the global environmental standards.
Recognising the global nature of climate change
drivers, the European Green Deal emphasises
the need to step up international cooperation on
climate change mitigation and adaptation, sharing
experiences and knowledge, as well as providing

support for developing countries.

In order to finance this deep transition and to
satisfy the investment needs, in January 2020 the
Commission proposed the Sustainable Europe
Investment Plan. The European Investment Bank
is expected to provide additional support for

climate-related investments.

With the adoption of the Taxonomy Regulation
on climate change mitigation and adaptation
in 2020, the EU gained a common system for
classifying sustainable economic activities which
would provide clear definitions and certainty
for investors and the public, assisting them in
taking decisions to commit resources to the
implementation of projects which are consistent
with the EU climate targets.? The internalmeasures
reflect the international commitments made by

the EU in the context of the global agreement

specified in the UNFCC climate negotiations.

The amendments proposed in mid-2021 to the
European regulations on the climate, energy and
transport as presented by the Commission in the
“Fit for 55" package will lead to the alignment of
the regulations in effect on emission allowance
trading, LULUCF,

energy efficiency, energy

management, the Effort Sharing Regulation and

many other Regulations and Directives with the
EU ambition for 2030 and 2050, also proposing the
Carbon Border Adjustment Mechanism (CBAM),
expected to ensure a level playing field for the
European industry and the industry of the states
which have not regulated their greenhouse gas
emission levels from industry or do not do much
to mitigate these emissions. In this way, the EU
intends to achieve by 2030 the indirect reduction
target of at least 55% compared with the 1990

emission levels.

This is the experience which the EU wants to
share with other countries and the achievements
expected to build the credibility of the diplomatic
efforts of the EU to enhance the climate ambition
of other countries. Pointing out its internal climate
policy, the EU calls on all the other countries
to align their financial strategies, State aid,
promotion of trade and foreign investments with
their climate commitments and their nationally
determined contributions to the Paris Agreement
and to implement sustainable and climate-
resilient economic recovery policies, in response
to the COVID-19 pandemic. Abandoning the
conditionality of its reduction efforts, the EU
wants to move forward and hopes to convince its

partners that the EU path is the best one possible.

Bilateral and multilateral climate dialogues
mean communication and cooperation to
reach mutual understanding and support.
They also mean an exchange of information
and identification of the partners’ situation,
political objectives and ambition, whilst, at the
same time, presenting the EU's own situation,
objectives and ambition. Support for climate

diplomacy in the relations between the EU and



the key partner countries must lead to the mutual
knowledge of the partners’ motivation and to
a dialogue on harmonised actions in the spirit
of joint responsibility for overcoming the climate

change-related global challenge.

The COVID pandemic in 2020 not only stopped
the international negotiations under the UNFCCC,
but also disturbed the NDC review process in
many countries; as a result of which, by the
end of 2020 only 37 updated NDCs had been
forwarded to the UNFCCC Secretariat.®? The
number of NDCs submitted to the Convention
Secretariat continuously grew in 2021, since many
developing countries received technical support
in the NDC review process from the UNDP, the
NDC Partnership, the European Union and several
of its Member States. At the end of August 202],
112 new or updated NDCs were recorded in the
interim NDC registry compared with 192s NDC
communicated before the entry into force of the
Paris Agreement.® It can be expected that the
remaining updated NDCs will be submitted to the
Secretariat still before COP26, which begins on 31
October 2021. Given the delays in the submission
of updates, the Convention Secretariat called on
the states which had not submitted their updated
NDCs yet to do it before 12 October, thus allowing
for the NDC Synthesis Report to be updated.

The EU consistently calls on the Parties to the Paris
Agreement to update their NDCs in line with the
long-term of the Agreement and to increase the
clarity, transparency and understanding of NDCs,
as well as to provide the UNFCCC with information
low emissions

on long-term development

strategies (LTS), reflecting as high ambition as
possible in response to the need to take urgent
action to halt climate change.?* In accordance
with Article 419 of the Paris Agreement, all the
countries should communicate their long-term
low emissions development strategies (LTS) to
the other Parties to the Agreement. Decision
1/CP.21, adopted as an implementing decision
of the Paris Agreement, invites countries to
communicate their strategies by 2020. However,
to date only 29 Parties have submitted their LTS
to the UNFCCC Secretariat® and some of them
had been formulated and communicated before
the newest reduction targets were set for their
countries and they are not always consistent with

their new or updated NDCs.

The LTS should provide guidance for the
successive national NDCs of particular states,
emphasising short-term reductions needed to
achieve the long-term targets and ensuring
the favourable conditions for long-term low

emissions development.

They should also guide national actions towards
achieving netzero emissions, inline with the global
efforts to jointly hold the increase in the global
average temperature to below 2°C, seeking to

limit this increase to 1.5°C as much as possible. LTS


https://data.consilium.europa.eu/doc/document/ST-5033-2020-INIT/en/pdf
https://data.consilium.europa.eu/doc/document/ST-5033-2020-INIT/en/pdf

can also become strategies for ensuring green
recovery after the COVID-19 pandemics. They
could make it easier for countries to plan, whilst,
at the same time, providing other countries with
information on their efforts planned in the longer

term.

The lockdowns during the COVID-19 pandemic
slowed down the economic growth, at times
putting countries on the edge of recession, and
caused a decrease in global emissions from
fossil fuel combustion in 2020 by 7% (about 2.4

billion tonnes).26

This was the highest decrease on record, which
was caused by worldwide COVID-19 lockdowns.
However, the decrease was a temporary one. The
governments all over the world try to provide their
economies with a so very much needed stimulus,
mobilising substantial resources to support
recovery after economic losses. At the same time,
the climate-related global crisis is as serious as
always and needs to be resolved with increasingly
urgent global action. The challenge has become
more complex, since these two global threats
must be resolved at the same time and quickly.
The post-pandemic recovery involves the risk of
incorrectly targeted support for industries and
sectors, which should be reinvented so as to shift
to net zero greenhouse gases by 2050 and to
mitigate the substantial risk of stranded assets.
Thus, the COVID-19 pandemic causes mitigation
and adaptation to become more difficult than

before.

However, the post-COVID recovery also provides
an opportunity for governments to present their
policies and measures and to direct the flow of
state funds to support green recovery and to
change the economic growth paradigm towards
renewable energy sources, the circular economy
and digitisation. Unfortunately, the recovery
packages implemented in many countries are
not sufficiently “green” so as to halt the rebound
of greenhouse gas emissions from fossil fuels.
Resources are used to support traditional
economic practices leading to the continuation of
the activities carried out to date. In consequence
of this, it will be difficult, or sometimes even unlikely,
to achieve the communicated NDC targets.
In order to support the green transition and speed
up the shift to the long-term global goal of the
Paris Agreement, the recovery must be based on
environmentally friendly principles, a transition of
the energy sector, a shift away from fossil fuels

and low-emission growth.

Each country must internally mobilise its political
will. A international level, the political will must be

supported by diplomatic efforts.

From the outbreak of the pandemic to the
end of August 2021, 42% of public funds all
over the world was spent on, or allocated to,
energy from fossil fuels. In the same period,
34% of public resources were allocated to clean
energy. An independent analysis of the stimulus
packages in the G-20 countries carried by
Energy Policy Tracker demonstrates that several
governments of G-20 economies did not align
the stimulus expenditures with the climate
objectives which they had officially signed up to.?

As a total, the G-20 governments spent as much



as USD 296.67 billion to support energy from fossil
fuels and only USD 228.60 billion on clean energy.

The EU believes that it plays the role of a signpost
for the green recovery of Member States’
economies by providing partner countries
with examples of policies and measures of
transformative nature. In their joint call, 17 EU
Environment Ministers also emphasised that
the European Green Deal “must be central to

a resilient recovery after COVID-19".

The Next Generation EU recovery instrument and
the Green Recovery Plan are also subordinated
to the strategic EU objectives under the European
Green Deal. In her State of the Union Address,
Ursula von der Leyen stressed that in the future
37% of the recovery fund should be allocated
to the objectives of the European Green Dean,
whilst 30% of the fund should be financed with
green bonds. In this scope, it is also particularly
important to take into account the climate

ambition in the EU processes.

Recognising the need for a strong economic
stimulus, the EU adopted a funding package
known as the Recovery Fund. Its backbone is
NextGenerationEU (NGEU), atemporary instrument
designed to accelerate recovery. Together with
the current long-term EU budget, it will be biggest
European stimulus package in history, with a total
value of EUR 2.018 trillion in current prices (EUR
1.8 trillion in 2018 prices), placing an emphasis

on low-emission, green growth, renovation of

buildings and digitization. The Next Generation
EU recovery instrument and the Green Recovery
Plan are also subordinated to the strategic EU

objectives under the European Green Deal.

In July 2020, the European Council decided
to strictly link the European Green Deal to the
Multiannual  Financial Framework and Next
Generation EU (NGEU), in particular by increasing
the climate amount to 30% (with the NDICI target
of 50%). The budget for 2021 to 2027, adopted in
December 2020, was prepared with a view to
helping the EU recover from the COVID-19 crisis
and supporting investments in a green and

digital transition.

In 2020, the European Council also agreed that
30% of the EU funds, amounting to EUR 1.8 trillion,
should be allocated to speed up the climate
transition in the EU Member States, to meet the
challenges related to sustainable development

and to increase green jobs and competitiveness.

The global recovery after the COVID-19
pandemic provides an important opportunity for
mainstreaming climate again in other countries.
Given that substantial resources are mobilised
to recover from economic losses caused by
restrictions imposed during the pandemic,
there is a huge chance to ensure preferential
funding for climate-friendly technologies and
practices. The risk has also arisen, as confirmed
in many cases on the ground in several emerging
economies and other developing countries, that
the resources earmarked for recovery will be used
to support traditional branches of the economy
and practices leading to the continuation of
activities carried out to date. In certain countries,
there is also a good chance that these resources

will be used to green their economies.



According to the data from the Energy and
Climate Intelligence Unit, to date 137 countries
have committed to carbon neutrality.?® Most of
these pledges focus on achieving this target in
about 2050. According to the Climate Action
Tracker, 73% of global emissions are not covered
by net zero targets.? 124 out of 137 countries with
a net zero target plan to achieve this target by
2050. To a large extent, this is an effect of the
membership in the Climate Neutrality Coalition,
which requires its Member States to set the target

for 2050 .

However, the real results of actions most often
indicate that it will be difficult or expensive for
many of these countries which have publicly
communicated their zero net commitment to
fulfil this pledge, since as a result of the post-

COVID turmoil this target is moving away.

Many NDCs are also inconsistent with the long-
term goal of the Paris Agreement. Several G20
countriesself-evidentlydelaytheirclimateactions.
Just looking at several of them, e.g. Argenting,
it becomes clear that the joint ambition of climate

action are moving away from the target.

In 2020, Argentina, a G20 country, submitted its
updated NDC to the UNFCCC Secretariat, with
seemingly higher ambition than the previous
NDC.*® The updated NDC sets the absolute and
unconditional target of limiting greenhouse gas
emissions to 313 MtCO,eq. (excluding LULUCF)
by 2030. This new target means represents an

increase in emissions of 35% above 1990 levels

and a 2% decrease below 2010 levels. The CAT
rating of the unconditional target of the Argentine
NDC changed from the “critically insufficient” to

“insufficient”?

Argentina plans to present its long-term strategy
(LTS) at COP26 in Glasgow. The NDC provides
that the LTS will include the target of carbon
neutrality by 2050. Although the new target shows
higher ambition in the scope of climate change
mitigation, the targets of both the NDC and the
LTS must be reflected in short-term actions and
specific sectoral plans, such as support for low-
emission development measures in response to
the COVID-19 pandemic and the phase out of the

exploration and extraction of fossil fuels.

Brazil, one of the five major economies associated
inthe BRICS group, withits sixthhighestgreenhouse
gas (GHG) emissions in the world, presented its
second NDC with targets weakened by a change
of the reference level. Brazil's targets to reduce
emissions by 37% and 43% from 2005 levels by
2025 and 2030 look unchanged, but an increase
in the base year emissions used as a reference
means that Brazil can continue to increase its
emissions and still meet its targets, increasing its
emissions by about 27% in 2030 from the previous
level prior to the change of the baseline. The

country also plans to achieve climate neutrality



by 2060, but this target depends on external
support. Deforestation remains the main driver of

its greenhouse gas emissions.

Canada is not only a G20 country, but also one
of the ten largest greenhouse gas emitters.
Its greenhouse gas emissions come mainly
from transport and fossil fuel extraction.
Canada repeatedly failed to meet its climate
commitments, withdrew from the Kyoto Protocol
and is not on the right track to achieve its 2030
targets. Canada’s updated NDC is short of
ambition, although it represents an improvement

on the first NDC.

According to the Carbon Brief profile, by 2030
Canada would have to reduce its greenhouse
gas emissions by at least 54% below 2005 levels
to be on the path to the global goal of 1.5°C,
whilst its proposed target for 2030 is “at least” 40-
45% below 2005 levels. Canada also lags behind
other developed countries in terms of financial
assistance for climate action in developing
countries. Just as Brazil and Australia, Canada
has changed the previous directions of its climate
policy. At present, under Trudeau’s rule, Canada
promotes itself as a progressive and green,
pledging to achieve net zero emissions by 2050.
In June 2021, Canada adopted the Canadian
Net-Zero Emissions Accountability Act — with the
target of zero greenhouse gas emissions, which
was already included in the submission of the
Canadian NDC. In order to achieve this goal,
Canada will have either to increase its direct
target or do much more, at a higher cost, closer

to 2050.

Alongside the United States, Canada is not the
only developed country with mixed climate

results. Australia, a G20 country, too, and one of

the 20 largest global emitters in absolute terms,
with per capita emissions about three times as
high as the global average (23 tCO,eq. per capita
in 2015) is also such a country. In December 2020,
the Australion government communicated its
previous NDC, without increasing its insufficient
target. The goal of the NDC is to reduce
greenhouse gas emissions by 26-28% from 2005
levels by 2030, including LULUCEF, or by 11-15% from

2005 by 2030, excluding LULUCF.

Australia is also the second largest coal exporter
in the world and, recently, it became the largest
exporter of liquefied naturalgas (LNG). Its electricity
system depends to a large extent on codl,
despite its increased use of gas and renewable
energy sources, in particular, solar panels. It is
expected that the decrease in economic activity
in Australia caused by the COVID-19 pandemic
will cut greenhouse gas (GHG) emissions by 2030.
The present government does not plan to adopt
the target of net zero emissions. When an affluent
developed country does so little, other countries
feel justified to look first at short-term economic

prospects and to postpone reforms.

Over the last few years, the United States has
been the second largest greenhouse gas emitter,
but in the past it produced as a total more CO,
than any other country (about 2,035 tCO,eq),
whilst its citizens have three times as large
a carbon footprint than the global average.
Climate change is a very divisive issue in the US
politics and the government's comprehensive
actions are routinely blocked by members of the

Republican Party.

The re-accession to the Paris Agreement was
one of the first decisions taken by John Joe Biden

after he took office in January 2021. The United



States launched intensive climate diplomacy led
by John Kerry, the U.S. Special Presidential Envoy
for Climate. Kerry talks with China and US allies
in Asia, with Russia, the EU and other Western
countries on achieving net zero in 2050. This
would be a significant step forward and reduce
the global emission gap by 5-10% in 2030. The
present US pledge is twice as large as that of
Barack Obama in 2015, but, according to the CAT,
it is still inconsistent with the goal of 15°C. The
emission reduction target of the United States
by 57-63% from 2005 levels by 2030 would be
consistent with the 1.5°C path. It is also expected
that the United States will increase its climate

assistance to developing countries.

China is the largest greenhouse gas emitter, the
largest economy and a G20 country. However,
it has not officially communicated its updated
NDC to the UNFCCC yet. The information about
what could be expected is based on the
statement of the Chinese President Xi Jinping on
the principles of the updated NDC of 12 December
2020 at the Climate Ambition Summit in 2020, but
this NDC has not been officially commmunicated to

the UNFCCC yet.

This also concerns the net zero target "before
2060", communicated in September 2020. It is not
clear whether the neutrality target refers to GHG

neutrality or carbon neutrality.?

The ambition of the new NDC will be only slightly
raised compared with the current policy. This
means that China will probably reach or exceed
new targets without considerably increasing its
mitigation actions. Since China has not pledged

yet either to peak its emissions by 2030 or set

aspecificorabsolute emissiontarget, theemission
trajectories until 2030 are uncertain and it is
difficult to assess the target. It is important, since
without China it will not be possible to achieve the

long-term goal of the Paris Agreement.

According to the statements by Chinese
politicians, China plans to achieve the following

targets by 2030:

Peak its carbon dioxide emissions “before
2030", up from “around 2030 and making

efforts to peak earlier”;

Lower carbon intensity by “over 65%" in 2030
compared to 2005 levels (which means higher
ambition than “by 60-65%");

Increase the share of non-fossil fuels in primary
energy consumption to “around 25%" in 2030
(up from “around 20%"), which leaves the other
fossil fuel share of about 75% in primary energy

consumption;

Increase forest stock volume by around
6 billion cubic metres in 2030 (previously

4.5 billion cubic metres);

Bring its total installed capacity of wind and

solar power to over 1,200 GW by 2030.

It should be noted that China’s plan to start
decarbonisation only after 2030 depends to
a large extent on a substantial increase in
removals by forests and also on the large-scale
implementation of CCS and CCUS technologies,
which have not been commercialised yet. The
inadequacy of Chinese climate action will
discourage other countries and provide them

with an excuse not to take action.



Indig, the third, or, according to some calculations,
the fourth global GHG emitter, with its growing
emissions and, under its current plans, probably
emitting more and more, is one of the brakemen
of the global decarbonisation process. India
communicated its NDC only in October 2016.
India’s present pledge provides for a decrease
in its energy intensity by 30-35% from 2005 levels
by 2030. The pledge includes a 33-35% reduction
of the emission intensity per unit of economic
output from 2005 levels by 2030. 40% of installed
capacity in energy production in 2030 is to be
provided by renewable or nuclear sources. The
greenhouse gas emissions in India can still rise
in the period from 2014 to 2030 by 70%%, even if
this commitment is met. India has still to translate
its pledged external commitments into national
measures to implement them. By 2030, in order
to implement its climate policy, it will need at
least USD 2.5 trillion, from both national and
international  resources. During COP26 India

pledged to achieve net zero emissions by 2070.

In spite of this, the emissions in India can grow
even by 70% in the period from 2014 to 2030.34
At present, India takes a fifth place in the world in
terms of car sales. Itis expected that they will grow
with increasing incomes and rapid urbanisation,
which will greatly affect the global demand for
oil and transport emissions in India. The Indian
government promotes the dissemination of
electric vehicles (EV), although in India there are
so far only 260 000 EVs - including mopeds and
hybrid vehicles — and electric vehicles represent
only 0.6% of sales. There is a small number of

charging stations.

India is the second largest coal consumer in the

world, after China and ahead of the USA since

2015. Its coal consumption grows and can soon
overtake that of China, which means that India
can to a large extent determine the global coal
trajectory. Many analysts expect that the fast
growth in India will drive an increase in the global
demand over the next few years. At present, it is
the second largest coal producer (after China)
and, in spite of this, it imports coal from Australia,

West Africa and Indonesia.

The continued coal expansion in India essentially

undermines its low-emission development
projections. Given the 1.5°C limit under the Paris
Agreement, India must phase out coal from its
power sector by 2040.However,in 2018 the National
Electricity Plan (NEP) covered more than 90 GW
of planned capacity, which would unnecessarily
increase emissions and risk stranded assets.
Therefore, India was opposed to the inclusion of
the intention of the Parties to the Agreement to
phase out coal in a COP26 decision, agreeing

only to phase it down.

Iran is another country posing a challenge to EU
climate diplomacy, asitis alarge greenhouse gas
emitter and, at the same time, a country which
has not ratified the Paris Agreement to date and
whose emissions grow. Iran is one of the 10 largest
emitters. However, its suffers from the impacts of
international global sanctions which aggravate
its economic and COVID-related problems and
makes its ratification conditional on the lifting of

the economic sanctions.

Iraq ratified the Agreement only on 1 November
2021 and will become a Party to it on 1 December
2021. In an article published on the IEA website
and in the British news paper “Guardian”’, Faith

Birol, the Executive Director of the International



Energy Agency and Ali Allawi, the Iragi Deputy
Prime Minister, stated that without help for oil-
producing countries, such as Irag, the transition
away from fossil fuels and the net zero target
by 2050 would become “a distant dream”.®®
The same also applies to Iran on which economic
sanctions have been imposed and which, just as
Iraq, suffers from severe climate effects, such as

prolonged drought.

Both countries face problems with water supplies
to the population and both could easily reduce
their emissions by resolving the problem of
methane combustion and reducing methane
leakage from pipelines. In Irag, oil and gas
extraction generates 40% of its total emissions
even before any use of fuels for transport or

energy production.

Energy efficiency instead of energy wastage and
cessation of fuel subsidies to limit the growing
demand would bring additional benefitsin several
oil-producing countries. Action on transport
emissions and coal combustion would help
combat air pollution affecting megacities. The
abatement of methane emissions not only from
fossil fuel production but also from agriculture
would bring immediate results in the form of
reduced global emissions. Many national data
centres contain plans to move towards these
solutions, but it is only the first round of biennial
transparency reports in 2024 and perhaps the
global stocktake that will make it possible to

check if these plans are implemented.

The actions taken by the majority of large
emitters in response to the COVID pandemic did
not resolve many problems and focused instead
on providing support for dismissed employees

and SMEs. Such differentiated countries as

Argentina, Brazil or Australia did not take any
action to support the green recovery. Instead, the
Australion government uses the pandemic as
its rationale for backing an expansion of the gas

industry and further support for the coal industry.

The Australion government claims that it
supports a “technologically neutral” approach,
whilst actually supporting gas. In the period from
2017 to 2020, renewable energy investments fell
due to the uncertainty about the directions of the
government’s policy. No climate action is taken,
despite the growing climate impacts, such as

catastrophic bush fires.

There was also a clear decrease in economic
activity in Brazil, but there are no signs of a green
recovery plan. Instead, deforestation substantially

increased under President Bolsonaro’s rule.

China was one of the few countries which were
relatively unhurt by the pandemic. Its economy
rebounded very quickly. In the first quarter of
2020, the Chinese economy contracted 6.8%
due to nationwide lockdowns at the peak of the
COVID-19 pandemic. Nevertheless, in 2020, China
was the only economy to see growth, although
the growth rate was the weakest over dozens of
years, i.e. 2.3%. For 2021 China set the target of the
economic growth rate of 6%. In the first quarter of
2021, the Chinese economy grew by a record 18.3%
compared with the same quarter of last year. This
was the largest leap in its gross domestic product
(GDP) from 1992 when China started to keep

quarterly records.

India’s government responded to the economic
crisis with one of the largest stimulus packages
in the world when expressed as a share of the

GDP. Although there is no clear green recovery



programme, discussions are underway on using
part of the stimulus package to support the
development of the renewable energy industry

and the electric vehicle production.

