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ARBON TRADING G

“ The emitter is required
to measure and have verified

independently its actual emissions ’ ,

Securities & Investment Review B September 2008 15



P so-called non-Annex 1 countries.

This investment is rewarded with
additional allowances, which can be
surrendered by the Annex B country
to meet its domestic cap. This is

the clean development mechanism
(CDM) and the allowances produced
are known as certified emissions
reductions (CERs).

Alternatively the capped Kyoto
Annex B countries can invest in
clean technology projects in another
capped Annex B country. In that
case the investor is rewarded by the
project host, which converts some
of its AAUSs into emissions reduction
units (ERUs) that can also be
surrendered by the investing Annex
B country to meet its domestic cap.
This mechanism is referred to as Joint
Implementation (JI).

CDM and ]I projects are carried
out by companies rather than by
countries, but participants require the
approval of the designated national
authorities (DNAs) of the host and
investing countries.

In practice, the CDM has been
considerably more successful than JI:
more than 1,000 CDM projects have
been registered by companies and
more than 165 million CERs have
been issued. No ERUs have been
issued so far. The CDM mechanism
provides one method of direct
participation in the emissions
market available to investors.

Europe has ratified the Kyoto
Protocol and in order to ensure
its compliance in the first Kyoto
commitment period, it staged a dress
rehearsal in 2005-2007: phase one
of the European Emissions Trading
Scheme (EU ETS). It is now clearly
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understood that Europe allocated too
many allowances in phase one and the
price of European allowances, called
EUAs, fell to almost zero.

Phase two of the EU ETS coincides
with the first Kyoto commitment
period of 2008—2012. The Commission
has succeeded in allocating
considerably fewer allowances in
phase two and creating a real
shortage.The price of phase two
EUAs has been trading between
€25-30/tonne.

The future’s green...
Investors can participate in the EU
ETS by the simple mechanism of
opening up a person-holding account
in one of the emissions registries of
the 27 European member states. There
is no requirement to be a company
involved in a business sector that is
capped by the EU ETS.

Sellers and buyers of emissions
allowances can give or take delivery
by electronic transfer from one
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registry account to another, akin to
transferring funds online from one
bank account to another.

Trade in AAUS is restricted to
bilateral deals between Annex B
countries, which is not transparent
and probably not conducted at
arm’s length. However, there is an
active market in EUAs and CERs,
both over-the-counter and on a range
of regulated exchanges.

Physical delivery is currently
constrained by software issues
involving the European allowance
clearing mechanism, the community
independent transaction log (CITL).

But these are expected to be
resolved before the delivery deadline
in the forward market, 1 December.

In the meantime, approximately
5 to 10 million allowances are
transacted every day in the
forward, futures and options
markets and this asset class is
expected to bloom for several
years to come. B