The post-COVID crisis provides an opportunity for
India to accelerate its shift from coal to renewable
energy and also to speed up the dissemination
of electric mobility. However, there are no clear
signs that India uses this chance. Although
no coal power plants were built in 2020, the
government encourages greater coal extraction
and higher coal-based energy production, which
is inconsistent with the green recovery. India
needs to draft a just transition strategy in order to

withdraw coal for energy production before 2040.

It is estimated that Turkey’s emissions in 2020
were lower by 3-5% than in 2019 as a result of
the global pandemic, but already in 2021 they
returned to 2019 levels. The Turkish government
did not initiate green recovery: ensuring jobs -
particularly, for persons aged less than 25 years
— and export and output-oriented upturn. Turkey

continues to depend on coal.

Many countries lacked a vision needed to
transform the threats posed by the COVID
pandemic for their economies into opportunities
for stimulating a low-emission transition and
green growth. It seems that the EU found itself
again in the forefront of change, deciding to
use the post-COVID recovery as a chance for
transforming Member States’ economies and

supporting green recovery.

The EU emphasises the importance of
individualised approaches to cooperation with
other countries, taking into account the need for
a just transition and sustainable development.
This means supporting concrete measures in
partner countries and showing by example that
many environmental and economic benefits can
be gained by commitments to green recovery
and sustainable development, supporting the

halting of the global temperature rise.

The EU strongly advocates actions to achieve the
Sustainable Development Goals set out in the
2030 Agenda through its firm commitment to
implementing climate policy. The acceleration of
climate action in partner countries requires the
involvement of all the sectors of the economy and
the engagement of stakeholders in that action at
national and local levels. It is also indispensable
to mainstream intersectoral issues which are of
importance for reaching long-term climate goals
and reflect EU values, such as gender equality,

human rights and the rights of indigenous people.

In order to achieve these outcomes, the EU seeks
to strengthen the existing bilateral dialogues and
technicalcooperationwith partnercountriesinthe
EU neighbourhood. The EU also offers cooperation
to other countries, especially, the G20 states, the
Persian Gulf countries, the countries in the Asia-
Pacific region and those in Latin America, in order
for them to make quick progress towards carbon
neutrality and the achievement of the goals of

the Paris Agreement and the UNFCCC.



The EU actively seeks to influence energy policy
in developing countries, advocating an energy
transition patterned on its own climate and
energy policy.*® Promoting the European Green
Deal via climate diplomacy and clarifying its
principles and objectives, the EU will able to
show its partners how to deliver the energy
transition, whilst, at the same time, maintaining
economic growth, creating new jobs, protecting
the environment and saving resources, as well
as conserving biodiversity and improving the

citizen’s quality of life.

The EU very actively advocates the energy
transition, the shift to green energy and the
departure from the dependence on fossil fuels all
over the world. It also proposes stopping subsidies
to fossil fuels in developing countries and
immediately ending the financing of investments
in fossil fuels, even discouraging investments in
energy infrastructure based on fossil fuels in third
countries and calling for the immediate cessation

of any funding for new coal-based infrastructure.

Another EU priority is the promotion of the
establishment of, and the launch of action by,
international initiatives for methane emission
reductions. Methane is a short-lived, but powerful
greenhouse gas, with about 85 times higher
global warming potential than that of CO,, and
an ozone precursor harmful to human health
and the environment. Anthropogenic methane
emissions represent about 60% of the methane

released into the atmosphere. There are also

natural methane emissions which grow as aresult
of climate change, as e.g. the methane released

during the permafrost thaw in the Arctic.

Anthropogenic methane emissions come from
such sectors as agriculture and waste (Iondfills,
but also qutewoter), as well as the extraction,
transport and consumption of coal, oil and gas.
However, methane decomposes within about 12
years; therefore, compared withthe 100 yearslong
presence of CO, in the atmosphere, it can have
a short-lived effect. Nevertheless, anthropogenic
methane emissions can contribute to global
warming by about 0.5°C before 2050; hence, the
EU attributes large importance to the immediate
launch of the global elimination of methane

emission sources.

Another reason for addressing methane
emissions is improving air quality by reducing
the ozone concentration in the air. Regulation (EU)
2018/1999 on the Governance of the Energy Union
and Climate Action requested the Commission
to prepare a strategic methane reduction plan.
The need to address energy-related methane
emissions was pointed out in the Communication
onthe European Green Deal. The EU is now working
on the improvement of the monitoring, reporting
and verification (MRV) of methane emissions
and seeks to determine how this problem can be

resolved on the path to climate neutrality by 2050.

The Communication on the European Green
Deal also emphasises that the EU should work
with third countries on cross-cutting climate
and environmental issues, such as tackling
methane emissions. In order to really influence
at international level the policy solutions to
reduce methane emissions, the EU must focus its

diplomatic actions on the largest global methane



emitters: Chinag, India, United States, Russia and

Brazil.

Climate action will to an increasingly large extent
influence the discourse on free trade and trade
agreements. In January 2021, the Foreign Affairs
Council supported the Commission’s proposal
to make the respect of to the Paris Agreement
an essential part of the future comprehensive
trade agreements. The Council welcomed the
Commission’s initiative in the WTO context to
ensure that multilateral trade relations reflect the
climate policy principles and support progress
in the implementation of the long-term global
goal of the Paris Agreement and the Climate
Convention. In this context, the views promoted
by the EU are also shared by the United States
which contemplates a similar approach to the

promotion of international climate action.

The COVID-19 pandemic exacerbated the

economic  challenges facing  developing

countries and Economies in Transition®. Still,
it can provide a promising starting point for
targeted support (e.g. by the EU and its Member
States) intended to help the countries prepare
and implement, at the same time, the urgently
needed economic recovery and an opportunity
for a socially just transition of their economies
towards decarbonisation and environmentally

friendly production models.

Many countries of key importance for achieving
quick progress towards mid-century net zero
emissions focused more on saving jobs and
ensuring support for entrepreneurs and other
citizens than on “building back better” their
economies after the COVID pandemic, by

introducing "climate friendly” changes in them.

As a regional bloc, the European Union is the
largest official development assistance (ODA)
donor in the world and the first foreign investor
in almost all the countries in the world. In 2019,
the largest climate-related ODA donors included
Germany (USD 8.3 billion), Japan (USDD 6.3 billion),
EU institutions (USD 5.6 billion), France (USD 4.7
billion) and the United Kingdom (USD (2.0 billion).2#

Infformation on the assistance provided to
developing countries by the EU and its Member
States is presented in their biennial reports (BRs)
for the UNFCCC. To date, the EU and its Member
States have submitted four such reports each. The
financial support provided by the EU to developing
countries helps them achieve their development
goals, whilst, at the same time, supporting green

growth policy and decarbonisation.

Inthe last year before the outbreak of the COVID-19
pandemic, the bilateral foreign development

assistance contributing to the implementation



of climate objectives and provided by the donors
of the OECD Development Assistance Committee
(DAC) amounted to USD 34.4 billion. 43% of that
amount was allocated for climate change
mitigation actions, 33% for climate change
adaptation and 24% for projects targeting both
climate change mitigation and adaptation.
In 2019, the total amount of the financing for
projects focusing on climate objectives was
UsD 12.3 billion, ie. slightly more than in 2015
(USD 12.0 billion).

The Working Party on Development Cooperation
and International Partnerships (CODEV-PI), one
of the preparatory bodies of the Council of
the EU, discusses policy principles, objectives
and modalities of the EU’s action in relation to
development cooperation with third countries,
in accordance with Articles 208-212 of the TFEU.
This Party prepares the Foreign Affairs Council

(Development).

In the framework of the EU's development

cooperation policy, the CODEV-PI prepares
Council strategic guidance on a range of topics,

including:

sustainable economic, social and
environmental development, with the objective

of eradicating poverty;

the coordination of development policies
amongst member states, including possible

joint action;

commitments taken by the EU and its member

states at international fora;

measures necessary for the implementation

of the EU’s development cooperation policy.®

The EU budget for the period from 2021 to 2027
will increase the effectiveness and visibility
of the EU's external policies, strengthen their
coordination with internal policies and give the
EU the necessary flexibility to provide a faster
response to new crises and challenges. In this
context, the Neighbourhood, Development and
International Cooperation Instrument — Global
Europe® will allocate the largest part of the
resources for external actions, with its budget of
EUR 79.5 billion. It will be the EU’s main financing
tool to contribute to eradicating poverty and
promoting sustainable development, prosperity,
peace and stability, in line with the pledges of
the Commission. It is twice as much as the total
amount spent on climate action by all the donors
in 2019.

The EU not only takes reduction actions seriously
and has committed to achieve net zero emissions
in 2050, but also seeks to influence third countries,
encouraging them to step up their efforts at the
same time when the EU does and supporting
policy
instruments at its disposal. Seeing poor outcomes

them by means of all the external
of international meetings and incentives, the
EU takes bilateral diplomatic actions, without
resigning from influencing, at the same time, at
international for and together with like-minded
partners, those states that fail to take actions
which would be adequate to their position in
increasing global emissions. The EU emphasises
the importance of intensifying information
actions as part of the cooperation with other
countries and regional organisations, including

in the context of the international negotiations. In



order to better align the coordination of climate
action and diplomacy, the EU has established
Team Europe — a coordinating body ensuring the
everyday cooperation of the EEAS, EU delegations,

EIB, EBRD and several other institutions.

The aim of EU climate diplomacy, engaged in
bilateral and multilateral talks with third countries,
is to strengthen the implementation of the Paris
Agreement in the context of the economic
recovery following the COVID-19 pandemic, to
promote the delivery of the 2030 Agenda and
the Sustainable Development Goals (SDGs)
and to support the national climate policy
implementation programmes of those partner
countries that are major non-EU economies and,
at the same time, the largest greenhouse gas

emissions.

The multilateral and bilateral cooperation in
the implementation of the Paris Agreement can
result in stronger and more durable outcomes of
the actions taken for all the partners. A political
dialogue can be used to build and promote
trust, ensuring a solid basis for joint climate
action. Cooperation via climate diplomacy also
contributes to the implementation of the 2030
Agenda and the Sustainable Development Goals
(SDGs) for which climate action constitutes an

important pillar.

Climate diplomacy can also promote common
understanding and cooperation in the further
development of an international framework
in the area of climate policy. Therefore, the
international negotiations can also benefit from
joint and harmonised political action. Alliances
are indispensable in the implementation of an
important international agreement, such as the
Paris Agreement, and climate diplomacy is a way

of establishing them.

Finally,a politicaldialogue means communication
and cooperation to reach mutual understanding
and support. It assumes information and
identification of the partners’ situation, political
objectives and ambition, whilst, at the same time,
presenting the EU’s own situation, objectives and
ambition. In Brussels, it is believed that EU climate
diplomacy between the EU and other countries
should lead to mutual understanding of partners’
climate policy and result in a dialogue on possible

harmonised action.
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Abstract

The purpose of the present article is to estimate
the effect of the EU ETS revision as proposed by
the European Commission as part of the “Fit
for 55" package, in particular, that of the linear
reduction factor (LRF)' and the market stability
reserve (MSR)? on the allowance volumes at the
disposal of EU-27 Member States, and to analyse
the emission allowance balance in the Member
States in the period from 2008 to 2020 and in the
period until 2030.

The first part of the article presents an estimate
of the number of allowances to be available as
part of the auction pool and the Modernisation
Fund in the current trading period, i.e. 2021-2030.
The analysis was carried out on the basis of the
proposed amendments to the EU ETS Directive
which had been presented by the European
Commission as part of the “Fit for 55" package, by
comparing the results with the present situation,
i.e. under the EU ETS Directive now in effect.
The analysis was carried out on the basis of the

CarbonPIE simulation models.

The task of the model was to map the quantity of
the supply of emission allowances, whilst keeping
as many details as possible on the functioning of
the EU ETS, including the operation in the Market
Stability Reserve (MSR)-.

The second part of the article presents the
historical levels of the deficit / surplus of emission
allowances from 2008 to 2020 and the projections
for the current trading period of the EU ETS,
ie. 2021-2030. The aim of this comparison
is to explore whether the amendment to
the EU ETS Directive as proposed by the
European Commission sufficiently ensures the
implementation of the provisions of item 18 of
the Conclusions of the European Council which
addresses the need to solve the problem of
allowance deficits relative to the emissionlevelsin
the Member States which are beneficiaries of the
Modernisation Fund (MF). Importantly, it is exactly
the cited Conclusions of the European Council (of
1l December 2020) that mandated the European
Commission to work on the amendment to the

EU ETS Directive.

The linear reduction factor determines by how much the number of allowances in the EU ETS is reduced each year.

2 By adapting the supply of allowances to be auctioned, the task of the Market Stability Reserve is to stabilise the quantity of the current surplus
in the EU ETS and increase the resilience of the scheme to emission variations caused e.g. by an economic crisis.

3 Carbon Policy Implementation Evaluation Tool (CarbonPIE) — a simulation model for analyses of changes in the EU ETS scheme which has

been developed at the CAKE/KOBIZE.

4 The part of the model which maps the behaviour of the actors in the EU ETS market has been prepared on the basis of the equations and

assumptions adopted for the Zephyr module (Trotignon R., 2015).
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An analysis of historical data indicates that
the reduction efforts of Member States do not
necessarily correspond with their positive balance
or a slight deficit of allowances. This can indicate
that the deficit problem is a serious one and has
a structural character resulting from the method
for the allocation of allowances within the EU ETS
and itis not necessarily an effect of deficienciesin
the reduction efforts of particular Member States
in the past. An analysis of the solutions presented
by the European Commission in the EU ETS
indicates that this imbalance can also be seen
in the period until 2030. The analysis presented
in the article demonstrates that Poland can be
most strongly affected by a deficit of allowances
among the States with the lowest GDP (i.e. those
covered by the Modernisation Fund). The increase
in the MF as proposed by the European Fund,
even when including the national resources from
the sales of emission allowances as part of the
national Energy Transformation Fund (FTE) being
launched will be far from sufficient to be able
to finance the key changes in the energy sector.
Therefore, it will be necessary to use other sources
of financial support. The assessment which was
carried out indicated that the deficit problem
should be addressed in greater detail in the
proposed amendment to the EU ETS Directive so
as to minimise the need to transfer the financial
resourcesforthe purchase of emission allowances
outside the borders of the poorest states. If the
number of emission allowances allocated to
a Member State® does not cover its emissions,
then the remaining part of its allowances needed
for its settlement in the EU ETS must be bought on

the market, which causes the transfer of financial

resources, whereas these resources should be
used for its internal transformation, particularly,

in the poorest Member States.

Introduction

The revision of Directive 2003/87/EC (hereinafter
referred to as the EU ETS Directive), as presented by
the European Commission (EC), which is one of the
key elements of the “Fit for 55" package, proposed
an increase in the GHG emission reduction target
in the EU ETS from 43% now in effect to 61% in 2030
compared with 2005. The consequence of the
proposed change in the reduction target will be
a faster decrease in the number of allowances
available for installations in the EU ETS, which will
affect the allowance volumes at the disposal of
both the EU-27 Member States and the EU ETS
compliance operators. At the same time, in line
with the Conclusions of the European Council
of 11 December 2020°% this change should be
considered in the context of the need to resolve
the problem of historical disproportions and
allowance deficits of the Member States which
are the beneficiaries of the Modernisation Fund
(MF). It is all the more important as the disparities
in the distribution of allowances among Member
States additionally increase the transition costs,
in particular, in the States which must incur the
high costs of climate policy. As the climate policy
targets are strengthened, the need to accelerate
the expenditures on investments grows,
particularly, in the energy sector. First, these
resources will come from the EU ETS, including the
Modernisation Fund dedicated for this purpose.
These resources should be adequately scaled

and immediately released so as to eliminate

5 The allowances allocated to a given Member State as part of the auction pool, awarded free of charge to installations in the territory of that

State and available in the Modernisation Fund.

> https://www.consilium.europa.eu/media/47337/1011-12-20-euco-conclusions-pl.pdf (accessed on: 30.11.2021 r.).
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a long-term burden on the whole economy and

society caused by high energy prices.

The present article and the analysis which was
carried out estimated the effect of the changes
in the EU ETS as proposed by the European
Commission as part of the “Fit for 55" package,
in particular, those including the LRF and MSR, on
the allowance volumes at the disposal of the EU-
27 Member States and analysed the balances
of emission allowances within the EU ETS in EU
Member States in the historical period from 2008
to 2020 and in the future period until 2030.

Changes in the total number of allowances
inthe EU ETS

In accordance with the provisions now in effect
in the EU ETS, the total number of allowances is
calculated on the basis of data from 2013, with
the quantity of allowances determined for that

year reduced annually, in a linear manner, by

a constant value set out by the linear reduction
factor (LRF). The LRF factor of 2.2% came into
effect in 2021. Its value translates into an annual
reduction of allowances by about 43 million.
In order to achieve the new reduction as
proposed in the “Fit for 55" package for the EU ETS,
i.e. 61% in 2030 compared with 2005, the number
of allowances will be reduced annually by the LRF
factor of 4.2%. The increase in the LRF factor from
2.2% to 4.2% means that, instead of 43 million EUAS,
about 82 million EUAs will be reduced annually. If
shipping is taken into account as an additional
sector incorporated into the EU ETS under the “Fit
for 55" package, the LRF value of 4.2% will represent
a reduction by about 86 million EUAs. Account
should also be taken of so-called “rebasing”
(or "a one-off mechanism”) as proposed by the
European Commission, i.e. a one-off reduction
of allowances in the EU ETS. Assuming that the
new regulations come into effect from 2024, the

rebasing will be about 117 million (the reduction

CHART 1. THE REDUCTION IN ALLOWANCES IN THE EU ETS (EU-27 + EFTA) RESULTING FROM A CHANGE IN THE

LRF FACTOR FROM 2.2% TO 4.2%, IN ACCORDANCE WITH THE “FIT FOR 55" PACKAGE (EXCLUDING

AVIATION).
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Source: Own elaboration by KOBIZE.
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level is expected to represent linearly the emission
reduction from 2021 with the new LRF of 4.2%).
In turn, after shipping is incorporated into the EU

ETS, the rebasing would be about 122 million EUAs.

All the allowances available in the EU ETS in the
period from 2021 to 2030 are divided into: the
auction pool, the free allocation and the Funds,
including the Modernisation Fund (MF) and the
Innovation Fund (IF). The allowances which were
not used in the previous trading period can be
banked to the current period. This applies to both
the allowances kept in the installation accounts
and the allowances distributed as part of the so-
called primary market by the States covered by
the EU ETS or on behalf of these States. The New
Entrants Reserve (NER’) can be given here as an
example of this; it is supplied with unused free

allowances from the 2013 — 2020 period.

In practice, the rules governing the allocation of
allowances are very complicated and, as a final
effect, the determination of the auction pool
primarily entails the need to project the operation

of the MSR.
Increase in the Modernisation Fund (MF)

In addition to a change in the LRF itself, the
revision of the EU ETS Directive as proposed by
the European Commission provides, in addition,
for a number of other modifications, such as an
increase in the MF (by an additional 2.5%) or the

revision of the functioning of the MSR.

It seems that from the point of view of less
affluent EU Member States, an increase in the MF
is a positive amendment. The changes proposed
in the MF consist in that, in addition to 2% of the
total number of allowances available in the
period from 2021to 2030, the Fund will additionally
be supplied with 2.5% of the total number of
allowances (including the new sector in the EU
ETS, i.e. shipping) in the period calculated from
the year following the entry into effect of the EU
ETS Directive (probably 2024) until 2030. It should
be noted that Poland’s share in the present 2%
MF pool is 43.41% (10 Member States participates
with a GDP per capita below 60% of the EU
average in 2013). In turn, this share will be smaller
in the additional 2.5% pool and amount to 34.8%
(12 Member States participates including, in
addition, Greece and Portugol), since the new
part of the Fund is distributed among Member
States with a GDP per capita below 65% of the
EU average in the period from 2016 to 2018.
It should be noted that the increase in the MF
itself does not cause an increase in the total
number of allowances available for installations
in the EU ETS, but only affects the manner of their
redistribution among States. The MF is increased

by decreasing the auction pool.

7 The New Entrants Reserve (NER) is the pool of emission allowances intended for new installations and installations increasing their operations
or extended which are covered by the scope of the EU ETS and eligible for an additional free allocation.
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TABLE 1. SHARES OF MEMBER STATES IN THE 2% AND 2.5% COMPONENTS OF THE MF UNDER THE
“FIT FOR 55" PACKAGE.*

Member State Sharein 2%
BG 5.84%
CZz 15.59%
EE 278%
HR 314%
v 1.44%
LT 257%
HU 712%
PL 43.41%
RO 1.98%
SK 6.13%

EL 0.00%
PT 0.00%
EU+EFTA 100%

Additional 2.5% Effective share in MF

in 2024 to 2030 4.5%
5.00% 5.47%
12.90% 14.41%
2.20% 2.52%
2.30% 277%
110% 1.29%
1.90% 2.27%
5.90% 6.58%

34.80% 39.63%
9.90% 1.07%
490% 5.59%
10.30% 453%
8.80% 3.87%

100.00% 100.00%

* Excluding the voluntary transfer of allowances of certain Member States to the MF from their auction pools.

Source: Own elaboration by KOBIZE.

Member States can also voluntarily increase their
shares in the MF. In accordance with the EU ETS
Directive, the States can transfer to the MF a part of
their auction allowances volumes resulting from
their sharesin the so-called solidarity component
of the key to the allocation of the auction pool
(ie. from the “10% component”) and 40% of the
part allocated on the basis of historical emissions
(the "90% component”). Such an opportunity has
now been used by the Czech Republic, Latvig,
Lithuania, Romania and Slovenia which have
transferred to the MF, as a total, about 370 million
auction allowances. It can be expected that after

the auction pool is decreased as a result of the

62

revision of the EU ETS Directive (in line with the
“Fit for 55" package) their additional contribution
to the MF will also diminish proportionately; this
was taken into account in the further estimates

presented in this article.

Changes in the Market Stability Reserve
(MSR)

The MSR revision as proposed in the “Fit for 55"
package can have a very large effect on the
Member States’s auctioned volumes. It should be
recalled that the MSRis designed to automatically
adjust the number of allowances sold at auctions

on the primary market depending on the so-

10$-PIB - KOBIZE - CAKE



called total number of allowances in circulation
(TNAC), or simply the allowance surplus in the
EU ETS. Given the fact that more allowances than
the upper reserve threshold defined as 833 million
are in circulation, starting in 2019 the auctioned
volumes have been successively reduced
resulting from the 24% intake rate® (the rate of
the transfer of allowances to the MSR). Originally,
this rate applied only to the 2019-2023 period,
to be subsequently reduced to 12% in 2024-2030

period. For the 24% intake rate and a surplus of

less than 400 million (the lower threshold of the
MSR), 200 million allowances would be transferred
from the MSR to the auction pool, whereas for
of a rate of 12% only 100 million would return to the
auction pool. In addition, from 2023 if the volume
of allowances held in the MSR exceeds the total
volume of allowances auctioned in the previous
year any excess allowances will be permanently
invalidated. Fig. 1 shows the present operation
of the MSR.

FIG1. OPERATION OF THE MARKET STABILITY RESERVE (MSR) EXCLUDING THE CHANGES UNDER

THE “FIT FOR 55" PACKAGE.

Transfer from MSR
to auction pool

No action

Transfer from auction
pool to MSR

| |
Surplus level
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(+ 100 million EUAs after 2023)

Py
5]
1S)
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s ea o4 o4 o4 o4 op sp op s s s o4 o4 op o o

- 24%* Surplus
(- 12% * Surplus after 2023)

EEEEN
Allowances invalidated after 2023 to the

Source: Own elaboration by KOBIZE.

The proposal for an amendment to the
ETS Directive as presented by the European
Commission provides, among others, for the
strengthening of the operation of the MSR, ie.
for faster and more effective reduction of the
surplus by decreasing the number of allowances
available on auction pool. A list of changes in the
MSR as proposed by the European Commission is
shown below, the first two of them can significantly

affect the EUA prices:

8 Arate applied to the number of allowances in circulation (TNAC).

10$-PIB - KOBiZE — CAKE

quantity of the auction pool in year t-1

1) Leaving MSR intake rate at the level of 24% until
the end of 2030 r. (previously it was applied
until 2023, to be subsequently reduced to 12%).

2) The invalidation mechanism in the MSR from
2023 would change in such a way that that 400
million EUAs would remain in the Reserve. All
the allowances excessing this number will be

invalidated.
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3) Leaving the main MSR thresholds unchanged

FIG 2. CHANGES IN THE MSR PROPOSED

(833-400 million); however, the new provisions N2 e SO e

would introduce an additional MSR threshold

(1,096- 833 million) to prevent the so-called o
MSR in Fit for 55
MSR now

“threshold effect”, i.e. the situation where package
the surplus level would fluctuate just around

the upper MSR threshold (833 million).

Additional threshold: 1096
min. When the TNAC is within

The additional threshold means that when 1096-833 min in MSR will pe

placed the diff,
. lnv.alidation mechanism started TNAec ;nzfggge nl:r;ween
the surplus falls between 1,096 million and Sucioneg g EUA to el :
o ' be?o:?m the year in 2023; :—ZZJ:::;:S’;:’ e
833 million, the difference between the surplus 400 mip mPer

" . 24% int. ke r: il
level and the 833 million threshold will go to e e
% intake rate till 2030
the Reserve. It is worth noting that, in practice,
TNAC calculation without

the additional threshold can mean a mitigation LD TNAC calculation with aviation

and maritime sector

of the effect of the increased 24% intake rate
(less than 24% of the allowance surplus can go
to the Reserve when the surplus is smaller than

1,096 million EUAS)' Source: Own elaboration by KOBIZE.

4) Changing the manner of calculating the
number of allowances in circulation (TNAC) by
taking into account the aviation and maritime
sector newly incorporated into the EU ETS.
Failure to take the aviation sector into account
at present has led to the situation where
the allowance surplus determined annually
and published by the EC was different from
the real one. All the more so as the airline
operators could after all use the allowances for
stationary installations to account for their own
emissions; this is now not taken into account

when calculating this surplus.

Fig. 2 illustrates comparatively the changes in the
MSR resulting from the amendment to the EU ETS
Directive as proposed by the EC in the “Fit for 55"

package.
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Analysed scenarios of changes
inthe EU ETS

The analysis of the quantity of the auction
pool (taking into account the operation of the
MSR) and the assessment of the amount of the
Modernisation Fund were carried out for the

following scenarios:

Baseline - reflecting the present provisions of the
EU ETS Directive (omong others, the 43% reduction
target in the EU ETS until 2030, LRF of 2.2%, MF of 2%,
the MSR as now). The projections of emissions in
the EU ETS for EU Member States were adopted
after the publication “EU reference scenario
2020, Energy, transport and GHG emissions
- trends to 2050” (De Vita, A., et al., 2021). In
turn, the projections of emissions for States
outside the EU which are covered by the EU ETS
(i.e. Iceland, Lichtenstein and Norway) come from
their National Communications prepared for
the purposes of the United Nations Framework

Convention on Climate Change (UNFCCC).

Fit for 55 - reflecting the amendments to the EU
ETS Directive, in accordance with the published
“Fit for 55" package (the reduction target in the
EU ETS until 2030 - 61%, LRF from 2024 - 4.2%
and rebasing of 117.28 million, MSR intake rate -
24% until 2030, the additional threshold of 1,096~
833 million, leaving 400 million allowances in
the MSR as part of the allowance invalidation
mechanism from 2023, aviation and maritime
transport taken into account in the calculation
of the TNAC. An additional increase in the MF
(in addition to 2% of the pool of 2021-2030) with
2.5% of the pool of 2024-2030, an increase in the
Innovation Fund by 50 million. The necessary scale
of a change (reduction) in emissions relative to
the baseline scenario as determined for the Fit
for 55 scenario, resulting from a change in the
supply of allowances in the EU ETS, came from the
CarbonPIE model and amounted, respectively,

to - 10% in 2025 and -24% in 2035.

TABLE 2. ANALYSED SCENARIOS IN THE EU ETS UNTIL 2030.

Reduction
target
inthe EVETS

Scenario

Baseline 43% 2.2%

Fit for 55 81% * rebasing of
117.28 million
(stationary
installations)

+ 5.03 million

2% of the pool
of 2021-2030

* 2% of the
pool of 2021-
2030;

* 2.5% of the

* MSR intake rate — 24% 400 million
(until 2023) and 12% + 50 million sold
(2024-2030); in 2020

* Thresholds of 833-400
million

* MSR intake rate — 24%
(the whole period);

® 400 million +
50 million sold
in 2020.

* Thresholds of 833-400

million + the additional ¢ Additional 50

(shipping) ; pool of threshold of 1,096-833 million from
2024-2030. million TNAC (including = the allowance
° 4.2% (from 2024) aviation and maritime pool in the EU
transport). ETS®

Source: Own elaboration by KOBIZE.

¢ No account was taken of the 150 million allowances from the additional ETS for road transport and households, given that in the present EU

ETS it is impossible to account for allowances in the new scheme.
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What do the changes proposed

in the EU ETS mean?
a. Modernisation Fund

Although the 2%-based MF was increased by
additional 2.5% (of the total allowance pool®) in
the scenario providing for the implementation
of the "Fit for 55" package, the real number of
allowances available as part of this mechanism
grew only by about 52% from 276 to 439 million
EUAs. The main reason for this is the diminishing
number of allowances in the EU ETS scheme from
2024 as the result of an adjustment of the LRF and
the introduction of rebasing mechanism. Chart 2
shows the shares of the particular Member States
in the MF. In the MF components representing
2% and 2.5% of the total number of allowances,
Poland remains the main beneficiary, increasing
its number of allowances in the MF from about
120 million to 174 million after the implementation
of the “Fit for 55" package. However, Poland’s
relative share in the proposed increased Fund
diminishes from 43.41% to about 39.63% (Table 1),
since additional States, i.e. Greece and Portugal,

join the 2.5% component.

An analysis of the total amount of the MF, taking
into account the voluntary transfers of certain
Member States, indicates that Romania and the
Czech Republic have the largest shares init. In the
case of these two States, a voluntary transfer is

a very significant part of their shares in the MF.

Although the MF would be increased after the
implementation of the “Fit for 55" package by an
additional 2.5%, Poland takes only a third place in
terms of the total size of the MF (given the lack
of a voluntary transfer of allowances). A voluntary
transfer of allowances from the auction pool to
the MF causes a decrease in the revenues to the

state budget from the sales of auction allowances.

In the MF components representing 2% and 2.5% of
the total number of allowances, Poland remains the
main beneficiary, increasing its number of allowances
in the MF from about 120 million to 174 million
after the implementation of the “Fit for 55” package.
However, Poland’s relative share in the proposed
increased IFund diminishes from 43.41% to about
39.63% (Table 1), since additional States, i.e. Greece

and Portugal, join the 2.5% component.

It should be noted that at present each Member
State controlsthe spending of auction allowances,
whereas the financial resources available in the
MF must be earmarked for the implementation
of investments defined in the EU ETS Directive
(Article 10d). Although, in accordance with the EU
ETS Directive, already now 50% of the resources
(and 100% of the resources in accordance with the
proposal under the “Fit for 55" package) from the
sales of auction allowances must also be spent
on specific climate objectives, still in this case

there is greater flexibility of disposing of them.

° The MF share in the 2% component is calculated from the total number of allowances in the EU ETS in the period from 2021 to 2030. In turn, the
additional 2.5% component of the MF relates to the period from the assumed entry into effect of the “Fit for 55" package, i.e. 2024 to 2030.
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CHART 2. MF SHARES BY MEMBER STATE.

MF component based on 2% + 2.5%
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W Baseline 4,0 7,1 7,7 8,7 - 16,1 169 196 33,0 430 1196 275,6
W Fit for 55 5,7 10,0 11,1 12,2 17,0 19,9 24,0 24,6 289 48,6 63,3 1741 439,3
Total MF
(including voluntary transfers by CZ, HR, LT, RO and SK from their
auction pools)
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'3(' 600
2 500
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1°° 1 . .
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LV EE PT HR LT EL BG HU SK PL cz RO Total
B Baseline 4,0 7,7 - 14,6 15,8 16,1 19,6 51,9 119,6 193,2 200,8 643,2
W Fitforss 57 11,1 170 17,3 17,5 19,9 240 289 54,8 1741 193,0 193,5 756,7

Source: Own elaboration by KOBIZE.

It should be noted that Poland plans to set
up a special national fund (i.e. the Energy
Transformation Fund - FTE), based on the
revenues from auctioned allowances in order to
support the transformation of the energy sector
in addition to the MF. The FTE revenues will include

the resources gained from sales at auctions of:

* 40% of the annual volume of EUA's in the period
from 2021 to 2030,

* 50% of the volume of EUA's in 2021 which
have not been issued as part of derogation
to electricity generating installations in the

period from 2013 to 2020.

It can be estimated that as a total in the period
from 2021 to 2030 this will be about 248 million
allowances which Poland will earmark from its
auction pool for the FTE. Adding these allowances
to the amount of the Polish share in the MF,
Poland will acquire many more resources for
the transformation of the energy sector than
Romania and the Czech Republic. However,
Poland’s needs are also very high.On the basis
of the CAKE report ,Polska net-zero 2050: Mapa
drogowa osiggnigcia wspodlnotowych  celdw
polityki klimatycznej dla Polski do 2050 r." [“Poland
net-zero 2050. The roadmap toward achievement

of the EU climate policy goals in Poland by 2050.

T Pyrka, M., Jeszke, R, Boratynski, J., Tatarewicz, I, Witajewski-Baltvilks, J., Rabiega, W.,, Wgs, A, Kobus, P, Lewarski, M., Skwierz, S., Gorzatczynski,
A, Tobiasz, I, Rostaniec, M., Cygler, M., Sekuta, M., Krupin, V. "Polska net-zero 2050: Mapa drogowa osiggniecia wspolnotowych celéw polityki
klimatycznej dla Polski w 2050 r.", CAKE/KOBIZE/IOS-PIB, Warsaw, June 2021.
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Summary.? — full report in Polish, summary in
English] of June 2021, the projected investment
outlays for the energy sector in the scenario
providing for an increased reduction target®
amount in Poland to about EUR 45.6 billion™.
In turn, when considering the allowance'® prices
projected by the CAKE in the same report at about
100 EUR/t in 2030, the revenues from the sales

of allowances from the MF can be estimated at

TABLE 3. RESOURCES FOR THE TRANSFORMATION

about EUR 12.97 billion. When combined with the
estimated revenues of about EUR 17.27 billion from
the FTE, this would produce a total value of about
EUR 30.24 billion. So it is approximately about 60%
less that the projected investment outlays on new
generating capacity in the energy sector. Table 3
gives detailed information on the estimated
values of the resources available from the MF and
the FTE in Poland.

OF THE ENERGY SECTOR AVAILABLE FROM

THE MF AND THE FTE IN POLAND.

2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 22%2;6
- MF 11.96 11.96 11.96 19.74 19.74 19.74 19.74 19.74 19.74 19.74  174.06
[million EUAS]
. .FTE 4552 2483 2412 1959 1992 2260 26.1 2444 2138 19.88 248.39
[million EUAS]
Number of allow-
ancesintheMFand 5748 3679 36.08 39.33 3966 4234 4585 4418 4112 39.62 42245
FTE [million EUAS]
Allowance price B
[EUR/EUA] 4821 5339 5857 6375 6892 7410 7928 8446 8964 100.00
Financial resources
in the MF and FTE 2,77 1.96 2m 2,51 273 3.14 3.63 3.73 3.69 3.96 30.23

[EUR billion]

* The average allowance price from the ICE/EEX determined from January to October 202I.

Source: Own elaboration by KOBIZE.
b. Auction pool and the operation of the Market

Stability Reserve (MSR)

the period from 2021 to 2030, taking into account
the transfers in the MSR, is about 4,350 million.

The change of the target from 43% to 61%,

The achievement of the assumed emission | . , )
in accordance with the “Fitfor 55" scenario, causes

reduction targets requires a systematic decrease
9 9 Y in the period from 2021 to 2030 a decrease in the

in the number of allowances in the EU ETS. For ) )
abovementioned pool of auction allowances to

the value of the reduction target currently set .
3,830 million; hence, about 12% fewer allowances

at 43% in 2030 (the baseline scenario) the total ) ) _
than now will be available at auctions.

number of auction allowances within the EU ETS in

2 pyrka M. et al, "Poland net-zero 2050. The roadmap toward achievement of the EU climate policy goals in Poland by 2050. Summary., CAKE/
KOBIZE/IOS-PIB, Warsaw, June 2021..

® The values in the CAKE report as given here relate to the neutrality scenario (NEU), providing, among others, for the achievement of a GHG
reduction target of 60% in the EU ETS in 2030 compared with the emissions in 2005. The whole report is available on the website www.
climatecake.pl.

14 The reported investment outlays include solely investments in new generating units (including capacity reserve units) and energy storage.
They do not include expenditures on the expansion and modernisation of the transmission and distribution networks (both electricity and
heat), or the modernisation of existing generating units.

5 Forthe purposes of this article, it is assumed that the EUA prices are equal to the marginal emission reduction costs in the EU ETS. Moreover, the
marginal reduction cost presented in the CAKE report can be different from the emission allowance price, since, among others, no account is
taken of the role of financial institutions whose activities have significantly grown on the EU ETS market.
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CHART 3. NUMBER OF AUCTION ALLOWANCES AND THE TRANSFER TO THE MSR [MILLION EUAs].

600
500
40
30
20
10

o O o o

Auction allowances

o

2021 2022 2023 2024 2025 2026 2027 2028 2029 2030

o

-100
-200
-300
-400
-500
-600

Transfer to the MSR

Source: Own elaboration by KOBIZE.

From the beginning of the period analysed the
number of allowances decreases as the result
of the operation of the MSR. No scenario involves
a return transfer of allowances from the MSR to the
market until 2030. The allowance surplusis reduced
more quickly in the “Fit for 55" scenario; however,
it does not fall below the 833 million threshold
until 2030, staying close to the upper value of the
threshold from 2025. In the baseline scenario, the
allowance surplus remains high and from 2024
to 2030 it takes values from 1,500 to 1600 million.
As a result of this, the total number of allowances
transferred in the period from 2021 to 2030 to the
MSR is higher in the baseline scenario (about 2400
million) than in the “Fit for 55" scenario (about 2,000
million). This means that the proposed revision of
the MSR will reduce more quickly the allowance
surplus on the market, significantly increasing the

annual transfers of allowances to the MSR in 2024

10$-PIB - KOBiZE — CAKE
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and 2025. However, the differences found in the
transfers of allowances to the MSR between the
scenarios do not only result from the MSR reform,
but are also an effect of other proposed changes
in the EU ETS, i.e. the application of the rebasing
of 117 million (including about 122 million EUAs for
shipping in the EU ETS) in 2024 and the change of
the LRF from 2.2% to 4.2%.

The proposed revision of the MSR will reduce
more quickly the allowance surplus on the market,
significantly increasing the annual transfers of

allowances to the MSR in 2024 and 2025.

When considering a hypothetical variant in the
“Fit for 55" scenario providing that from 2023 the
intake rate would diminish from 24% to 12% (as in

the baseline scenario), the number of allowances
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transferred to the MSR would fall to about 1850
million in the period from 2021 to 2030. In turn, the
surplus would also be effectively eliminated, to
reach from 2027 a value close to that projected in
the original “Fit for 55" scenario, i.e. one fluctuating
near the upper threshold of the operation of the
MSR (833 million). This can demonstrate that
maintaining the intake rate at an increased level of
24% after the change in the LRF and the rebasing in
2024 causes deeper emission reductions through
the operation of the MSR (as the result of a larger
transfer of allowances to the MSR). This, in turn, can
cause an additional increase in the EUA prices in
the period from 2024 to 2026. In contrast, this will
not affect the achievement of the reduction target
in 2030.

In theory, the EU ETS includes a mechanism
protecting against an excessive increase in the
allowance prices which allows for the release of
additional 100 million allowances on the market.
This is the so-called mechanism under Article 29a
of the EU ETS Directive which can be launched “If, for
more than six consecutive months, the allowance
price is more than three times the average price
of allowances during the two preceding years
on the European carbon market™. However,
it follows from the market observations that even
in the case of very strong recent increases in the
allowance prices this criterion was not met and
there was no reaction in the form of an increase
in the auction pool”. The mechanism could turn
out to be of crucial importance for protecting the
operators functioning in the EU ETS, if its operation
were appropriately accelerated by mitigating the
price criterion (e.g. as in the UK scheme the prices
would have to be twice rather than three times
higher). In this context, it should also be considered
number of allowances

whether a constant

(400 million) which will be available in the MSR

(as a result of the allowance invalidation
mechanism from 2023) is sufficient in case of
potential market interventions (particularly, after
2030). This is a very important argument for limiting
this mechanism to some extent (so that there are
appropriately more allowances in the MSR) or even
eliminating it completely. Otherwise the scheme
will not have no real flexibility which would allow it to
ensure greater stability of EUA prices. As estimated
by the CAKE/KOBIZE, in both the baseline and the
“Fit for 55" scenarios, about 3,300 — 3,400 million
EUAs would be cancelled in the MSR in the period
from 2023-2030. This means that these allowances

would never return to the market.

Chart 4 shows the numbers of available allowances
within the auction pool and the Modernisation
Fund in the period from 2021 to 2030 depending
on the scenario adopted. The results are listed for
the States which are the beneficiaries of the MF.
In consequence of the proposed EU ETS reform
(the “Fit for 55" scenario), Poland loses 13 million
allowances in the whole period from 2021 to 2030
compared with the regulations now in effect (the
baseline scenario). A slight change in the number
of allowances available for Poland is caused
mainly by the inclusion of shipping in the EU ETS in
the “Fit for 55" scenario. If shipping is not included in
the EU ETS in the “Fit for 55" scenario, the number of
auction allowances and those available within the
MF for Poland would decrease by about 60 million.
As estimated by the CAKE/KOBIZE, in the period from
2021 to 2030, Poland will have to transfer 276 million
from the auction pool to the MSR in the baseline
scenario and about 218 allowances in the “Fit for
55"scenario, moreover a substantial part of these

allowances will be cancelled.

5 Pursuant to Article 29a of the EU ETS Directive and Article 1(7) of the MSR Decision.

Jeszke, R, Lizak, S., Reflections..(2021).
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CHART 4. TOTAL NUMBER OF AUCTION ALLOWANCES AND THOSE WITHIN THE MF IN THE PERIOD FROM 2021

TO 2030.
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(*) The number of auction allowances for Poland, excluding 34.5 million EUAs sold in 2021 and those originating from the derogation in the

period from 2013 to 2020.
Source: Own elaboration by KOBIZE.

The quantity of the auction pool shown in Chart
4 does not include allowances which have
not been freely allocated and may appear
at auctions after the implementation of the
Carbon Border Adjustment Mechanism (CBAM).
In its currently proposed form, the CBAM includes
provisions stopping the allocation of a part of free
allowances to the sectors which will be covered

by this mechanism.

Analysis of the allowance deficits/surpluses

in EU Member States

The Conclusions of the European Council of i
December 2020 which mandated the European
Commission to work on the amendment to the
EU ETS Directive as included in the “Fit for 55"
package are important for the analysis of the
emission allowance deficits in Member States.
ltem 18 of those Conclusions provided that the
future legislation would address the problem
of imbalances for Member States which were

beneficiaries of the Modernisation Fund (MF).

10$-PIB - KOBiZE — CAKE

The problem consisted in that they did not receive
revenues which were equivalent to the costs paid
by the installations covered by the EU ETS in those
Member States. This item did not specify what
measures would be taken to this end. However,
it obliged the EU legislator to increase the
allocation of allowances as part of the EU ETS
in such a way as to balance the number of
allowances and the expected emission levels
from the installations covered by the EU ETS
within a given State. Ultimately, in the proposed
amendment to the Directive of 14 July 202],
the EC increased the MF by an additional 2.5%.
Atthis point, the question arises as to whether such
a measure designed to increase the resources
in the MF will turn out to be sufficient to balance
the costs of the functioning of the EU ETS with the
revenues of the States referred to in item 18 of the
Conclusions mentioned above. In Poland’s case,
the proposed measure leads to an increase in
the national share in the MF by 47 million in the
period from 2021 to 2030; thus, on a mean annual

basis, this is only 4.7 million allowances.
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In addressing this problem, in its first step, Table
1 shows historical data reflecting the emission
reductions by Member States in the EU ETS from
2008 to 2020 and the corresponding data on the
allowance surplus or deficit. The initial year, i.e.
2008, was chosen since it had been impossible
earlier to transfer allowances between the first
trading period (2005-2007) and the second one
(2008-2013) in the EU ETS. Because of this, the first
trading period (the pilot one) was not considered
in the analysis, since it had no effect on the arising
allowance surplus. A comparison of the amount
of the allowance surplus/deficit with the emission
reductions in the period from 2008-2020 shows
that not all the States which had relatively large
allowance surpluses significantly contributed to

emission reductions in the EU ETS.

For example the States which achieved small

emission reductions and had allowance

surpluses included Latvia (-27% vs. +24 million),
Austria (-21% vs. +35 million) and Sweden (-26%
vs. +17 million). The latter two States achieved
emission reduction levels which were close to
that of Poland; however, Poland had a very large
deficit (238 million) compared e.g. with Sweden.
The difference between Sweden's surplus and
Poland'’s deficit was about 355 million. Reductions
below the EU average were also achieved by
such States as Belgium, Slovenia, Hungary and
the Czech Republic, but, despite this, they had
allowance surpluses. There were also States, e.g.
Estonia, which, despite large emission reductions,
had allowance deficits. Poland, Germany and
the Netherlands had the largest allowance
deficits. It should be added that Germany and the
Netherlands are much more affluent States than
Poland (the real GDP per capita in these States is

about three times higher than that of Poland).

CHART 5. ALLOWANCE DEFICIT/SURPLUS COMPARED WITH THE REDUCTION TARGET ACHIEVED IN MEMBER

STATES IN 2008-2020.
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GHG emission
reduction in 2020 -4] -35 -59 -42

vs. 2008 [%]

Source: Own elaboration by KOBIZE.

An analysis of historical data indicates that
the reduction efforts of Member States do not
necessarily coincide with their having a positive
balance or a slight deficit of allowances. This
can indicate that the problem of an allowance
deficit is a serious one, has a structural character
resulting from the method for the allocation of
allowances in the EU ETS and is not necessarily
solely an effect of deficiencies in the reduction

efforts of particular Member States in the past.

In addition, it can be seen that the problem of an
allowance deficit did not affect in the same way
all the Member States which are now covered by
the MF. Therefore, an increase in the MF as a whole,
without adjusting the shares of Member States in
this Fund, is unlikely to bring the appropriate
outcome which would implement item 18 of
the Conclusions of the European Council of Ti
December 2020. To some extent, this thesis is
confirmed by historical data which are cited in
this article. However, in order to complement the
information confirming this thesis, the projections
of allowance deficits in the Member States

covered by the MF in the period from 2021 to 2030

Lv

24

-27

LT HU RO SK EL PT
48 45 -238 3I3 108 10 44
-46 -31 -2] -54 -34 -b6 -40

should also be looked at. An analysis of the future
allowance deficits in the Member States covered
by the MF required the adoption of additional

assumptions, i.e.

* The quantities of free allocations of allowances

were estimated taking into account the
historical share of a given country in the pool
of free allowances for the period from 2013
to 2020 (excluding Great Britain). For Poland
it was assumed that its share in the pool of free
allowances (under Article 10a) would be about
7%, as indicated by an analysis of data related
to the National Implementation Measures® as

forwarded to the EC.

It was assumed that it would not be necessary
to apply the cross-sectoral correction factor
to adjust the free allocation for an installation,
i.e. CSCF®=1.

No account was taken of the decrease in
the allocation of free allowances and the
simultaneous increase in the auction pool
in the EU ETS which would result from the

implementation of the CBAM%.

Member States are obliged to submit to the EC National Implementation Measures (NIMs), containing a list of installations covered by Directive

2003/87/E in their territory and information on their production, transfers of heat and gases, electricity generation and emissions at the level
of sub-installations. The NIMs define the preliminary allocation of free allowances which must be approved by the EC.

° The uniform cross-sectoral correction factor (CSCF) applied to adjust the preliminary free allocation of allowances (pursuant to Article 10a(5)
and 10a(5a) of Directive 2003/87/EC) to the total number of allocations available in the EU ETS. CSCF = 1 means that an adjustment of the

preliminary free allocation of allowances will not be necessary.

2 The analysis demonstrated a relatively slight effect of this mechanism on the estimated surplus/deficit levels in the period from 2021 to 2030.
In Poland’s case, the difference in the estimated deficit level after taking the CBAM into account was about 2.5% relative to the scenario

considered (without taking the CBAM into account).
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¢ The emissions were projected on the basis

of "EU reference scenario 2020, Energy,
transport and GHG emissions — trends to
2050” (De Vita, A, et al, 2021). For Poland
the calculations were carried out in two
varionts based on emission projections:
Variant |- "EU reference scenario 2020, Energy,

transport and GHG emissions — trends to 2050.”

Variant Il — the CAKE report "Poland net-zero
2050" [ "Polska net-zero 2050" in Polish] of June
2021.

Chart 6 shows the projected surpluses/deficits
relative to the projected emissions in the
period from 2021 to 2030 in the Member States
covered by the MF in the scenario providing for
the implementation of the “Fit for 55" package.
The results indicate that Poland has the largest
allowance deficit of about 583 million in Variant I.
The reason for such a large allowance deficit of
Poland is, among others, its fairly small share in the
auction pool when compared with its projected
emission level, with

combined, in addition,

a decrease in the auction pool as a result of the

The results indicate that Poland has the largest

operation of the MSR.

allowance deficit of about 583 million in Variant 1.

Another reason for the emergence of a large deficit
is the relatively small increase in the part of the MF
earmarked for Poland after the implementation of
the “Fit for 55" package. Still another factor affecting

the deficit level is the projected emission reduction

74

in the period from 2021 to 2030, which is about 2%
for Poland in “EU reference scenario 2020, Energy,

transport and GHG emissions — trends to 2050".

As indicated by an analysis of the balance of the
future emissions and the number of allowances,
there is no doubt that Poland'’s situation is difficult
when compared with the other States covered
by the MF. Even when comparing the number
of allowances to which Poland is entitled in the
period from 2021 to 2030 with the more ambitious
projection of GHG emission reductions than the
one resulting from "EU reference scenario 2020,
Energy, transport and GHG emissions — trends to
2050" cited in the CAKE report “Net-zero Poland
2050" of June 2021, it can be demonstrated
anyway that Poland will have a large allowance
deficit of about 155 million (Variant Il). Moreover,
in the period from 2021 to 2030 Poland’s emission
reduction in the EU ETS in the CAKE report “Net-
zero Poland 2050” is about 45%.

Fiven when comparing the number of allowances to
which Poland is entitled in the period from 2021 to
2030 with the more ambitious projection of GHG
emission reductions than the one resulting from
"IU reference scenario 2020, Energy, transport and
GHG emissions — trends to 20507, cited in the CAKE
report “Net-zero Poland 20507 of June 2021, it can
be demonstrated anyway that Poland will have a large

allowance deficit of about 155 million (Variant I1).
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CHART 6. ALLOWANCE DEFICIT/SURPLUS COMPARED WITH THE REDUCTION TARGET ACHIEVED IN MEMBER

STATES COVERED BY THE MF IN THE PERIOD FROM 2021 TO 2030.

Average emission reduction in 2030vs. 2008 in
States covered by the MF
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(*) The allowance deficit for Poland does not include 34.5 million EUAs sold in 2021 and those originating from the derogation in the period

from 2013 to 2020..

Source: Own elaboration by the KOBIZE.

Conclusions

It follows from the analysis presented here that
Poland can become a State which will be the most
strongly affected by an allowance deficit among
States with the lowest GDP (i.e. those covered by
the MF). A side effect of the deficit of a Member
Stateistheneedforinstallations to buy allowances
the sales of which, among others, generate
revenues to the budgets of other States in the
EU ETS. Given the level of Poland’s dependence on
fossil fuels, it will have to incur large investment

outlays related to the transformation of the

10$-PIB - KOBiZE — CAKE

national energy sector, whilst Poland’s financial
capacity is relatively small, in light of the level
of affluence of its society. Even when taking into
account the national resources from the sales of
emission allowances within the national Energy
Transformation Fund (FTE), the increase in the MF
as proposed by the European Commission will be
insufficient to finance key changes in the energy
sector. In light of this, other sources of financial
support will have to be used. The assessment
carried out here indicates that the problem

of the deficit should be addressed in greater
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detail in the proposed amendment to the EU ETS
Directive in order to minimise the need for the
transfer of resources for the purchase of emission
allowances outside the borders of the poorest
States. Here, this means the need for installations
situated in the territory of a given State to buy
additional allowances (exceeding the quantity
of free allocation) which are not covered by the
revenues of that State from the sales of its auction
allowances and those available from the MF. The
above financial resources should be earmarked
for the purposes of an internal transformation in
these States. Some of the resources could also
be reallocated to support the introduction of
protective schemes for households to prevent the
growth of energy poverty which would be caused
by increased energy prices as a result of more

expensive emission allowances in the EU ETS.

With regard to the MSR reform, there is no doubt
that the proposed changes will contribute to
reduce the supply of allowances on the market,
thus also causing significant increases in the EUA
prices, in particular, around 2025. The MSR reform
itself will contribute to additional reductions (as
aresult of adecrease in the number of allowances
and anincrease in their prices) in the EUETS relative
to those that would only be caused by a changein
the LRF (from 2.2% to 4.2%) and by leaving the MSRin
its present form. By reducing the auction pool and
by causing an increase in the allowance prices,
the MSR contributes to the need for enlarging
the transfer of resources referred to above in
the States which have an allowance deficit. Self-
evidently, this process is most painful for the
poorest EU Member States. When considering this
problem, it should be recalled that the superior

goal of the MSR was to eliminate the allowance

surplus on the market which emerged not only as
aresult of the crisis in the period from 2007 to 2009,
but also (or perhaps primarily) in consequence
of the use of CERs/ERUs? in the EU ETS. Moreover,
it should be noted that it was the rich EU Member
States that used CERs/ERUs to the greatest extent.
Unfortunately, the MSR did not differentiate in
any way the transfer of allowances on the basis
of the share of a given State in the historical
generation of the surplus in the EU ETS. In relation
to the discussions on the MSR reform and the
design of the MF, it is also important to note that
the operation of the MSR until 2025 excludes only
the auction allowances which constitute the
solidarity component in the key to the allocation
of the auction pool (the 10% component). Perhaps
it is exactly this 10% component that should be
changed so as thus to ensure greater solidarity
in the allocation of allowances and minimise the
problem of imbalances in some of the poorest EU

Member States.

As part of the discussion on the reforms proposed
by the EC, the essential question arises as to
whether the changes strengthening the operation
of the MSR mechanism and thus causing an
additional increase in the allowance prices in the
EU ETS are necessary at all. The allowance surplus
resulting from the functioning of the MSR in its
present form (without the proposed changes)
is and will be successively eliminated, whilst the
emissions trading scheme is not expected to
ensure a predetermined allowance price which
political decision-makers would identify as an
appropriate one for stimulating the “required”
low-emission investments. Quite on the contrary,
the emissions trading scheme is expected to

ensure that emissions are reduced at the lowest

2 Certified Emission Reductions (CERs) and Emission Reduction Units (ERUs) originate from the implementation of projects as part of the Clean
Development Mechanism (CDM) and the Joint Implementation (JI) mechanism. CERs and ERUs could be partly used by installation operators
to account for their emissions in the EU ETS in the period from 2008 to 2020.
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price needed to achieve the intended goal which
is expressed through the available number of

allowances.
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The role of low- and zero-emission energy
technologies on the path to achieving the
net zero target in Poland by 2050



The acceleration of the process of the transition of
the EU economies towards net zero* combined with
the depletion of the potential for relatively simple
ways of reducing greenhouse gas emissions (by
increasing the share of intermittent RES), makes
it also necessary to develop more expensive
technologies providing low- and zero-emission
electricity, like BECCS and nuclear power plants.
The decisions on the indispensable investments
in new energy sources need to be taken already
now and, given the long-term character of these
investments, their consequences will aoffect
the competitiveness of the EU economy for
several future decades. This competitiveness
will depend on the electricity costs both for the
EU as a whole and at the levels of its particular
Member States - in light of the differences in terms
of the technology potentials and the strategic
decisions taken. Analyses of the development of
electricity systems should not only consider the
most probable scenarios of regulatory changes
and technology development, but also take into
account less optimistic scenarios, providing for

a limited potential for the development of certain

technologies because of technical difficulties
or the lack of social acceptance. An analysis of
the less favourable scenarios primarily makes it
possible to assess the effects of strategic decisions
taken (or the absence of decisions) and to prepare
beforehand solutions which may alleviate in
the future the possible problems related to the
development of some of low- and zero-emission

technologies.

The present article was prepared basing on the
results of the calculations carried out by the CAKE PL
team and presented in the analysis ,Polska net-zero
2050: Mapa drogowa osiggniecia wspolnotowych
celdw politykiklimatycznej dla Polski do 2050 r.”
[“Poland net-zero 2050. The roadmap toward
achievement of the EU climate policy goals in
Poland by 2050. Summary.”? — full report in Polish,
summary in English]. This study presents the
directions of technological changes necessary to
achieve the EU emission reduction target for 2050.
The article develops a few key issues, concerning
the directions of the development of the energy

sector that could not be fully addressed in the



study cited above due to volume considerations.

In July 2021, the European Commission published
the “Fit for b55” reform package, containing
proposals for detailed legal regulations enabling
the achievement of the overall EU CO, emission
reduction target of at least 55% in 2030 (compared
with 1990). It is a key step towards EU climate
neutrality in 2050, to which Poland also agreed
by adopting the EU “climate law”. The new targets
are based on relatively ambitious assumptions
on the both the availability of RES technologies,
the possibilities of generating green hydrogen or
using the CCS/CCUtechnologies (Carbon Capture
and Storage/ Carbon Capture and Utilisation), as
well as the potential for a decrease in their costs
in accordance with the assumptions of PRIMES REF
20203 Each of the assumptions on low- and zero-
emissions requires detailed analyses addressing
the possibilities of using them, their potential and

costs.

As part of the analysis Poland net-zero 2050,
three basic scenarios defining the EU climate

policy targets were elaborated:

The
providing for a target of 60% reduction in 2050
vs. 1990, excluding the land use, land-use

change and forestry (LULUCF) sector.

The
a target of about 80% GHG reduction in 2050

providing for

vs. 1990 excluding the land use, land-use

change and forestry (LULUCF) sector.

The - providing for
a target of about 90% GHG reduction in 2050
vs. 1990 and net zero emissions, i.e. taking into
account removal technologies and including
the LULUCF sector. Moreover, this scenario
provides for an increase in the reduction target
to B5% for 2030, in accordance with the new
proposals of the European Parliament and the

Council®.

The simulations presented below were elaborated
using a set of tools, including a macroeconomic
model (d-PLACE) and sectoral models: for
energy (MEESA), transport (TR3E) and agriculture
(EPICA). The combination of the models ensures
that, on the one hand, the measures to reduce
greenhouse gas emissions are comprehensively
represented: the estimated emission changes in
the different sectors of the economy add up to
give the assumed cumulative reduction targets
and, moreover, the marginal emission reduction
costs in particular sectors level out. On the other
hand, the application of the sectoral models made
it possible to capture in greater detail the
specificity of the sectors and reduction
technologies in the key areas of energy, transport

and agriculture.

The present article focuses on selected aspects
of the energy sector, i.e. primarily the results
of the MEESA energy model’. Nevertheless,
it should be emphasised that these results were
obtained in the process of iteration with other
models; primarily, the d-PLACE macroeconomic

model, which made it possible to examine the



response of the economy to the transformation
of the energy sector through changes in the CO,

emission costs and those in energy demand.

MEESA is a linear optimisation model, covering
the whole EU; as a result of this, it can find
solutions in the form of the optimum selection
of generating units under predetermined
conditions and constraints, taking into account
the present generation structures in particular EU
Member States, the potential renewable sources,
the national policies in the area of energy and,
primarily, the EU emission reduction targets in the

medium- and long-term.

By forcing different levels of CO, emission
reductions, the particular scenarios both lead to
changes in the electricity generation structure
and change the electricity demand. Demand
changes are, primarily, determined by two
factors with opposite effects: the need to reduce
emissions, along with the related need to electrify
many branches of the economy, and an increase
in energy costs. The other effect is particularly
conspicuous around 2030 in the climate neutrality/
net zero scenario (NEU), where the reduction targets
which are higher in relation to the other scenarios
cause higher electricity costs and lower demand.
Until 2030 there will be no radical technological
changes and the share of highly emission-intensive

sources will remain significant; in consequence of

this, the high emission allowance cost will directly
translate into a rapid increase in the electricity

generation costs.

Inturn, in the long term, the higher reduction targets
assumed in the NEU scenario will force changes in
the generation structure towards less emission-
intensive sources and will encourage companies
to substitute electricity for fossil fuels. Electrification
will primarily apply to such sectors, as district
heating, transport and industry. For this reason,
in the period from 2035 to 2050 the demand growth
rate in the NEU scenario is slightly higher than in the
REF scenario and significantly higher than in the

BAU scenario.
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The results of the MEESA model on the development
of electricity generating sources indicate that the
reduction targets assumed in the scenarios will
force significant changes in the Polish energy mix,
consisting in the replacement of coal fuels by zero-
or low-emission technologies. These changes are

characteristic of all the three scenarios analysed;

moreover, these changes are faster in the NEU
scenario, as a result of its assumption of the highest

reduction target.

In the transitional period, the gas-fired sources will
play animportant role, as they will gradually replace

coal-fired units. In the BAU scenario, gas-fired



sources will remain the main baseload technology
and they will balance intermittent RES units, ensuring
the stable operation of the electricity system. In the
REF and NEU scenarios, due to growing costs, the
role of baseload units will be taken over by power
plants equipped with CCS and also nuclear power
plants. Gas-fired power plants without CCS will
remain an important element of the system, but
rather as providing reserve capacity, in the case of

a growing share of intermittent RES sources.

The growing costs of CO, emission allowances
are the main factor affecting the change in the
energy mix; these costs grow significantly, even
in the scenarios with lower reduction targets (BAU
and REF). Therefore, the installed capacity of RES
technologies is approaching its maximum potential
also in scenarios with less ambitious GHG reduction
policies. RES technologies relatively quickly become
competitive with respect to technologies basing on
fossil fuels; primarily, as a result of an increase in
CO, prices, but also due to the expected decrease
in investment cost of these technologies. Changes
in the costs of energy technologies were adopted
according to PRIMES REF 2020. The cost decreases
assumed there for RES technologies are significant,
which by the way is consistent with the predictions
of most analysts in the world. The significant scale
of the development of these technologies in the
long-term should lead to a further decrease in
generating unit costs, although it is impossible to
exclude periods where costs would jump as a result
of possible transitional deficits of raw materials

and their higher prices or increased commodity

transport costs (a particularly significant risk for the
EU as a importer of both finished RES installations

and raw materials needed for their production)®.

InPoland, the share of RESin net electricity generation
in the BAU scenario in 2030 is slightly more than
35%, whereas it is close to 50% in the NEU scenario.
This results from a higher target for 2030 in the NEU
scenario and a substantial increase in the CO,
emission allowance prices with respect to the BAU
scenario. In 2050, the shares of RES in both scenarios
are quite similar: nearly 70% in the BAU scenario and
75% in the NEU scenario. Although the CO, prices
in 2050 are much higher than in the NEU scenario
(more than 400 EUR/t), most RES technologies are
fully competitive already in the BAU scenario (for
an emission price of about 100 EUR/t) and develop

within nearly all the assumed potential.

The development of RES sources will primarily involve
wind power plants — first, onshore plants as the
cheapest ones and later also followed by offshore
wind farms — and photovoltaic power plants. In the
case of the latter, the calculation results primarily
indicate the development of prosumer systems, but
of course, this does not exclude the development of

larger-scale photovoltaic farms.

In contrast to simulation methods, the applied
optimisation approach does not take into account
the effectiveness of support mechanisms. In
other words, it answers only the question what
technologies should be developed, taking into
account their total costs, but does not indicate what
regulatory instruments should be implemented

to overcome the barriers to the development of


https://www.pv-magazine.com/2021/06/03/ihsm-clean-energy-insights-high-module-prices-and-shipping-costs-jeopardize-2021-installation-outlook/
https://www.pv-magazine.com/2021/06/03/ihsm-clean-energy-insights-high-module-prices-and-shipping-costs-jeopardize-2021-installation-outlook/

these sources. Nevertheless, their results clearly
shows that onshore and offshore wind farms and
small-scale photovoltaics are some of the main
directions in which the electricity system should be

transformed.

Bioenergy with CCS (BECCS) is a technology
of large importance for achieving ambitious
reduction targets. Due to the capture of CO, from
biomass combustion, in fact, BECCS permanently
removes CO, from the atmosphere. Under the
assumption that BECCS receives revenues for
the storage of CO, which are proportional to the
emission costs in the EU ETS system, for high CO,
costs this technology becomes very competitive
(with the CO, released during the production
and transport of biomass detracted from the

calculated amount of the removed COZ).

In such conditions, the development of BECCS
is mainly limited by the biomass potential.
Whilst enabling the achievement of negative
CO, emissions from the energy sector, this
technology leads, at the same time, to lesser
reduction burdens in other sectors. It is difficult
to give a clear answer as to how far CO, capture
and storage technologies, including those based
on biomass, will actually prove feasible on
a larger scale. It appears that there may be both
technical and social difficulties which will limit
their development. The problem is related to the
simultaneous public support for the development
of a given technology combined with resistance
to the installation in the vicinity of the place
of residence (i.e. Not In My Back Yard - NIMBY);

a similar phenomenon can be seen in the case

of onshore wind power plants or nuclear power

plants.

The construction of nuclear power plants is an
enormous technical and financial challenge, even
in countries which already have nuclear energy
at their disposal, not to mention a country without
any earlier experience in this respect. However,
this article focuses on the systemic costs and
benefits related to the possible development
of nuclear energy in Poland, particularly, in the
context of challenges related to climate action and

greenhouse gas emission reductions.

Nuclear power plants are some of the few
sources which ensure stable electricity supplies
without emitting greenhouse gases. The results
of the model analyses indicate that for lower
emission allowance prices gas-fired units can
play the role of sources serving baseload power,
whereas the development of nuclear energy
mainly depends on the scale of the necessary
investment expenditures (just as in the case of
other technologies, the analysis did notimpose the
construction of any nuclear unit, but only allowed
for such a possibility in the case where it is optimal

in terms of cost).

In practice, this means that the cost-effectiveness
of an investment will be determined by the terms
of the contract and financing; moreover, it is
impossible to assess the economic efficiency

of such a project without a detailed analysis of



a specific investment taking into account the local
circumstances, the financing structure and the

credit costs.

Under conditions of high CO, emission allowance
prices, the construction of nuclear power plants
proves to be a reasonable solution. In such
conditions, gas-fired units without CCS takes
mainly the role of a backup, characterised by a low
capacity factor. The role of sources operating in
the baseload is fulfiled mainly by nuclear power
plants, supported by biomass and gas fired plants

equipped with CCS.

The construction of nuclear power plants in Poland
is stillunder question - there is no final decision from
the government and potential investors. The need
for considerable investment and the fear of protests
by organisations and communities opposed to the
development of nuclear power plants could lead
to the failure of the project - at present, it is very
difficult to predict how likely it is to be implemented.
This is also due to the unfavourable attitude of the
European Commission towards this technology..
Therefore, in addition to the NEU scenario, presenting
the optimum energy mix, the analysis also covered
a variont of this scenario which showed the
possible consequences of the resignation from the

development of nuclear energy in Poland.

Another technology of large importance for
achieving the net zero target is BECCS which uses
biomass and is equipped with an installation for
the capture of CO,. Its effect on the results was
analysed in a similar way. Moreover, the analyses
provided for no development of BECCS for the EU as

whole, whereas the limitation of the development

of nuclear power plants was adopted for Poland
only (such plants are no longer developed in the
countries which have declared a shift away from

nuclear energy already in the basic scenario).

The analysisresults presented below for two variants
— without nuclear power plants and without BECCS
— make it possible to better assess the role of the
two technologies in achieving the reduction targets
and in ensuring the security of electricity supply. Itis
important to note that the scenario where the two
technologies were unavailable at the same time

was not analysed.

First of all, both alternative variants result in higher
unit generation costs when compared with the NEU
scenario (Chart 2). In the variant without nuclear
power plants, the generation costs are nearly 10%
higher than those in the NEU scenario, whereas the
absence of the BECSS technology causes costs to
grow by more than 20% (the presence of nuclear
power plants in this variant clearly mitigates the

cost effects).

2,5

1,5

2020 2025 2030 2035 2040 2045 2050

neu POL no nuc POL no beccs POL

Source: Own elaboration by CAKE/KOBIZE.



An increase in the electricity costs leads to
a decrease in electricity demand in both alternative
variants (Chart 3); in addition, more serious
conseguences occur in the variant without BECCS.
It is self-evident, given the fact that the scenario
without nuclear power plants has a direct effect
primarily on the Polish electricity system, whereas
the unavailability of BECCS was analysed for all the
EU Member States. Moreover, due to its emission
removals the BECCS technology significantly
affects CO, emission caps in other branches of the
economy, whereas its absence causes a shortage
of emission allowances and a significant increase
(several times) in the marginal costs of emission

reductions in the EU ETS.

In the variant without the BECCS technology, the role
of hydrogen grows whereits production grows about
twice as much as in the NEU scenario. Hydrogen
also begins to be used for electricity generation (so
it plays the role of energy storage), whereas in the
basic NEU scenario hydrogen is primarily used in
other sectors of the economy; this indicates that
both the hydrogen production and the production
of electricity and heat from hydrogen involves
energy losses; therefore, hydrogen is supplied first
of all to sectors with fewer alternative emission

reduction options.
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The results for the additional variants considered
as part of the NEU scenario indicate that ambitious
targets (90% net GHG reduction) can be achieved
both without nuclear energy and without the
BECSS technology, but that, particularly, in the
latter case, it entails a significant increase in
energy costs. It can be conjectured that costs
would grow faster in Poland under the assumption
of the absence of both the BECSS technology
and nuclear power plants; however, considering
it is difficult to achieve rational solutions for the
economy as a whole, this variant was not taken

into account at all in the present analysis.

In the variant without nuclear power plants,
deep emission reductions are possible in Poland,
but they would involve the need to significantly
increase electricity imports and also to increase

energy generation in gas-fired units equipped
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with CCS installations (both of these factors
increase the average energy costs). Higher gas
consumption means larger imports of this energy
carrier. A separate problem is the possibility of
applying the capture and storage of CO, on such
a scale in gas-fired units, which can be difficult

for technical and the public acceptance reasons.

In the variant without BECCS, nuclear power plants
play a key role, since the model seeks stable zero
emission technology.. In such conditions, the
energy costs grow in all the Member States, with
a higher increase in the countries which have no
nuclear energy or have not sufficient potential of
RES. This indicates that nuclear power plants can
be a significant fallback in the event of a delay or
limitation of the scale of the development of the
BECCS technology and application possibilities
for CCS/CCU.



It should be noted that although the NO NUC
variant require approx. 20% lower investment
costs, in turn, involves much higher operating
costs. The difference between these costs will be
offset after several years. Therefore, an estimation
of generation costs that takes into account the
lifetime of each technology shows that the variant
with nuclear power plant is a recommended

option.

On the basis of the results of the NEU scenario and
the additional variants of calculations excluding the
BECCS technology (NO BECCS) and nuclear power
plants (NO NUC), several significant conclusions
can bedrawnonthe use of hydrogen. The hydrogen
production and storage levels primarily depend
on the demand for this fuel in the industry and
transport sectors. In turn, in the energy sector itself,
the use of hydrogen as a storage technology is
low. There are several reasons for this situation. First
of all, the hydrogen production in the electrolysis
process and, subsequently, the conversion of
hydrogen to electricity involve substantial energy
losses; therefore, battery storage systems prove to
be better short-term energy storage options, as
they are characterised by lower losses. In addition,
with a large share of electric vehicles, provided
that its well managed, a smart charging system
will play a significant role in flattening out the load
curve, diminishing the demand for typical energy

storage systems.

The role of hydrogen for energy storage purposes
will thus depend on both the costs of its production
and the energy system structure. The hydrogen

production costs in the electrolysis process will

be lower if the system includes a large number of
wind and photovoltaic units, since the generation
surplus will lead to a lower marginal energy cost
and this energy can be used to generate and store
hydrogen. The results of calculations show that in
the future hydrogen will be produced mostly in the
summer on sunny days, with large generation from
PV and in the winter mostly on windy nights. In turn,
hydrogen will be used in the energy sector mostly
at winter peak loads (in the periods when the
available reserve capacity is the lowest). However,
for the assumed RES development scale and
substantial penetration of the electric vehicle, the
energy surplus from RES will probably be insufficient
to enable hydrogen to play a more significant role
in the energy system. Higher growth rates for RES
would certainly lead to greater usage of hydrogen
in the energy sector, but it would be very difficult
to achieve greater RES share than assumed in the
scenario, due to enormous scale of investment
needs as well as network limitations and the
problems related to the balancing of electricity
demand and supply. It is also important to note an
interesting aspect related to hydrogen production
and nuclear power plants. As mentioned above,
hydrogen production depends on the availability
of surplus generation from RES.. But with limited
RES resources, the quantity of the surplus energy
also can grow, if baseload units supply substantial
amounts of energy with moderate costs and
without emissions — it can be achieved by using
nuclear power plants to a large extent. Supplying
a large amount of baseload energy, nuclear
power plants create the conditions for generation
of surplus energy that can be used to produce

hydrogen.



The process of modernising the economy to
reduce emissions will involve additional costs,
leading to higher energy prices. This, in turn, can
lead to a lower competitiveness of the economies
of EUMember States and, in addition, it will pose the
risk of increased energy poverty. The achievement
of ambitious reduction targets, consisting in the
limitationofthenetemissionsinthewholeeconomy
practically to zero, is hampered by the fact that
not all the industrial processes can be completely
decarbonised; therefore, it is necessary to attain
as large reductions as possible, and even negative
emissions, in those areas where this is possible
with reasonable costs. It seems that the energy
sector is one of those branches of the economy
where it is technically feasible. However, in order
to achieve this target at EU level, in addition to
efficiency-enhancing measures, it is necessary to
develop a wide range of different low- and zero-
emission energy generating technologies: RES,
BECCS and nuclear power plants. Hydrogen can
be an important element of the energy transition
process, provided that the economic conditions
of its use substantially improve (ie. with lower
electrolyser costs, the generation of an adequate
surplus and lower RES electricity generation
costs) and that the infrastructure necessary for its

storage and distribution is adequately developed.
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Abstract

In order to achieve climate neutrality in 2050, it
is necessary to step up actions to support the
development of electromobility. Changes in the
transport sector are a steady process including
both companies and households. The change
should first apply to entities using their vehicles to
gain revenues and then to households. Consistently
decreasing of purchase and exploitation cost or
such benefits as e.g. clean transport zones will
encourage purchases of electric vehicles. Over time,
the owners of these vehicles will change from those
with higher incomes to those with lower incomes,
who will feel the real benefits to the greatest extent.
Finally, internal combustion vehicles which are
expensive to maintain will be pushed out of the
market. The operation of electric vehicles means
both a benefit for the environment and savings for
their holders throughout their service life. There is
no doubt that the transition of the passenger car
and light duty vehicle fleets requires the cessation
of sales of new internal combustion vehicles. In this
context, the "Fit for 55" package proposed by the

European Commission presents the possibilities of

Author:

Wojciech Pawet Rabiega, PhD.

limiting average exhaust emission standards for
new passenger cars and light duty vehicles in three
analytical scenarios (TL_Low, TL_Med and TL_High).
The results of these scenarios were compared
with those of the climate neutrality scenario (NEU)
prepared as part of the analysis carried out by the
CAKE/KOBIZE team: ,Polska net-zero 2050: Mapa
drogowa osiggnigcia wspolnotowych celdw polityki
klimatycznej dla Polski do 2050 ! [*Poland net-zero
2050: The roadmap toward achievement of the EU
climate policy goals in Poland by 2050.”2 - full report

in Polish, summary in Engllish].

Introduction

On 14 July 2021, the European Commission
proposed a revision of the CO, emission standards
for new passenger cars and light duty vehicles
(lbvs) with maximum permissible weight to
35 tonnes. This proposal was presented in
documents which can be found on the website
of the European Commission: https://ec.europa.
eu/info/strategy/priorities-2019-2024/european-
green-deal/delivering-european-green-deal _

en#transforming-our-economy-and-societies.

Pyrka, M., Jeszke, R., Boratynski, J., Tatarewicz, |, Witajewski-Baltvilks, J., Rabiega, W., Wgs, A, Kobus, P, Lewarski, M., Skwierz, S., Gorzatczynski,
A, Tobiasz, I, Rostaniec, M., Cygler, M., Sekuta, M., Krupin, V. "Polska net-zero 2050: Mapa drogowa osiggniecia wspolnotowych celow polityki
klimatycznej dla Polski w 2050 r, CAKE/KOBIZE/IOS-PIB, Warsaw, June 2021.

2 pyrka M. et al,, "Poland net-zero 2050. The roadmap toward achievement of the EU climate policy goals in Poland by 2050. Summary.’, CAKE/

KOBIZE/IOS-PIB, Warsaw, June 2021.
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The present legislation on the average emission
standards for newly registered vehicles (Regulation
(EU) 2019/631%) provides for the following standards

and CO, reduction targets:

by 2025 the emissions at a level of 95g CO,/km

for passenger cars,

e in the period from 2025 to 2029, the emission
standards for passenger cars and LDVs will be

reduced by 15% from 2021 levels,

e from 2030 the emissions will be reduced by
375% from 2021 levels for passenger cars and
by 31% for LDVs.

In consequence, this will result in a reduction in the
CO, emissions from road transport by about 16%
until 2030 and by 44 % until 2050 from 2015 levels,
with emissions reduced by 23% until 2030 and by
56% until 2050 for passenger cars and, respectively,
by 13% and 57% for LDVs.

Commitment to achieve climate neutrality
the background to the revision of the
present emission standards for passenger

cars and light duty vehicles.

The results of the analytical scenarios presentedin
the “Fit for 55" package indicate that compliance
withthe CO, emission standards under Regulation
(EU) 2019/631 will be insufficient to reduce emissions
to levels consistent with a target of at least -55%
for 2030 and the target of climate neutrality for
2050. To this end, the road transport emissions
would have to be reduced by 19-21% until 2030 and
by almost 100% until do 2050.

Activity in road transport is growing. Despite the
development of common mobile services and

an easier shift between modes of transport, it is

assumed that transport activity (passenger and

light duty modes) will grow.

The results of the analytical scenarios presented in
the “Fit for 55” package indicate that compliance with
the C( ), emission standards under Regulation (EU)
2019/631 will be insuflicient to reduce emissions to
levels consistent with a target of at least -55% for

2030 and the target of climate neutrality for 2050.

The present standards are not a strong, long-term
signals towards decarbonisation. It follows from an
analysis of the Climate Target that with the present
CO, emission standards under Regulation (EU)
2019/631, the shares of zero-emission passenger
cars and light duty vehicles in the total vehicle
fleet are expected to be 11% and 7%, respectively,
in 2030. With the existing policies and targets, it is
envisaged that zero- and low-emission vehicles

will represent 54% of the fleet in 2050.

The present standards are not a strong, long-term

signals towards decarbonisation.

Therefore, given the absence of more stringent
CO, emission standards and clear long-term
regulatory signals, there is a substantial risk that
manufacturers may not offer a quantity of zero-
emission vehicles which would be needed to
achieve the new overall greenhouse gas emission
reduction target of 55% by 2030 and the target of
climate neutrality by 2050.

The extent of the use of zero-emission vehicles will
be insufficient. Anticipated share of electric vehicles
in the EU-wide fleet by 2030 will be about 25%.

* Regulation (EU) 2019/631 of the European Parliament and of the Council of 17 April 2019 setting CO, emission performance standards for
new passenger cars and for new light commercial vehicles, and repealing Regulations (EC) No 443/2009 and (EU) No 510/2011 (Text with EEA

relevance.); http://data.europa.eu/eli/reg/2019/631/0j.
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The development of the electric vehicle fleet
means benefits for households and companies
resulting from lower operating and maintenance
costs and the absence of exhaust emissions.
The CO, emission standards play a key role in
encouraging the placing of zero-emission vehicles
on the market, as evidenced by a surge in their
sales in 2020. Although it is difficult to forecast the
future consumer behaviour, the current trends
indicate that new supply-side regulations will
boost the number of new, efficient and zero-

emission vehicles placed on the market.

The EU may lose the position of the global leader on
the automotive market. At present, as far research
and development (R+D) expenditures are concerned,
they are concentrated in several European countries,
Japan and South Koreq, representing about 70% of
global outlays?. However, the EU automotive industry
mostly leads in the technological development of

internal-combustion engines.

The EU may lose the position of the global leader

on the automotive market.

In recent years, the demand for zero-emission
vehicles and the related infrastructure dynamically
grew. In the period from 2005 to 2015, three countries:
Japan, China and the United States accounted
for 63% of all the patent families in the area of the
environmentally friendly transport technologies. The
development of the market of zero-emission vehicles

influences manufacturers all over the world in the

contextof theimplementation of increasingly modern
and more competitive solutions. It is now difficult
to indicate the leader in this scope; however, the
current trends indicate that clear regulatory signals
communicated to the automotive industry play an
important role®. In their absence, both manufacturers
and their suppliers can delay investment decisions
with long-term effects, in the scope of both research
and development and production in Europe, as well
as the development of the necessary infrastructure
for charging zero-emission vehicles. Such delays
pose the risk that the EU automotive industry may
lose its leading position in technology, by failing to
invest sufficiently quickly, or even lose its share in
the EU market itself, and fail to become a leader on
the quickly developing new market of zero-emission

vehicles®.

Insufficient limitation of fossil fuel use. In EU-27,
in the transport sector, fossil fuels account for 93%
of energy use (94% in road tronsport); moreover,
the consumption of oil-derived fuels now grows by
about 2% annually. As regards the use of energy
from RES (Renewable Energy Sources), its total share

in transport in 2018 was 8.3%.

In EU-27, in the transport sector, fossil fuels account
for 93% of energy use (94% in road transport);
moreover, the consumption of oil-derived fuels now

grows by about 2% annually.

4 https://www.eib.org/en/publications/investment-report-2020.htm (accessed on: 10.08.2021).

® The development of the policy aimed at reducing carbon dioxide emissions has been the main driver of investments in zero-emission
technologies. In 2017 and 2018, when China adopted an ambitious policy on electric vehicles, investments in e-mobility were seven times
as high in China (EUR 21.7 billion) as in the EU (EUR 3.2 billion). In 2019, along with the upcoming new CO, emission standards for 2020/21,the EU
attracted large investments (about EUR 60 billion) in electric vehicles and batteries, i.e. almost 20 times more than in 2017/2018 and 3.5 times

more than in China.

¢ https://ec.europa.eu/info/sites/default/files/amendment-regulation-co2-emission-standards-cars-vans-with-annexes_en.pdf

(accessed on: 12.08.2021).
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Insufficient adaptation of the infrastructure for
charging andrefuelling of zero-emission vehicles.
A particular significant barrier to an increase in
the share of zero-emissions on the market and
consumer acceptance is the limited availability of
the infrastructure for charging and refuelling them.
The presentlevel of theinfrastructureis only sufficient
to serve a rather small number of alternative-fuel
vehicles. Throughout the EU, there are many petrol
stations offering diesel oil or petrol, whereas in many
countries electric charging points have only recently

started to appear in the public space.

No clear benefits for consumers and companies.
Given the absence of transparent information
about the benefits arising from the possession of
zero-emission vehicles, when buying a new car
few consumers will consider the operating costs.
Particularly, this is so in the case of households.
Potential buyers may fail to appreciate the future
savings, especially as regards fuel. Firstly, this results
from the uncertainty as to the fuel and energy
price variations during the period of vehicle use
and, secondly, as to the period when they intend to

own a given vehicle. Passenger cars usually have

many owners; hence, the initial buyer can only

TABLE 1. COMPARISON OF THE CURRENT REDUCTION TARGETS WITH THE PROPOSALS OF THE “FIT FOR 55" PACKAGE

benefit from part of savings related to fuel or repair.
Another aspect is the situation where buyers prefer
to purchase cheaper vehicles rather than those
ensuring a more profitable total cost of ownership.
This is the case when a buyer does not incur fuel
costs (particularly, in companies). Depending on
the fuel cost reimbursement policy, this can apply
to vans and leased vehicles the share of which in
new registrations in the EU is about 30% and most of

them are business cars.

Proposals for strengthened average
emission standards for new passenger cars

and light duty vehicles.

The achievement of climate neutrality requires
the strengthening of the targets of CO, emission
In the most ambitious scenario

(TL_High), the CO, emission standards in 2030 will be

reductions.

lower than in 2021, respectively, by 60% for passenger
cars and by 50% for light duty vehicles. For 2035 it
is assumed that the average emissions will be zero
in new passenger cars and light duty vehicles. This
means that it will only be possible to buy electric

vehicles or hydrogen-fuelled ones.

[THE PERCENTAGE REDUCTION OF THE CO, STANDARDS FROM 2021 LEVELS FOR NEW PASSENGER CARS

AND LIGHT DUTY VEHICLES].

Current target ,Fit for b5” Current target ,Fit for 55"
[TL_High scenario] [TL_High scenario]
2021 95g CO, / km 95g CO, / km 147g CO, [ km 147g CO, [ km
2025 -15% -15% -15% -15%
2030 -375% -60% -31% -50%
2035 - -100% - -100%

Source: https://ec.europa.eu/info/sites/default/files/amendment-regulation-co2-emission-standards-cars-vans-with-annexes_en.pdf.
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CHART 1. REDUCTION OF THE CO, STANDARDS
FOR PASSENGER CARS FROM 2021 LEVELS
TARGET VS. THE TL_HIGH

[THE CURRENT
SCENARIO].

CHART 2. REDUCTION OF THE CO, STANDARDS FOR
LIGHT DUTY VEHICLES FROM 2021 LEVELS
[THE CURRENT TARGET VS. THE TL_HIGH
SCENARIO].
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Source: https://ec.europa.eufinfo/sites/default/files/amendment-regulation-co2-emission-standards-cars-vans-with-annexes_en.pdf

The structure of the sales of passenger
cars in the EU. A comparison of the EC
scenarios and the NEU scenario (CAKE)

The structure of the sales of new passenger cars
and light duty vehicles will depend to a large extent
on the regulations in effect. The results of the EC
scenarios were compared with those of the neutral
climate scenario (NEU) analysed as part of the report
prepared by the CAKE/KOBIZE team: Polska net-zero
2050: Mapa drogowa osiggniecia wspolnotowych

celow polityki klimatycznej dla Polski do 2050 r.

The structure of the sales of new passenger cars
and light duty vehicles will depend to a large extent on

the regulations in effect.

[Poland net-zero 2050: The roadmap toward
achievement of the EU climate policy goals in Poland

by 2050 — in Polish]’. In the NEU scenario (simulated

on the TR3E transport model), the emission intensity
improves by -29% in 2030 compared with 2021 in the

fleet of all the passenger cars.

In the NEU scenario (simulated on the TR3E transport
model), the emission intensity improves
by -29% in 2030 compared with 2021 in the fleet of all

the passenger cars.

An analysis of both Charts 3 and 4 clearly shows
that without a substantial strengthening of the
reductions of the standards for new passenger cars
and light duty vehicles it will be difficult to achieve
the sales of only zero-emission vehicles in 2035.
In the scenarios providing for low (TL_Low) and
medium (TL_Med) targets and in the NEU scenario,
in 2035 new vehicles using fossil fuels represent 50
to 60% for passenger cars and 50 — 65% for light

duty vehicles.

7 https://climatecake.ios.edu.pl/wp-content/uploads/2021/07/CAKE _Mapa-drogowa-net-zero-dla-PLpdf (accessed on: 22.07.2021).
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CHART 3. STRUCTURE OF THE SALES OF PASSENGER CARS IN EU-27 ACCORDING TO THE EC

SCENARIOS AND THE NEU_CAKE SCENARIO.
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The results of CAKE modelling - the NEU will represent about 50% and in 2040 about 73% of
scenario sales. This structure is close to the level found for EU-

27 as a whole.
The results of the NEU scenario indicate that new

zero-emission passenger cars in Poland in 2035
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CHART 5. STRUCTURE OF THE SALES OF PASSENGER CARS IN POLAND VS. EU-27
[THE NEU SCENARIO] [IN %)].
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Zero-emission light duty vehicles in Poland will the structure of the sales of light duty vehicles,
represent 100% of the sales after 2040. In the NEU  both in Poland and in EU-27, mainly as a result of

scenario, after 2035 there is a distinct change in  electrification.
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Conclusion

The process of moving away from internal-
combustion vehicles (petrol and diesel fuelled) is
alongone, depending onthe extentto which these
vehicles are withdrawn from use and the pace at
which zero-emission vehicles are purchased. The
most important issue in this process and, thus,
“the beginning of the end” of the era of vehicles
equipped with internal combustion engines, is the
moment of the complete cessation of the sales
of these vehicles; perhaps it can come in about
20 years (depending on the scenario), i.e. at the

end of the fourth decade of this century.
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Abstract

The provisions of the Paris Agreement (PA)
concerningthe use of market-based mechanisms
as laid down in Article 6 of the PA were agreed
in 2015 due to huge efforts of the Parties, on
the basis of many years of negotiations. The
Parties pledged to one another that they would
operationalise these provisions during the
COP24 climate summit in Katowice at the end
of 2018. The efforts of the Parties and also the
Polish Presidency leading this climate summit
were not reflected in a final success. Too large
discrepancies led to a failure of the talks, in spite
of the general success undoubtedly represented
by the conference in Silesia where the so-called
Katowice Rulebook was adopted. During COP25 in
Madrid in 2019 the Parties also failed to overcome
the barriers among them, which were perhaps
even reinforced after the Katowice summit.
Despite strenuous efforts of the Presidency,
the outcome of COP24 was repeated and the
discussions were moved to the next year. During
COP26 in Glasgow, due to substantial efforts of
the UK Presidency, after many hours of talks and
also after the publication of 4 versions of texts, the
Presidency managed to work out a compromise,
which, in the UNFCCC jargon, “"made everyone
equally unhappy”. Given the complexity of
these issues, as well as the complications and
delays in adopting the basic rules, the package

adopted in Glasgow should be assessed as quite
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a significant success, although encumbered with
certainrisk areas. The actual implementation and
the launch of specific measures under Article 6 of
the PA can still take some more time, even in spite

of certain pilot actions which have already been

Given the complexity of these issues, as well as the

carried out.

complications and delays in adopting the basic rules,
the package adopted in Glasgow should be assessed as
quite a significant success, although encumbered with
certain risk areas.
How will the rules which were ultimately adopted
in Glasgow affect the environmental integrity of
the PA and how will they contribute to maintaining
an appropriate level of ambition will most likely
be the subject matter of analyses only at the end

of the present decade.

A historical overview of the negotiations on

Article 6 of the Paris Agreement

The relatively short provisions of the Paris
Agreement (PA) concerning the use of market-
based mechanisms as laid down in Article 6 of
the PA were agreed in 2015 due to huge efforts
of the Parties, on the basis of many years of
negotiations. Already then, it was believed that this
compromise had been worked at the expense of
too many concessions and, given that the Parties

were greatly attached to the particular parts of
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this text, that it would substantially hamper in
the future the elaboration of detailed guidance
for the functioning of this important element of
the architecture of the agreement reached in the

French capital.

These misgivings came true and what enabled
a compromise to be reached on a short text,
whilst applying a certain freedom of interpretation
(which is often called “constructive ambiguity” in
the negotiations under the Climate Convention),
proved to be a problem which was extremely
difficult to resolve when it was addressed more

extensively with a full spectrum of details.

The Parties pledged to one another that they
would operationalise the provisions of Article 6 of
the PA during the meeting of the Conference of the
Parties serving as the meeting of the Parties to the
Paris Agreement (CMA), coinciding with the COP24
climate summit hosted by Poland in Katowice
at the end of 2018. The efforts of the Parties and
also the Polish Presidency leading this climate
summit were not reflected in a final success.
Too large discrepancies, including exactly those
resulting from different interpretations of the Paris
provisions, led to a failure of the talks and, in spite
of the general success undoubtedly represented
by the conference in Silesia where the so-called
Katowice Rulebook' was adopted, this manual on
the Paris Agreement was left with an unwritten
chapter. The talks aimed at complementing this
set of rules implementing the PA were moved
to the next year, to be handled by the Chilean

Presidency.

In such a situation, also bearing in mind the high

position which the issue of Article 6 took on the

political agenda in Katowice, it was clear that
there would be a large political pressure to try
and resolve this missing element during the next
Conference of the Parties to the Convention.
On the one hand, there were many concerns
about the unexpected change of the venue of
COP25 climate summit from the capital of Chile to
Madrid, in light of the social unrest erupting in the
territory of this South American country. On the
other hand, it was expected that the Minister of
Environment of Chile, who had taken an active part
in arranging and supporting the negotiations on
this issue in Katowice? would be able, as the COP
President knowing the positions of the particular
Parties, to bring the negotiations to completion.
Nevertheless, during COP25 in Madrid, too, the
Parties failed to overcome the barriers among
them, which were perhaps even reinforced after
the Katowice summit. Despite strenuous efforts
of the Presidency and last attempts to present
a compromise text, the outcome of COP24 was
repeated and the discussions were moved to the

next year.

Because of the global pandemic situation,
2020 froze, as it were, the talks of the Parties to
the UNFCCC Convention. Naturally, residual
discussionsinvirtualformat brought no outcomes
and, given the uncertainty as to a change in the
situation prevailing in the world, it was decided to

move COP26 in Glasgow to 2021.

2021 already saw a more organised format of
virtual meetings, including many in informal
settings, where the Parties devoted much of their
time to Article 6 of the PA. It is worth to mention

that a dozen or so technical expert dialogues

' https://unfccc.int/process-and-meetings/the-paris-agreement/the-katowice-climate-package/katowice-climate-package

(accessed on: 30.11.2021).

2 The Minister of Environment of Chile was designated to facilitate the negotiations on Article 6 of the PA in Katowice during COP24, i.e. to chair the

ministerial consultations in the second week of the COP.
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took place, during which the Parties addressed
the particular elements of the Madrid texts and
which were to a large extent led by the UNFCCC
Secretariat. On the other hand, the initiative was
also taken over by the upcoming UK Presidency
which involved the so-called ministerial level
and appointed the Norwegian and Singaporean
Ministers to conduct informal consultations
among the Parties. The aim of all this was to build
appropriate foundations so as to give the Parties
a chance to finally agree the guidance on Article
6 of the PA already at the November summit in
Glasgow which was to take place in physical

format.

Basic elements of Article 6 of the PA

Beforemovingtotheverycourseofthenegotiations
during COP26 in Glasgow, it is important to recall
the basic elements of Article 6 of the PA. Article
6 of the PA is expected to govern at the level of
the Climate Convention the rules of international
cooperation where the implementation of
commitments (so-called nationally determined
contributions — NDCs) of the Parties is to be market-
based. It is expected to take over the legacy, as
it were, of the flexible mechanisms known from
the Kyoto Protocol, specifically, the International
Emissions Trading (Article 17 of the KP) and the
project-based mechanisms: Clean Development
Mechanism (CDM) and Joint Implementation (JI1).
The most important difference is the context of
this cooperation, i.e. the existence of the PA itself
and its voluntary, bottom-up nature and various
commitments of the Parties expressed in different

ways.

2 Articles 12 and 6, respectively, of the Kyoto Protocol.

Article 6.2 applies to the issue of accounting
for the Parties targets and commitments using
international transfers (implicitly, coming from
market-based mechanisms), whilst complying
with the relevant rules, primarily, the rule of the
avoidance of double counting of emissions
reductions. This is a certain derivative from the
International Emissions Trading which used to
exist under the Kyoto Protocol, providing that
international transfers can be used to account
for international commitments; for which the term
“internationally transferred mitigation outcomes”

(ITMOs) was introduced.

Article 6.2 and the related provisions of Decision 1/
CP21 (paragraph 36)* mandated the negotiation
path of the Subsidiary Body for Scientific and
Technical Advice (SBSTA) to draft the guidance on
Article 6.2 in compliance with which the Parties
could use transfers (ITMOs) to account for their

commitments.

Article 6.4 established a new market-based
mechanism in the architecture of the Paris
Agreement, expected to replace the existing
project-based mechanisms of the Kyoto Protocol,
ie. the Clean Development Mechanism (CDM)
and Joint Implementation (JI). The mechanism of
Article 6.4 is a central mechanism, supervised by
a meeting of the Parties to the Paris Agreement
(CMA) and is to be based on central set of rules
and procedures, so-called rules, modalities and

procedures (RMP).

In addition to Articles 6.2 and 6.4 laid down
in the PA, the package of Article 6 of the PA

4 Decisonl/CP.1 Adoption of the Paris Agreement. (https://unfccc.int/sites/default/files/resource/docs/2015/cop21/eng/10a0l.pdf ; (accessed on:

30.11.2021).
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included Articles 6.8 and 6.9 concerning the so-
called non-market approaches, which had long
been discussed at the Convention and which
were promoted by such countries as Bolivia to
counterbalance the discussion on market-based
mechanisms in the PA. The mandate conferred for
these Articles is very vague, and so is the purpose
of the framework established in Article 6.9 for
non-market approaches voluntarily used by the
Parties. The intention may be to link them to the
financing of activities, which overlaps to a large
extent other, already existing negotiation paths

under the Convention.

Main areas of contention

Despite extensive activities in 2021, the Parties
did not demonstrate any clear changes in their
negotiation positions from those presented
during the summits in Katowice in 2018 and Madrid
in 2019. The discussions on the implementation of
Article 6 of the PA were characterised by a large
degree of complexity and addressed very many
aspects. The key issues in this respect included
the elements described below, which were also
distinguished by the COP26 Presidency as the
areas of the greatest importance for unlocking

agreement on Article 6 of the PA.

« “Share of proceeds” (SoP), i.e. a certain type of
tax on transfers of mitigation outcomes under
Article 6.2. In the PA itself, there is no mention
of the imposition of such a tax under the rules
of Article 6.2 (as it only provides for the SoP
for the mechanism under Article 6.4), but the
Parties representing developing countries

expressed their desire to impose this tax on

all ITMO transfers in order to increase the

generation of funds for adaptation actions.
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Developed country Parties were strongly
opposed to it because of the possible effect
on the international integration of emissions

trading schemes (ETS).

e The "transition” of the KP mechanisms into
the PA framework; this mainly involved the
carryover of existing CDM projects into the
Article 6 framework, but also all the CER units
issued so far (generated by CDM projects). The
BASIC grouping countries (primarily, China,
India and Brazil) would benefit the most. Many
other groupings of the Parties were opposed
to the transition of already generated units,
but at the same time they expressed their
openness (to a varying degree) to the possible

carryover of CDM projects alone.

e Double counting in Article 6.4; for many Parties
the rules for ITMO transfers (governed by the
rules laid down in Article 6.2 of the PA) should
also apply to the credits issued under the
mechanism of Article 6.4, as the basis for
the avoidance of double counting. This was
opposed by a permanent part of developing
countries led by Brazil; for them the mechanism
of Article 6.4 should operate as CDM did, with

no linkage to the national NDCs.

The course of COP26

When landing in Glasgow to attend the COP26
summit, many delegates and observers were
fairly reserved about the potential success on
this complicated issue. Nevertheless, under the
strong leadership of the UNFCCC Secretariat,
the first week saw very intensive talks among
the Parties which were reflected in as many as

four versions of the text for each of the three
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elements of Article 6 of the PA. The Parties built
the successive versions of the text of a decision
on the basis of what they had discussed earlier
during the COP in Madrid (and the Madrid texts
had been based to a large extent on those from
Katowice). Although the successive negotiation
options seemed to be increasingly clear and
the number of square brackets® in the text was
reduced, the main political themes remained
on the negotiation table and there were also

disputes on issues of a more technical nature.

As the negotiation outcomes worked out in the
first week of the COP were handed over to the
UK Presidency, the dynamics of the negotiations
began to change and the second week saw
the emergence of the will to make possible
concessions in the areas which greatly affected
the outcomes in Katowice and Madrid. This was
the case, in particular, with the aspect of the
avoidance of the double counting of emission
reductions under Article 6.4, where the successive
negotiation positions arising as part of bilateral

consultations gained increasingly large support.

As a rule, the UK Presidency operated on
three paths. The first of them provided for the
continuation of technical work from the first
week, where possible, and there were still quite
many elements of Article 6 which needed to be
finally ironed out. The second one provided for
consultations at ministerial level, conducted
by the Norwegian and Singaporean Ministers
on issues of highly political importance. On the
third path, the UK Presidency itself held bilateral
consultations with groupings of the Parties.

Inevitably, many of the Parties’ talks took place

behind closed doors, without the participation
of observers, and this, in turn, resulted in an
enhanced information flow in the corridors and
lobbies, as well as among the representatives of
sectoral portals, which, after they had acquired
informal information from negotiators, very
frequently reported in their everyday briefings
on the negotiations on Article 6. These news also
carried an unambiguous message that in the
negotiations the walls which had been built for
many years finally began to crumble and that
the Parties were determined to use the third time
round to reach a happy ending and to complete

the unfinished Katowice Rulebook.

Due to huge efforts of the UK Presidency and
with full support from the UNFCCC Secretariat,
after many hours of talks, as well as after the
publication of 4 versions of the Presidency texts
(each including three elements of Article 6 of the
PA,so,astotal, 8 versions of three texts were drafted
during COP26, each a dozen or so pages long),
on the day following the official closing date of
COP26, the last version of the texts was frantically
analysed, taking into account the fact that it was
the one that would be submitted for approval
during the closing plenary session of COP. Since it
proved possible to work out a compromise which,
in the UNFCC jargon, “made everyone equally
unhappy”, the texts were approved and COP26

was closed.

The outcomes of COP26

What did the Parties finally manage to achieve
and at what expense? First of all, starting with

an element of Article 6.2 of the PA, the Parties

° Thisis how not agreed and contested provisions are marked in the UNFCCC negotiations.
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managed to adopt a fairly extensive guidance
on how the mitigation outcomes were to be
transferred between jurisdictions. The main rules
adopted by the Parties in the Annex to the Decision
are important insomuch as they will also apply to
credits generated from the central mechanism
which is the one established by Article 6.4 of the
PA.

Preliminary assessments of the guidance
adopted indicate that it is quite an extensive
and exhaustive set of rules, based on the need to
adjust the NDC of a Party for each international
transfer to be counted towards the NDC of another
country or another international mitigation target
(here, implicitly, it means counting towards the
CORSIA scheme®, i.e. the mechanism for offsetting
international aviation). This adjustment, called the
“corresponding adjustment” is to provide a key
in international rules to resolving the possible
problem of the double counting of emissions
reductions. It can be assumed, intuitively, that at
the moment when one tonne of reduced carbon
dioxide equivalent is transferred to another
country which will use this tonne to achieve its
target, the transferring country should reduce its
emission budget.Inturn,in the case where various
NDCs exist, including those expressed in different
metrics and sometimes partly unquantified, with
different timeframes and expressed according to
different methods, such a simple operation can
already be quite complicated. The emergence of
this complication was the price for the adoption
of the guidance, since many developing countries
did not accept the possibility that certain types
of NDCs might be excluded from the international
cooperation under Article 6 of the PA. Ultimately,

international transfers will be allowed between

NDCs expressed in different metrics, as well as
those that are partly expressed unquantified
policies. The Parties will have to specify in the
further guidance how all this can be reduced
to o common denominator, since ultimately the
accounting of international transfers is to be

reflected in tones of CO,eq.

In spite of all these difficulties for which specific
requirements will be set, in principle, all the
international transfers towards NDCs will be
subject to corresponding adjustments, although
during the last two summits it was mainly this
aspect that caused a failure of the talks. To
a large extent, this was a consequence of the
negotiation position of Brazil which did not want
to allow such a possibility for credits generated
under Article 6.4, claiming that this mechanism
was not linked to the NDC of the Party hosting
projects. According to such a position, Article 6.4
would generate credits in a vacuum, as it were, as
was the case with the CDM mechanism in which

Brazil actively participated.

An important element, which needs to be specified
as part of the further work programme, will be the
manner of accounting for single-year targets, as
the target of this type can be seen quite often in the
Parties” NDCs.

An important element, which needs to be
specified as part of the further work programme,
will be the manner of accounting for single-year
targets, as the target of this type can be seen
quite often in the Parties’ NDCs. If the large-scale

use of international transfers were only allowed

® Ang. Carbon Offsetting and Reduction Scheme for International Aviation.
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in the final year of the NDC period, this would
not reflect the course of emission trajectories in
previous years; therefore, it will be necessary to
apply a certain way of averaging, based on the
number of yearsin the NDC period, or to designate
an indicative trajectory, or even an emissions
budget for the successive years of the period, in
order to ensure the environmental integrity of the

approach.

An element also worth mentioning within the
Article 6.2 guidance is one preventing the
banking” of newly generated units in the PA
scheme between the NDC periods. This element
caused particular controversies in the Kyoto
Protocol scheme, concerning, among others, the

banking of AAU units.

Ultimately, no taxin the form of a share of proceeds
for adaptation or any other tax designed to
contribute to overall mitigationin globalemissions
(OMGE) were imposed on transfers subject to the
rules under Article 6.2. Developing Parties strongly
pushed for this aspect until the very end, but the
final version of the text adopted only contained
the provisions inviting the Parties to make

contributions intended to finance adaptation.

The list of specific tasks adopted in the annex
to the guidance on Article 6.2 is quite long
and will require intensive work next year (and
perhaps even in the successive years, too), but
the adopted set of rules can still be regarded as
avery extensive one, bearing in mind how difficult

a subject matter of the negotiations it was.

Moving to the mechanism under Article 6.4, here,
too, quite a broad set of rules was adopted, called
the rules, modalities and procedures (RMP) in the
Annex to the Decision. Looking at the particular
RMP provisions, it is impossible not to see many
similarities to the CDM mechanism known from

the architecture of the Kyoto Protocol. So what

First of all, the mechanism under Article 6.4

has changed?

is open to all the Parties, so, in theory, it can also be

implemented in the territories of developed countries.

First of all, the mechanism under Article 6.4 is
open to all the Parties, so, in theory, it can also
be implemented in the territories of developed
countries. It is particularly important to note the
quite significant strengthening of the provisionson
how baselines should be established for activities

to be undertaken as part of this mechanism.

The mechanism under Article 6.4 is open to all the
Parties, so, in theory, it can also be implemented in the

territories of developed countries.

Baselines, as the reference levels, will determine
how many credits implemented activities will
generate. One of the main accusations against
CDM was that it made it possible to set hardly
ambitious baselines based on historicalemissions

levels. In the opinion of many, as a result, this led

7 In the Protocol nomenclature, but also in schemes of the ETS type, the banking of unused units or allowances means the possibility of moving
them to the next commitment/trading period for the purposes of their later use.

10$-PIB - KOBiZE — CAKE

107




G0,50 | The success of the negotiations on Article 6 of the Paris Agreement at COP26

to the approval of projects generating emission
reductions whichwere not considered “additional”
(in line with the additionality criterion® under the
Kyoto Protocol), i.e. those that did not go clearly
beyond the business as usual (BAU) reference
scenario. At present, there are many grounds
for ascertaining that new projects will more
rigorously establish their baselines, using such
criteria as benchmarks and the levels available

as part of the best available technology (BAT).

A 5% tax in the form of a share of proceeds for
adaptation and an additional 2% tax designed
to contribute to overall mitigation in global
emissions (OMGE) will be imposed on credits
issued as part of the mechanism under Article
6.4. It will consist in the mandatory cancellation
of a portion of credits issued so as also to ensure

going beyond the classical offsetting approach.

Another price for the adoption of the rules for
Article 6.4 (as well as the entire package of Article 6
of the PA) was that the provisions on the so-called
“transition” of the Kyoto Protocol was agreed. In
spite of the strong arguments of many developed
countries and also progressive developing
countries, it was finally agreed that the use and
registration under the Paris Agreement will be
allowed for both the issued certified emission
reductions (CERs), generated by existing projects
carried out as part of the CDM mechanism,
and also CDM projects themselves. In the case
of already issued CERs, this applies to those
generated by projects registered after 2012. The
available data® indicate that about 300 million
CERs may be at stake here. Their scale might

be larger if the registration of the existing CDM

mechanisms is allowed under the rules for the
Article 6.4 mechanism. If the maximum possible
supply from these projects in the period from 2021
to 2030 was considered, it could include more
than 2 billion units; still, such estimates should
be approached with reserve, since certainly not
all the projects will find their way into the Article
6.4 framework. There are time constraints on
their possible transition, the projects will have to
demonstrate compliance with new requirements
and account should also be taken of the political
pressure seeking resignation from the use of
these units, which has already appeared on
the international stage in the form of political

declarations signed by many countries.

Just asin the case of the guidance on Article 6.2 of
the PA, also in the context of the rules, modalities
and procedures for Article 6.4, the Parties will work
on detailed guidance. The new Supervisory Body
will also play an important role. Its task will be to
supervise the operation of the new mechanism
and it will consist of 24 members nominated
according to the UN key (the regional groups). In
2022, it is expected to meet at least twice. Some
doubts may arise as to whether this body will be
less political than the CDM Executive Board (CDM
EB), the members of which include persons who
are directly involved in the negotiations under the

UNFCCC Convention.

The issues related to the accounting of
international transfers subject to the rules for
Article 6.2 of the PA and the functioning of the
mechanism under Article 6.4. of the PA are also
important in the context of the recently popular

wave of voluntary emission offsetting schemes,

& The additionality criterion originates from the provisions of the Kyoto Protocol: “Reductions in emissions that are additional to any that would

occur in the absence of the certified project activity”.

° The potential impact of transitioning CDM units and activities to the Paris Agreement (https://www.oeko.de/en/publications/p-details/the-
potential-impact-of-transitioning-cdm-units-and-activities-to-the-paris-agreement ; (accessed on: 23.11.2021).
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gaining in strength as many private companies
make their declarations on their internal climate
neutrality targets. Before the COP26 outcomes
were known, the main two voluntary schemes,
offering projects and credits for offsetting
emissions, i.e. Verra and the Gold Standard,
had declared different approaches to the NDC
adjustment considered above, i.e. the issue of
“corresponding adjustment”. On the one hand, the
Gold Standard declared that the projects offered
as part of its portfolio and the credits which they
generated, even if they were used for voluntary
purposes, would seek to appropriately adjust
the emission levels in the NDCs of the countries

hosting such activities.

The issues related to the accounting of international
transfers subject to the rules for Article 6.2 of the PA and
the functioning of the mechanism under Article 6.4. of
the PA are also important in the context of the recently

popular wave of voluntary emission offsetting schemes,

On the other hand, Verra took the position that,
given the absence of a clear guidance from the
COP, there was no obligation to use the credits
for purely voluntary purposes. The final solutions
of COP26 left some ambiguities in this respect.
Whereas it is clear that the transfers authorised
by states, including those to be counted
towards the NDCs and international mitigation
targets (i.e. CORSIA), should always be subject
to corresponding adjustments, in contrast, in
the case of their use for voluntary targets, in

the absence of authorisation by a given state,

10$-PIB - KOBiZE — CAKE

there is no obligation to apply a “corresponding
adjustment”. This would mean that it would be
up to a given state to to decide whether the
voluntary markets (and the companies using
them in the territory of a given state) will have
the appropriate authorisation and obligation
to reflect the generated and used credits in the

context of the NDCs.

Itis also important to mention the third element of
Article 6 of the PA, i.e.the frameworkfor non-market
approaches (NMAs), and the work programme
established for these approaches in Glasgow.
As a result of the pressure from developing
countries, a dedicated body, called the Glasgow
Committee, was established to monitor this issue;
still,itwillbe asort of softinfrastructure, functioning
as a discussion forum on the sidelines of the
UNFCCC negotiation sessions. The initial stages
of the programme will entail the submission and
consideration of examples of the non-market
approaches applied by the Parties and what will
happen later remains an open question. Itis clear
that developing country States will push for the
mobilisation of additional financing of activities
of this type as part of this negotiation path. On
the other hand, developed countries, afraid of
the potential overlap of the issues considered,
among others, as part of the negotiation paths
on finance and transfer of technology, will seek
to maintain the framework mentioned above,
as a form of an exchange of information on

examples of activities undertaken by the Parties.
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Conclusion

How should the rules adopted for Article 6 of the
PA be evaluated as a whole? Given the complexity
of these issues, as well as the complications and
delays in adopting the basic rules, the package
adopted in Glasgow should be assessed as
quite a significant success, although adopted
and encumbered with certain risk areas. When
the emotions related to COP26 subside, many
Parties will calmly analyse its outcomes from the
perspective of their national interests and draft
a strategy for the successive negotiation rounds
intended to specify the particular aspects of the
package. Bearing this in mind, it should be pointed
out the actual implementation and the launch of
specific measures under Article 6 of the PA can
still take some more time, even in spite of certain
pilot actions which have already been carried
out. How will the rules which were ultimately
adopted in Glasgow affect the environmental
integrity of the PA and how will they contribute to
maintaining an appropriate level of ambition will
most likely be the subject matter of analyses only

at the end of the present decade.
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Abstract

The European Union has taken successive
budgetary and programming commitments to
increase funding for climate action, including
the rule that at least 25% of the budget resources
should be allocated for this purpose. Other
resources will be provided from such funds as
InvestEU, the Innovation Fund, the Modernisation
Fund, the Just Transition Mechanism, the revenues
to the budgets of Member States from the auctions
of emission allowances (EUAs), as well as the LIFE
and Horizon Europe Programmes. The resources
mobilised to alleviate the negative economic
and social impacts of the COVID-19 pandemic will
also be important. Given the scale of challenges,
it will be necessary to continue the national
programmes, ie. “M6j prqd” (My Electricity),

or support from private investors.
The policy background

The large importance of climate action at EU level
is demonstrated not only by the Paris Agreement
reached due to substantial efforts of the EU or its
active leadership in the international negotiations
under the UNFCCC, but primarily by the allocation
of a huge part of its budget for these objectives. In
the perspective for 2014-2020, it was 20% of the EU
budget. In the next EU long-term budget for 2021-

27, the Commission proposed that at least 25% of

Stawomir Skwierz

the EU expenditures should be spent on actions in
this area. This commitment to further strengthen
climate action, reiterated in the Communication
on the European Green Deal of 11 December
2019, reflects the long-term ambition of the EU to
achieve climate neutrality by 2050. The array of
financial mechanisms is very wide. For example
in 2019 more than 94% of EU funds for climate
action came from programmes for growth and
jobs, including research and innovation, cohesion

policy and natural resources, such as agriculture.

For example in 2019 more than 94% of EU funds for
climate action came from programmes for growth
and jobs, including research and innovation, cohesion

policy and natural resources, such as agriculture.

In the next budget perspective, the existing
support schemes will be used, but also new ones
will be established, focusing on specific actions
enabling the achievement of reduction targets.
The resources mobilised to alleviate the negative
economic and social impacts of the COVID-19

pandemic will also be important.

The EU funds are the largest source of financial
resources allocated for investments and actions
to implement the energy transition in Poland.

About 80% of the EU funds are allocated via

! Portal Funding and Tenders (https://ec.europa.eu/info/funding-tenders/how-eu-funding-works/how-get-funding/find-funding-opportunity_pl;

accessed on 12.08.2021).
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programmes which EU Member States manage
themselves. In the case where the EC directly
manages funds, it does so, among others,
by awarding grants or public contracts'. In order to
be awarded co-financingfor a projectcontributing
to the implementation of EU programmes and
strategies, first, information on the call under
a specific programme and the invitation of the
supervisory institution to submit applications for
co-financing have to be found. One can use the
search engine for applications for co-financing

available on the EC welbsite

Below we present only selected mechanisms
which, in our opinion, will be of key importance at

both European, national and local levels.

EU-level programmes

The Invest EU Programme

The InvestEU is a new EU investment instrument,

which will replace, in principle, the Investment Plan

for Europe (the so-called Juncker Plan), including

the European Fund for Strategic Investments (EFIS).
Just as in the case of the EFIS, the aim of InvestEU
is to fill in an investment gap and to improve the
investment level by providing EU guarantees for
lending from the European Investment Bank (EIB,
national development banks (Bank Gospodarstwa
Krajowego (BGK) in Poland) and other financial

institutions.

It is envisaged that under the Programme an
amount of about EUR 32.5 billion in the form of EU
guarantees will be allocated; it is expected that it
will mobilise about EUR 400 billion for investments
across the EU. The main priorities of expenditures
will include not only the recovery of the economy
after the crisis, but also the implementation
of long-term EU objectives, ie. infrastructure,
research, innovation, digitisation, support for
small and medium-sized enterprises and social
objectives. Importantly, at least 30% of the funds is

to be allocated for climate action.

FIG. 1. THE MAIN OBJECTIVES OF THE INVEST EU PROGRAMME FOR 2021-2027.

2021-2027

RESEARCH, INNOVATION
AND DIGITISATION

Source: European Commission.

8~
a8 8

\a/

SOCIAL INVESTMENT
AND SKILLS

2 The search engine for submitting applications for co-financing https://ec.europa.eu/info/funding-tenders/find-funding/find-calls-funding-

topic_pl; accessed on 12.08.2021).
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The Horizon Europe Programme

The EU Horizon Framework Programme (previously
Horizon 2020 and now Horizon Europe) is the
largest programme for funding research and
innovation in the EU’s history, focusing on three
key areas: an excellent science base, a leading
position in industry and innovation. The aim of
the Programme is to support the development
of science and advanced technologies which
would stimulate economic growth. The budget
for 2021-2027 is about EUR 95.5 billion, so it is about
30% more than the amount of funds provided
under the previous perspective. In order to
illustrate the scale of climate expenditures, under
the financial perspective of Horizon 2020 35% of
the total budget of the Programme was allocated
for them. Under the present perspective, as part

of the “Climate, Energy and Mobility” cluster,

the scale of research and innovation will be
enhanced in climate-related fields and European
enterprises will be provided with access to
needed data and technologies. One of the
important elements of the Horizon Programme is
its close cooperation with other EU programmes,
such as InvestEU, Erasmus+ cohesion policy,
Digital Europe, structural and investment funds,
the Connecting Europe Facility and the Recovery

and Resilience Facility.

Horizon provides support for innovation in

the scope of prototype building, testing,

type
approval of products and their market replication.

demonstration, modelling, large-scale
The funds under this Programme can be mainly
sought by consortiums (consisting at least of
three legal entities from at least three Member

States).

FIG. 2. THREE MAIN PILLARS OF SUPPORT UNDER THE HORIZON EUROPE PROGRAMME FOR 2021-2027.

Pillar 1 Pillar 2

Excellent Science

Global Challenges and
European Industrial

Pillar 3

Innovative Europe

European Research Council
Marie Sktodowska-Curie
Actions

Research Infrastructures

Clusters

Competitiveness

Health

Culture, Creativity and
Inclusive Society

Civil Security for Society
Digital, Industry and Space
Climate, Energy and Mobility
Food, Bioeconomy, Natural
Resources, Agriculture and
Environment

Joint Research Centre

Widening Participation and Strengthening the European Research Area

Widening participation and spreading excellence Reforming and Enhancing the European R&I system

European Innovation Council

European innovation
ecosystems

European Institute of
Innovation
and Technology

Source: European Commission.
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The LIFE Programme

The LIFE Programme is the only EU financial
instrument which is solely dedicated to co-
financing of projects for environmental protection
and climate action (about 61% of its resources are
to be allocated for the latter field in the period
from 2021 to 2027). Its main goal is to support the
process of implementing broadly understood

European environmental policy, to deliver on

the EU policy in this area and also to identify
and promote new solutions to environmental
problems. In accordance with the European
Green Deal, the actions under the LIFE Programme
should comply with the “Do no harm” rule.
The budget of the perspective for 2021-2027 is
EUR 5.4 billion, so this is about EUR 2 billion
more than in the previous period. Table 1 shows
the scope and specific objectives of the LIFE

Programme.

TABLE 1. THE SCOPE OF THE LIFE PROGRAMME AND THE SPECIFIC OBJECTIVES OF ITS PRIORITY AREAS
(2021-2027).

The field “Environment”

The field “Climate Action”

e Nature and biodiversity
e Circular economy and quality of life

Source: Ministry of Climate and Environment.

The beneficiaries of the LIFE Programme may
be any entities registered in the territory of
an EU Member State, including, territorial self-
government units. The standard rate of the co-
financing for a LIFE project by the Commission
is up to 60% of the value of eligible costs. In
addition, Polish applicants can seek co-financing
for their projects from the national resources of
the National Fund for Environmental Protection
and Water Management, to complement the
financial assembly for the project to cover even

up to 95% of eligible costs.

 Climate change mitigation
and adaptation
* Clean energy transition

The European Union Emissions Trading

System

EThe European EU ETS System provides increasingly
largeresources for climate action duetothe growing
EUA emission allowance prices, the phasing of free
allocation and an increased share of resources
for funding climate policy from auction proceeds.
Both the current EU ETS Directive® and the proposal
for its revision of 14 July* contain financial support
mechanisms, i.e. specified objectives of the use of
budget proceeds from allowances auctions, the
Funds: the Investment Fund, the Modernisation Fund

or the newly proposed Social Climate Fund (SCF).

3 Directive of the European Parliament and of the Council (EU) 2018/410 of 14 March 2018 amending Directive 2003/87/EC to enhance cost-
effective emission reductions and low-carbon investments, and Decision (EU) 2015/1814, OJ L 76/3.

4 Proposal for an amendment to the EU ETS Directive (https://ec.europa.eu/clima/eu-action/european-green-deal/delivering-european-
green-deal/increasing-ambition-eu-emissions-trading_en; accessed on 12.08.2021).
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In accordance with the EU ETS Directive now in
effect, Member States should use at least 50% for
climate objectives. The amendment proposed by

the European Commission in July 2021 is significant,

EUR 10 billion (depending on EUA prices), whilst the
proposal for an amendment to the EU ETS Directive
supplies additional allowances to the already

existing pool.

since it provides that all the proceeds from the

The objectives of the funding include:
sales of allowances by EU Member States should

be spent for those objectives. In Poland's case, and

Innovative  low-carbon  technologies

since the beginning of the sales of greenhouse processesinenergy intensive industries, including

gas emissions at auctions, about PLN 20.5 billion products substituting carbon intensive ones;

went to the state budget. Without these revenues,

itwould not be possible to finance programssuchas ~ * €arbon capture and utilisation (ccu);

“Moj Prad” (My Electricty) or thermal modernisation . .
e Construction and operation of carbon capture

rogrammes.
prog and storage (CCS);

The Innovation Fund (IF) is one of the worlds’ ) .
* Innovative renewable energy generation;

largest funding programmes for demonstration of
innovative low-carbon technologies. In the period ¢ Energy storage.

from 2020 to 2030, its budget may reach approx.

FIG. 3. MAP OF PROJECTS CO-FINANCED UNDER THE INNOVATION FUND AS OF JULY 2021.

Successful projects underthe  ©
innovation Fund as of July 2021*

0
Green: Small-scale projects invited for grant preparations (32 projects**) o]
i - 2 . . % o
Blue: projects proposed for project development assistance (15 projects*) %9 @}j} 5
ofues andbrefner 7
Biofuels and biorefineries Other energy storage K:f

(9 Bio-electricity

Pulp and paper

X:E Chemicals

@ €0, transport and storage

%:9 Hydrogen [;»"u* Refineries

-

@\‘& Intra-day electricity storage B% Renewable heating/cooling

/37’ Iron and steel % Solar energy %.’? e, @ é o0
P % e
4{ Non-ferrous metals “’@’ Wind energy @’} &8 go e}
" 2 oS’
@g Glass, ceramics and construction material s @ n'OD?

*Projects offered a grant under the first call for small-scale projects and project development assistance under the first call for large-scale projects.
**The number of symbols is higher than the number of projects, as some projects are implemented in multiple locations.

Source: European Commission.
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The aim of the Modernisation Fund (MF) is
to modernise the energy sector in countries

facing the biggest challenges related to the

implementation of the EU targets for CO, emission
reductions. What is important, the MF cannot be

used for financing any type of fossil fuels.

TABLE 2. TYPES OF INVESTMENT UNDER THE MODERNISATION FUND.

_ Priority investments Non-priority investments

Support areas e RES

* energy efficiency

» energy storage

* modernisation of energy

networks

e just transition

Maximum support rate

Share from the MF pool

recent EC proposal)

Type of investments

Support schemes

Source: CAKE

The operator of the Modernisation Fund in Poland is
the National Fund for Environmental Protection and
Water Management (NFEP&WM). In Poland’s case,
the priority investments approved in 2021 include
smart meter infrastructure, the development
of power grids for electric vehicle car charging

stations and energy efficiency in existing buildings®.

In addition, in its proposal of July 2021, the
Commission proposed the establishment of the
Social Climate Fund, with the aim of financing
Member States’ plans concerning the social

aspects of emission allowance trading in the areas

up to 100% of eligible costs

At least 70%* (*80% in the most

Individual investments

e Other types of investments
consistent with the MF objectives

e The Fund cannot support fossil
fuels (except for district heating
networks in Bulgaria and

Romania)

Up to 70% of eligible costs
The remaining costs to be financed

from private sources

Up to 30%*

Individual investments

Support schemes

of buildings and road transport, with particular
emphasis on households, micro-enterprises and
transport users. The resources of the new Fund
would correspond to 25% of the expected revenues
from the new emission trading scheme in the
period from 2026 to 2032 (established for buildings
and road transport) and would be spent on the
basis of social climate plans submitted by Member
States. Poland could obtain 17.61% of the pool of the
resources, including EUR 4.2 billion in the period
from 2025 to 2027 and EUR 8.5 billion in the period
from 2028 to 2032.

5 Pressrelease from the EC on the disbursement of MF resources (https://ec.europa.eu/clima/news-your-voice/news/modernisation-fund-first-
eur-304-million-support-climate-neutrality-3-beneficiary-countries-2021-08-06_en; accessed on 12.08.2021)
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European Funds

The European Funds for 2021-2027 for Poland
provide EUR 72.2 billion under Cohesion Policy, which
includes the following Funds: the European Regionall
Development Fund (ERDF), the Cohesion Fund (CF),
the European Social Fund Plus (ESF+) and the Just
Transition Fund (JTF). The Common Fisheries Policy
includes the European Maritime and Fisheries
Fund (EMFF). The basic document which defines
the cooperation between the EU and Poland is the
Partnership Agreement (PA)S. It is the strategy for the
use of European Funds which has been agreed with

the European Commission.

The European Funds for 2021-2027 for Poland
provide EUR 72.2 billion under Cohesion Policy,
which includes the following Funds: the European
Regional Development Fund (ERDI), the Cohesion
Fund (CF), the European Social Fund Plus (ESF+)

and the Just Transition Fund (JTF).

From the climate action point of view, the most
important national program will be the European
Fund for Infrastructure, Climate and Environment
(FENIKS), which will be the successor to the Operating
Programme Infrastructure and Environment (POIiS).
The main objectives of the Programme include
support for the development of the low-emission
economy, environmental protection and climate
change mitigation and adaptation. FENIKS will also
support transport investments and co-finance

health care and cultural heritage. The planned

budget of the Programme is more than EUR 25 billion.

The Just Transition Fund

In accordance with the assumptions of the EC,
the Just Transition Mechanism (JTM) is envisaged
to be the financial arm of the European Green
Deal, enabling the mobilisation of at least EUR 100
billion in the period from 2021 to 2027 to support the
process of transition to climate neutrality. It will be

based on three pillars:

e The first pillar will be the Just Transition Fund
(JTF), the budget of which has been adopted
at a level of EUR 17.5 billion.

e The second pillar will be the InvestEU

Programme (as described above).

e The third pillar will be a lending mechanism

managed by the EIB.

The Just Transition Fund will finance projects
initiated by regional and local stakeholders,
designed to meet the needs of regions and,
primarily, to mitigate the adverse social and
economic impacts of a shift away from coal.
The condition for the award of resources from the
JTF is the preparation of a transition plan for the
voivodship which is eligible for the Programme.
In Poland, 6 coal regions were identified: Slgskie,
DolnoSlgskie, Wielkopolskie, todzkie, Lubelskie
and Matopolskie voivodships. The diagram below

shows the key elements of territorial just transition

plans:

6 The Partnership Agreement [in Polish] (https://www.funduszeeuropejskie.gov.pl/media/97650/umowa_partnerstwa_broszura_wersja_

dostepna.pdf; accessed on 12.08.2021)
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FIG. 4. KEY ELEMENTS OF TERRITORIAL JUST TRANSITION PLANS (TJTPS).

Mandatory elements
of TUTPs

Source: CAKE.

The European Commission has proposed the
allocation of EUR 8 billion from the JTF for the
regions affected by the impacts of the energy
transition in Poland, meaning that our country will

be the largest beneficiary of this mechanism.

National Programmes
The National Recovery Plan (NRP)

The NRP was established to use the Recovery
and Resilience Facility (RRF), which provides for
EUR 750 billion of assistance for Member States.
Poland is the fourth largest beneficiary of this
programme. Our country is expected to receive
EUR 231 billion in the form of non-returnable
grants and EUR 34.2 billion in the form of loans.
The NRP is a comprehensive programme of

reforms and strategic projects. Its aims include

10$-PIB - KOBIZE — CAKE

the strengthening of the economic resilience
and the building of the potential of the Polish
economy for the future. Its resources are to
be spent on investments in the areas of key
importance for the EU, i.e. infrastructure, transport,
energy, environment, innovation, digitisation,
health, society and territorial cohesion. To date,
regions and ministries have submitted 1200
projects for the NRP. The largest pool of resources
is to be allocated for the energy transition (more
than 90%). It is envisaged that the first resources
under the NRP will be released in early 2022. The
Programme is to last until 2026. The “My Power”
and “Clean Air" Programmes will be implemented

with the resources under the National Recovery

Plan (NRP).
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The “Clean Air” Programme

“Clean Air" is the first nationwide Polish
programme of subsidies to the replacement of
old heating stoves and thermal modernisation of
single family houses. Its main aim is to combat
smog in cities and rural areas, thus indirectly
contributing to greenhouse gas emission
reductions. The budget of the Programme is PLN
103 billion in the period from 2018 to 2029. Under
the “Clean Air" Programme, grants are envisaged
for the replacement of old, inefficient solid fuel-
fired stoves and the insulation of houses, covering
30-50% of the total project costs. The support
rate depends on the type of a project; moreover,
higher grant rate may be applied when the most
efficient solutions are used. The highest grants
are envisaged for the installation of heat pumps.

Financial support can be obtained for:

* the replacement of old, solid fuel-fired heating
stoves by environmentally friendly heat sources

meeting the requirements of the Programme,

e central heating and hot domestic water

installations,
e mechanical ventilation,
e photovoltaic micro-installations,

e the insulation of houses and the replacement
of windows and doors (costs of materials and

labour).

The “Moj Prad” (My Electricity)

Programme

The “MOj prgd” Programme is a dedicated

instrument supporting the development of

prosumer energy generation, in particular, the
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segment of photovoltaic micro-installations
(PV of 2-10 kw), implemented in the period from
2019 to 2025. The beneficiaries of the Programme
include natural persons producing electricity
to meet their own needs who have signed
comprehensive contracts governing the issues
related to the supply of the electricity generated
in micro-installations to the grid. The budget
for the implementation of the objectives of the

Programme is PLN 1 billion.

Conclusion

The success of the EU as a global actor and partner
in climate action entails not only the publication
of such communications as the one on the
European Green Deal, but also the appropriate
use of financial outlays on which the pace of the
implementation of green investments depends. In
order to deliver on its ambition, the EU must take
specific financial steps, including climate action,
apply the “Do no harm” rule and actively meet its

commitments under the Paris Agreement.

In order to deliver on its ambition, the EU must take
specific financial steps, including climate action,
apply the “Do no harm” rule and actively meet its

commitments under the Paris Agreement.
The European institutions make successive
budgetary and programming commitments to
increase the funding for climate action, including
the adoption of the rule that at least 25% of the
budget resources should be allocated for this
purpose, which is undoubtedly unprecedented at
global level. While resources from the EU budget

play a key role in implementing a sustainable
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energy transition, additional and substantial
resources from other public and private sources
will still be needed, as has been repeatedly
emphasized by Vice-President of the European
Commission Frans Timmermans, and others.”
Important actions include those under the EU
programmes and their uses at both global and
European levels, as well as in particular Member
States. An important aspect in the funding for
these actions is their appropriate orientation in
geographical terms and on the relevant target
group, so as to respond to the most urgent climate

problems, in particular, in low-income countries,

such as Poland.
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Abstract

The article describes the purpose and operating
mechanism of the Modernisation Fund established
pursuant to an amendment to Directive 2003/87/
EC. The Fund was designed as a transformative
instrument intended to transform the energy
systems of the beneficiary Member States towards
a phase out of fossil fuels. The establishment
of the Fund is expected to contribute to the
implementation of the target of a greenhouse gas
emission reduction by 55% in 2030 from 1990 levels

which has been set out at EU level.

The Authors present the key assumptions of the
operation of the Fund, including the types of
investments to be supported from this source and
the rules for the allocation of resources for them.
They also describe the procedure of support,
including the Polish and European stages of this
procedure and the tasks of particular institutions

participating in this process.

Author:

Piotr Swiat

The foundations of the operation of the
Modernisation Fund under the ETS

Directive

An amendment to Directive 2003/87/EC establishing
a scheme for greenhouse gas emission allowance
trading within the Community and amending
Council Directive 96/61/EC? (hereinafter referred
to as the ETS Directive) of 2018 established the so-
called Modernisation Fund (hereinafter referred
to as the Fund)?. It should be pointed out, however,
that the establishment of this Fund was announced
at a meeting of the European Council in October
2014.4 In its Conclusions, the Council presented the
general assumptions of the operation of the Fund
and the main objectives of the financing of projects

from this source.

The operation of the Fund was planned for the
period from 2021 to 2030. Its most important goal
is to support the achievement of the target of
a greenhouse gas emission reduction by 55% in
2030 from 1990 levels which has been set out at EU

level. The Fund is solidarity-lbbased and has been

' The article was prepared as part of the Project “Knowledge base on climate change and adaptation to its effects and channels of its
dissemination in the context of increasing the resilience of the economy, environment and society to climate change, and counteracting and
minimising the effects of extraordinary threats”, co-financed from the Operational Programme Infrastructure and Environment 2014-2020.

2 Directive 2003/87/EC of the European Parliament and of the Council of 13 October 2003 establishing a scheme for greenhouse gas emission
allowance trading within the Community and amending Council Directive 96/61/EC, OJ L 275, 25.10.2003, p.1, as amended.

3 Directive (EU) 2018/410 of the European Parliament and of the Council of 14 March 2018 amending Directive 2003/87/EC to enhance cost-
effective emission reductions and low-carbon investments, and Decision (EU) 2015/1814, 0J L 76,19.03.2018, p. 3.

4 See the Conclusions of the European Council of 24 October 2014. Conclusions on 2030 Climate and Energy Policy Framework 2030, SN 79/14
(paragraph 2.7).
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established to benefit Member States which had in
2013 a GDP per capita below 60% of the EU average.
It will support the transition of these Member States
on the EU's path towards the achievement of its
target of climate neutrality. The Fund will be used
by ten Central and Eastern European countries,

including Poland.

The Fund is a transformative instrument and
it is expected to stimulate the development of
investments intended to transform the energy
systems of the beneficiary Member States towards
a phase out of fossil fuels, the achievement of
significant energy savings and the building of the

energy generation system based on renewable

The Fund is a transformative instrument and it is

energy sources.

expected to stimulate the development of investments
intended to transform the energy systems of the
beneficiary Member States towards a phase out of
fossil fuels, the achievement of significant energy
savings and the building of the energy generation
system based on renewable energy sources.
The ETS Directive left a small margin of freedom
to Member States as regards the objectives of
spending the Fund resources; still, it should be noted
that, in addition to investments to modernise the
energy system and to improve energy efficiency, the
Fund resources should also be used to implement
small-scale projects, which means that financial
support can be obtained for such investments as
e.g. the thermal modernisation of existing single
family houses, the modernisation of district heating
sources and networks, the development of low-

emission distributed energy sources etc. However,

the key constraint on the type of projects which
can be supported from the Fund resources is the
exclusion of financing for units which generate

energy using fossil fuels®.

The ETS Directive also introduced constraints on the
intensity of support for specific types of investments.
Atleast 70% of the Fund resources must be allocated
to investments in the so-called priority areas which,
in accordance with the ETS Directive, include,
among others, renewable energy sources, the
improvement of energy efficiency, energy storage,
electricity and district heating networks, as well as
support for a so-called just transition. At most, 30%
of the Fund resources can allocated to the other
areas. Moreover, the projects in priority areas can
expect to be co-financed to the extent of even 100%
of the investment costs, whereas the rate of support

for other projects can be up to 70%.

The Modernisation Fund will be supplied with the
revenues from the sales of emission allowances
(EUAs) representing 2% of the total EU pool. The
amount at the disposal of the Modernisation Fund
dependsonthe market price of emission allowances
in the EU ETS system. The higher the allowance
price is, the more resources the Fund will have
and, as a result, Member States will have a larger
budget for investments. Each Member State which
is a beneficiary of the Fund has its specific share in
the pool of the Fund resources® (so-called national

envelopes).

The proceeds from the sales of more than 119.6
million allowances will be allocated to Poland. At the
same time, Poland will be the largest beneficiary

of the Fund, having at its disposal more that 43%

°® The exclusion of the possibility to fund energy facilities burning hard coal does apply to installations making up an efficient and sustainable
district heating system in Member States, but only certain countries meet this condition (Bulgaria and Romania).

¢ Poland'’s share is 43.41%, whilst the shares of other Member States that are the beneficiaries of the Funds are as follows: the Czech Republic -
15.59%, Romania —11.98%, Hungary — 7.12%, Slovakia — 6.13%, Bulgaria — 5.84%, Croatia — 3.14%, Estonia — 2.78%, Lithuania — 2.57% and Latvia — 1.44%.
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of the pool of the Fund resources’. As indicated by
projections, the value of the share of our country

in the total budget of the Fund will be about

The financial resources at disposal of Member
States in the Fund will be transferred in equal annuall

volumesineachyearinthe period from 2021to 2030™.

The European Investment Bank (EBI) is expected
to ensure that allowances are sold at auctions on
the common auction platform, in accordance with

Article 10(4) of the ETS Directive, and will also be

PLN 17 billion.2

At the same time, Poland will be the largest beneficiary responsible for the management of revenues, their

of the Fund, having at its disposal more that 43% of the )
. i o o allocation and transfer to Member States.
pool of the Fund resources. As indicated by projections,

the value of the share of our country in the total budget

The design of
of the Fund will be about PLLN 17 billion.

the management of the
Modernisation Fund is based on cooperation

However, Member States could increase their shares between national and EU institutions. The Fund

in the pool of the resources at the disposal of the  will be managed by Member States that are the

Fund, by using for this purpose part or the whole of: beneficiaries of the Fund, with the participation

of the European Investment Bank (EIB), which

e the pool of free emission allowances which , , )
will take part in the proposal selection process.

could be allocated to the energy sector in ) .
The Investment Committee, consisting of the

return for modernisation investments (under .
representatives of ten Member States that are the

Article 10c of the ETS Directive) and
) beneficiaries of the Fund, three Member States that

are not beneficiaries, the EIB and a representative

e the pool of allowances to be auctioned

which were allocated to the Member State ©f the European Commission. The representative of

the EC will chair the work of the Committee.

The Fund will be managed by Member States that are

for the purposes of solidarity, growth and
interconnections within the Union (under Article
10(2)(b) of the ETS Directive)®.

The decisions to increase the size of the national

envelopes were subject to time limits. Member  the beneficiaries of the Fund, with the participation of

States had to communicate their decisions to the the European Investment Bank (EIB), which will take

o part in the proposal selection process.

Commission by 30 September 2019 at the latest and L . .
I'he Investment Committee,

also to specify how many additional allowances

they intended to transfer to their shares in the Fund.

7 Source: https://modernisationfund.eu

8 K. Sobczak, J. Ojczyk, Ustawa podpisana, mozliwe bedzie wsparcie z Funduszu Modernizacyjnego dla energetyki (The Act has been signed so
support from the Modernisation Fund will be available for the energy sector [in Polish]), an article in the online service available via the link:
(https://www.prawo.pl/biznes/transformacja-energetyczna-nowy-fundusz-ma-wspierac-zmiany,506873.html; accessed on: 8.08.2021).

¢ Astheresult of their exercise of such aright, 5 Member States have increased the size of their national envelopes in the Fund. Romania and the
Czech Republic have transferred the most allowances to the Fund (respectively, more than 167 million and more than 150 million allowances).
As aresult of this, these states have at their disposal almost twice as large a volume of allowances to be auctioned for use to finance national
investment projects than Poland has. Poland has not used this possibility. Source: https://modernisationfund.eu

© On 6 August 2021, following a positive decision of the European Commission, the European Investment Bank made the first disbursements
from the Modernisation Fund. A total of EUR 304.43 million were released to three states: the Czech Republic (EUR 202 million), Hungary (EUR
11.43 million) and Poland (EUR 91 million). They will be used to finance six investment proposals which were confirmed as priority investments.
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The arrangement of competence between these
decision-making bodies will not only affect the
organisational performance of the Fund, but
also determine the objectives of support. In this
arrangement, the role of the EIB will be limited to
ensure that those schemes and projects that
contribute the most to the implementation of EU

climate policy are prioritised.

The arrangement of competence between these
decision-making bodies will not only affect the
organisational performance of the Fund, but also
determine the objectives of support.

The EU institutions leaves its marks role in the
proposal selection procedure. This procedure
is different depending on the area concerned.
Projects which fall within priority areas are subject
to an assessment by the EIB, which confirms
that they fall within some of these areas. After it
receives such a position of the EIB, a Member State
can decide to finance the investment from its
share in the Fund. In this procedure, the Investment
Committee is only informed of the confirmation of

the investment by the EIB and itis no longerinvolved

in the assessment of the investment proposal.

Investments which do not fall within priority areas
are subject to stricter scrutiny by the Investment
Committee and the EIB, including an assessment
of their technical and financial viability and the
emission reductions to be achieved by them. In this
procedure, the Investment Committee issues its
recommendation concerning the financing of the

investment from the Modernisation Fund. The EIB

transfers resources to Member States only on the
basis of a disbursement decision which is taken by

the EC.

The Member State concerned is responsible for
supervision over the implementation of projects
funded from the Fund resources. Moreover, Member
States are free to decide on the rules for the
distribution of the funds which make up their share
in the Fund resources. For instance, in this scope
they can establish dedicated support schemes or
they can also use the Fund resources to support

other, existing aid schemes.

The mechanism of the
co-financing of investments from the Fund
resources under the Act on the Emission

Allowance Trading System

The national procedure for co-financing of
investments from the Modernisation Fund resources
was regulated by the new Chapter 8a of the Act of
12 June of 2015 on the Greenhouse Gas Emission
Allowance Trading System (Official Journal of the
Laws of 202], Items 332 and 1047; hereinafter referred

to as the Trading System Act)".

Following the ETS Directive, the national legislation

distinguishes  between two categories  of
investments which can be supported from the Fund
resources, i.e. investments in the priority areas to
which atleast 70% of the pool of the funds at Poland’s
disposal must be allocated and investments in the
non-priority areas®? In accordance with the Trading
System Act, investments of both categories will be
implemented in the form of priority schemes by the

NFEP&WM.

" The Act of 12 June of 2015 on the Greenhouse Gas Emission Allowance Trading System (official Journal of the Laws of 2021, Items 332 and 1047).

2 The division into “priority investments” and “non-priority investments” originates from Commission Implementing Regulation 2020/1001 and
although it is also present in the Polish legislation they are not called so directly.
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The catalogue of priority areas laid down in the new
Article 50a(l) of the Trading System Act essentially
coincides® with the catalogue contained in Article
10d(2) of the ETS Directive. In particular, it includes
projects to generate and use energy fromrenewable
sources, energy storage, modernisation of energy
networks or support for just transition in regions
dependent on fossil fuels, i.e. the investments which
the European legislator considers to be the most

important from the point of view of the objectives

of the Fund.

The catalogue of priority areas in particular includes
projects to generate and use energy from renewable
sources, energy storage, modernisation of energy
networks or support for just transition in regions
dependent on fossil fuels, i.e. the investments which
the European legislator considers to be the most
important from the point of view of the objectives

of the Fund.

Any other investments which are not listed in Article
50a(l) of the Trading System Act (and in Article
10d(2) of the ETS Directive) which aim to modernise
the national energy system and to improve energy
efficiency can also be supported from the Fund
resources (investments in non-priority areas), but
not more than 30% of the funds constituting Poland’s
share can be allocated to these investments.

Moreover, it should be borne in minds that
investments in non-priority areas can receive not
more than 70% of their implementation costs from
the Fund resources, whilst the other costs should

covered by private entities. The Trading Scheme

Act has introduced the prohibition of financing the
remaining costs of the investments from public

resources.

Irrespective of the areq, investments supported
from the Fund cannot involve units generating
energy from solid fossil fuels (i.e. hard coal, lignite
and peat). This is a constraint on the activity carried

out by an entity which can possibly seek support.

This means that eg. carbon dioxide capture
projects (CCS or CCU) in coal-fired power plants
or energy storage systems associated with such
generating units may not be financed from the
Fund resources. In contrast, projects carried out as
part of conventional energy generation which are

based on other fossil fuels (e.g. gas) are eligible for

Thus, it excludes the possibility of financing any

support.

facilities and related projects, if due to the specificity

of their operation they use solid fossil fuels.
Thus, it excludes the possibility of financing any
facilities and related projects, if due to the specificity
of their operation they use solid fossil fuels. The Act
confers a key role in the procedure for financing
projects from the Fund resources to the National
Operator of the Modernisation Fund whose tasks are
carried out by the NFEP&WM (hereinafter referred to
as the Fund Operator).

The financing of investments from the Fund
resources is based on priority schemes. The call

for proposals of investments covered by these

3 However, it is important to note the wording in Article 50a(1)(4) of the Trading System Act, which can lead in practice to a wider interpretation of
the catalogue contained in Article 50a compared with the catalogue in Article 10d(2) of the ETS Directive. The provision in question provides that
the Fund resources can be used to support investments in energy efficiency, including “in the sectors of transport, buildings, agriculture and
waste”, which can be understood to mean an open-ended catalogue, i.e. one allowing for the application of this provision to other sectors, too,
whereas Article 10d(2) of the ETS Directive enumerates them exhaustively. Without prejudging unequivocally that this regulation is inconsistent
with the current wording of the ETS Directive, it should be considered whether such opening of the catalogue in Article 50a(1)(4) of the Act has
been a deliberate action of the legislator.

10$-PIB - KOBiZE — CAKE 127




G0,50 | The mechanism for financing climate action projects from the Modernisation Fund resources

schemes is managed by the Fund Operator in the

competition or continuous modes. The Operator

Operator forwards such a scheme to the EIB for

confirmation of its compliance with Article 10d

places a notice of a competition and theregulations  of the ETS Directive. The scheme should contain

of the call for proposals on its website. a list of investments and information concerning

them, in line with requirements of Commission

The Management Board of the NFEP&WM is ) .
Implementing Regulation (EU) 2020/1001 of 9 July

responsible for the preparation of priority schemes*. : ) .
2020 laying down detailed rules for the application

They will be confirmed by the Supervisory Board . . .
of Directive 2003/87/EC of the European Parliament

after a prior agreement is reached with the Minister . .
and of the Council as regards the operation of

responsible for climate action. Similar solutions have L L
the Modernisation Fund supporting investments

been adopted in the Environmental Protection Law ) )
to modernise the energy systems and to improve

Act in respect of the use of other resources which - ,
energy efficiency of certain Member States'®.

are managed by the NFEP&WM, nevertheless the

procedure for the preparation of schemes financed  In the case where the scheme concerns the

from the Fund resources has its specificity. financing of investments falling within non-

priority areas, the Fund Operator also forwards

Specifically, the Trading System Act has imposed . ) )
it to the Investment Committee in order for

on the Minister responsible for climate action the ) ) . .
the Committee to issue its recommendation

obligation to seek the opinion of the Consultative L . . L
concerning its compliance with the objectives of

Council on each priority scheme to be funded ) )
the ETS Directive.

from the resources mentioned above'®.

The European stage of the procedure for the

The adoption of a priority scheme completes , , o
assessment of investments in priority and non-

the national stage of the procedure for the L ) _ )
priority areas which are also implemented in the

determination of the objectives of the financing . .
form of schemes is expected to lead to the issue

of investments from the Fund resources. The .
of a decision of the EIB to approve such a scheme

next stage — at EU level — involves the approval

or a recommendation from the Investment

by the EIB and the European Commission. If ) ) .
Committee. The abovementioned decision or

a scheme concerns the financing of investments ) ) . )
recommendation provide the basis for the issue

falling within a priority area referred to in Article ) .
of a disbursement decision by the European

50a(l) of the Trading System Act, the Fund o
Commission.

' The Trading System Act has imposed on the Minister responsible for climate action the obligation to prepare a list of investments financed
from the Fund resources in respect of which she/he intends to submit investment proposals over the next two calendar years. This list has an
indicative nature and its content is not binding in the procedure for the assessment of proposals or schemes submitted by the Member State
concerned.

5 The legislator has not decided to establish a mechanism for consultations of schemes with the public (in particular, entrepreneurs) or territorial
self~government units. Only a mechanism for consultations among the ministries making up the government has been created. In accordance
with the Trading System Act, the Minister responsible for climate action consults each proposal for a priority scheme with the Consultative
Council, consisting of the representatives of the Ministers heading 14 areas of the government administration and the representative of the
Government Plenipotentiary for Strategic Energy Infrastructure. The representative of the Fund Operator also takes part as an observer with no
voting rights in the work of the Council.

s Commission Implementing Regulation (EU) 2020/100 of 9 July 2020 laying down detailed rules for the application of Directive 2003/87/EC of the
European Parliament and of the Council as regards the operation of the Modernisation Fund supporting investments to modernise the energy
systems and to improve energy efficiency of certain Member States, OJ L 221 of 10.07.2020, p. 107.

128 10$-PIB - KOBIZE - CAKE




Commission

(EV)

2020/1001 provides, in principle, for common

Implementing  Regulation
regulations for investment proposals, irrespective
of whether they are submitted in the form of
schemes or individual proposals. In certain cases,
however, it provides for separate regulations for

schemes".

The Regulation provides for o mechanism
disciplining Member States in respect of the
deadlines for the submission of their proposals,
including  priority schemes under  which
investments are to be funded under the national
law. The mechanism consists in that an investment
proposal needs to be submitted for consideration
at an appropriately early date prior to one of the
biennial meetings of the Investment Committee
(respectively, six weeks before the meeting on
investments in priority areas and four weeks for
investments in non-priority areas). If a proposal is

submitted later it is considered in the next cycle.

It also provides for the situation where the EIB is of
the opinion that investment proposal do not fall
within priority areas. In such a case, the EIB informs
thereof the Member State not later than within four
weeks from submission of the proposal and states
the reasons for its conclusion. The Regulation does
not envisage either the effects of failure of the EIB to
comply with the deadline or the effects of failure of
the institutions of the European Union to meet the

other deadlines considered below.

Additional formal requirements for confirmation
of investment proposals in priority areas are set in
Article 6(7) of Commission Implementing Regulation
(EV) 2020/1001. To meet them, a Member State has
to demonstrate that its proposal complies with
the provisions of the ETS Directive concerning the
Fund and other provisions of EU and national law.
A Member State should also provide information
indicating that the amounts requested from the
Modernisation Fund are not intended to cover the
same costs of the investment as those financed by
another EU or national instrument. The Regulation
also provides for simplified requirements®
where a proposal only concerns a subsequent
disbursement for a scheme which has been
confirmed earlier by the EIB, provided that there

have been no changes to the scheme in question.

[nvestment proposals which fall into non-priority
areas are subject to a more comprehensive assessment
in terms of their technical and financial viability
and their added value in respect of the objectives
of the Fund.

Investment proposals which fall into non-priority
areas adre subject to a more comprehensive
assessment in terms of their technical and financial
viability and their added value in respect of the
objectives of the Fund. The Investment Committee
assesses investment proposals which fall into non-

priority areas to issue a recommendation on the

7 Since the Polish Act has adopted a solution under which investments will only be implemented in the form of schemes (called “priority
schemes”), it should be noted that pursuant to Article 2(5) of Commission Implementing Regulation 2020/1001, a scheme is an investment

proposal which complies with the following criteria:

a) itcomprises a consistent set of priorities coherent with the objectives of the Modernisation Fund, and because of the characteristics of the
projects under the scheme, it can be qualified either as a priority or non-priority investment;

b) it has a duration of more than one year;
c) ithas a national or regional scope; and

d) it aims to support more than one public or private person or entity responsible for initiating or initiating and implementing projects under

the scheme.

'8 Pyursuant to Article 4(2) second subparagraph of Commission Implementing Regulation 2020/1001, in the case where the Commission has
decided on the first disbursement to a scheme, any subsequent disbursement will require a separate proposal specifying the amount to be
disbursed and containing the updated information about the scheme, as appropriate.
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financing of them. In this procedure, the EIB carries
out a technical and financial due diligence analysis
(comprising verification of the costs of the proposed
investment), including an assessment of the
expected emission reductions; it should do so two
weeks before its relevant meeting. For this category,
too, additional formal requirements have to be met
by a request submitted by a Member State for
the issue of a recommendation by the Investment
Committee (under Article 7(7)) of Commission
Implementing Regulation (EU) 2020/1001) in order
to demonstrate that the investment proposal
complies with the provisions of the ETS Directive
and other provisions of EU and national law.
Investments in non-priority areas are also subject to
the requirement for submission of information that
a given cost category is not financed by another EU

or national instrument.

After a meeting of the Investment Committee,
the European Commission immediately adopts
a decision specifying the amount of the resources
from the Fund to be disbursed to each investment
confrmed by the EB or recommended for
the financing by the Investment Committee.
If investments are implemented in the form
of schemes, the disbursement decision may
specify the amount of the first or any subsequent
disbursement. Within 30 days of the date of the
disbursement decision, the EIB transmits to the
Member State the relevant amount of the Fund

support.

After the European Commission  adopts
a disbursement decision the procedure moves
again to the national level. The Fund Operator
concludes agreements on the co-financing of

investments from the Modernisation Fund with

130

beneficiaries which are eligible for co-financing

under a given priority scheme.

Moreover, the legislation provides for solutions
to prevent the use of resources which would be
inconsistent with their purpose. In accordance with
the Trading System Act, the use of resources which
is inconsistent with the terms of the investment co-
financing agreement results in the imposition on
the beneficiary to immediately return the whole or
part of resources and in the suspension of further
disbursements. In each case, the disbursement
suspension mechanism is set out in detail in the
investment co-financing agreement. Moreover, the
beneficiary is obliged to return the resources which

it has received unduly or in an excessive amount.

The EU legislation also provides for investments
to be discontinued if the project proponent or the
scheme managing authority has not financed
the investment for the period exceeding two
consecutive years (the decision in this matter
is taken by the European Commission). In such
a case, the financing of an investment from the
Fundresources is ceased and the amounts already
disbursed for a discontinued investment which
have not been spent yet should be used to finance

new investments.

Each Member State which is a beneficiary of the
Fund resources is subject to the reporting obligation.
Each year the Minister responsible for climate action
submits to the European Commission a report
containing information on projects implemented
with the support from the Fund resources and the
financing of them, as well as an evaluation of the
effects of the modernisation of the energy systems
and improved energy efficiency which have been

achieved due to these projects.
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The tasks related to the operations of financial
investments from the Fund resources, including
the implementation of schemes, the delivery of
promotion and information activities and the
monitoring of investments can be carried out by
Voivodship Funds for Environmental Protection and
Water Management on the basis of an agreement
concluded with the Fund Operator. However, the
Fund Operator is responsible for the activities of the

Voivodship Funds as it would for its own activities.

Conclusion

In the nearest future, the Modernisation Fund can
become a key source of financing for the energy
transition in Poland and a solution which will
enable the mitigation of the social impacts of the
implementation of EU climate policy. An increase
in the greenhouse gas emission reduction target
to 55% for 2030 which has been embedded in EU
law™ will cause the investment needs of the Polish
economy to grow significantly. The process of
a transition towards a climate neutral economy will
also have to accelerate. The most significant needs
will arise in the energy sector which will have to take
very large financial efforts to meet the requirements
of EU climate policy. In turn, concern is raised by the
insufficient size of the Modernisation Fund which
does not keep up with the increasing climate
ambition of the EU. The changes to the operation
of the Fund as proposed by the EC in July 2021 in its
proposal for an amendment to the ETS Directive
also turn out to be problematic. The proposal
envisages the limitation of support for investments
using gaseous fuels which are now supported from

the Fund resources. Member States regard these

changes as unfavourable ones; therefore, some
reconsideration can be expected in this respect on

the part of the EU legislator.

References

2003/87/[EC  of the

Parliament and of the Council of 13 October

1. Directive European
2003 establishing a scheme for greenhouse
gas emission allowance trading within the
Community and amending Council Directive

96/61/EC, OJ L 275 of 25.10.2003, p.1,as amended.

2. Directive (EU) 2018/410 of the European
Parliament and of the Council of 14 March 2018
amending Directive 2003/87/EC to enhance
cost-effective  emission reductions and
low-carbon investments, and Decision (EU)

2015/1814, OJ L 76,19.03.2018, p. 3.

3. Commission Implementing Regulation (EU)
2020/1001 of 9 July 2020 laying down detailed
rules for the application of Directive 2003/87/EC
of the European Parlioment and of the Council
as regards the operation of the Modernisation
Fund supporting investments to modernise
the energy systems and to improve energy
efficiency of certain Member States, OJ L 22],

10.07.2020, p. 107.

4. Regulation (EU) 2021/M9 of the European
Parliament and of the Council of 30 June
2021 establishing the framework for achieving
climate neutrality and amending Regulations
(EC) No 401/2009 and (EU) 2018/1999 (‘European
Climate Law’), OJ L 243, 9.07.2021, p. 1.

1 Regulation (EU) 2021/119 of the European Parliament and of the Council of 30 June 2021 establishing the framework for achieving climate
neutrality and amending Regulations (EC) No 401/2009 and (EU) 2018/1999 (‘European Climate Law’), OJ L 243 of 9.07.2021, p. 1.

10$-PIB - KOBiZE — CAKE

131




G0,50 | The mechanism for financing climate action projects from the Modernisation Fund resources

5.

132

The Act of 12 June of 2015 on the Greenhouse
Gas Emission Allowance Trading System
(Official Journal of the Laws of 2021, ltems 332
and 1047).

K. Sobczak, J. Ojczyk, Ustawa podpisanag,
mozliwe bedzie wsparcie z Funduszu
Modernizacyjnego  dla  energetyki  (The
Act has been signed so support from the
Modernisation Fund will be available for the
energy sector [in Polish]), (https://www.prawo.
pl/biznes/transformacja-energetyczna-nowy-
fundusz-ma-wspierac-zmiany,506873.html;

accessed on: 8.08.2021).

10$-PIB - KOBIZE - CAKE


https://www.prawo.pl/biznes/transformacja-energetyczna-nowy-fundusz-ma-wspierac-zmiany,506873.html
https://www.prawo.pl/biznes/transformacja-energetyczna-nowy-fundusz-ma-wspierac-zmiany,506873.html
https://www.prawo.pl/biznes/transformacja-energetyczna-nowy-fundusz-ma-wspierac-zmiany,506873.html




CAE & KOBIZE

THE NATIONAL CENTRE FOR EMISSIONS MANAGEMENT
(KOBIZE)
Chmielna 132/134
00-805 Warsaw, Poland
www.kobize.pl
e-mail: cake@kobize.pl
+48 22 56 96 570

Funded by

National Fund

for Environmental Protection
and Water Management




