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SUMMARY OF ADVICE

Promote a stabilized organization of the European CO, market by 2013, harmonizing the legal, accounting and tax framework

Advice no. 1: stabilize, while ensuring real transparency of the decision-making process, the main parameters of market organization during phase Il by
2012, and especially the overall 2020 emissions reduction target, the rules governing the use of international offset credits, the rules on benchmarks as well
as the main features of the auctions: nature of the products auctioned, volumes and calendar.

Advice no. 2: apply the same measures to the allowance derivatives market as the ones to be implemented under the directive on derivatives markets
expected for mid-2010, following the communication from the Commission of 20 October, 2009.

Advice no. 3: exclude a new legal definition for allowances as financial instruments and promote a regulation of the European CO, market based on a
framework adapted to its specificities.

Advice no. 4: ask the European Commission to propose a harmonization of the legal status of CO, allowances and international credits, in Europe, before the
European CO, market enters into its third phase, making this work part of more extensive thought on the legal definition of public policy instruments in the
environmental sector.

Advice no. 5: at European level, promote the quick adoption of the reverse charge mechanism for the trading of CO, allowances by all Member States in
2010. At French level, transpose into the national law the provisions required to implement the VAT reverse charge mechanism for operations on allowances,
as soon as possible.

Advice no. 6: at French level, in the view of contributing to the international works underway, ask the Autorité des Normes Comptables (the French
accounting standards authority) to define the national accounting treatment, in individual financial statements, of the operations on allowance derivatives
and on the credits resulting from the flexibility mechanisms of the Kyoto Protocol and to initiate reflections on the evolution of the accounting treatment of
allowances required by the shift towards allocations against payment. Make sure that the IASB publishes an accounting standard that applies to all emission
allowances and credits before the European market enters into its third phase in 2013.




Ensure a better supervision of CO, market players

Advice no. 7: introduce, at European level, an authorization procedure for participation in the primary and the secondary markets, that is proportionate to
the risks and adapted to the nature of market activities.

Advice no. 8: establish a working group made up of the administrations concerned, the Banque de France, the ACP (French Prudential Supervision Authority),
the AMF (French Financial Markets Authority) and the CRE (French Regulatory Commission for Energy), with the assignment of defining the conditions of
delivery of the authorization and the corresponding requirements.

Advice no. 9: introduce in greenhouse gas emission allowances registries a distinction between own accounts and accounts managed on behalf of third
parties during the review of the regulation on registries, which should take place in 2011.

Advice no. 10: subject spot trading exchanges to a body of rules which should at least be similar to those laid down for Multilateral Trading Facilities on
derivatives markets. This initiative should be taken as early as 2010 at French national level, without waiting for potential initiatives at European level.

Advice no. 11: at national level, establish, in the first half of 2010, a working group made up of the registry administrator, Tracfin, the AMF and the
administrations concerned, in order to elaborate a national system aimed at enforcing and reinforcing, from 2010, the provisions controlling access to the
national registry, laid down by the new European regulation on registries.

Advice no. 12: suggest that the European Commission integrates, in the next regulation on national registries, provisions aimed at ensuring the consistency
of anti-money laundering checks undertaken by the 27 national registry administrators.

Improve transparency on market fundamentals

Advice no. 13: at European level, promote the creation of a single data consolidation and publication system regarding the supply of allowances.

Advice no. 14: at European level, promote transparency rules on the management of the New Entrant Reserves by Member States, through their disclosure
at the same frequency as the one laid down for the disclosure of installations’ emissions data and through the disclosure of the transactions made by
Member States on allowances and offset credits. Promote also, at European level, a consolidated disclosure, by Member States at the end of the period of
the volumes of allowances and offset credits banked towards the third phase by players holding an account in national registries.




Advice no. 15: promote the adoption of provisions enabling to impose sanctions on public authorities, should they fail to observe market rules.

Advice no. 16: at European level, improve information through a more frequent disclosure of emissions data by the large emitting installations, defined by
thresholds, in an aggregate format at the national level for all sectors or at sector level for the whole European Union, subject to lighter verification rules in
a way protecting confidentiality, ensuring fair competition and optimizing the cost-benefit ratio of this provision.

Elaborate an adapted market abuse framework

Advice no. 17: promote the elaboration of a European market abuse framework that is suited to the CO, market, governs the utilization of sensible and
privileged information and covers all traded products as well as trading venues.

Advice no. 18: provide for sanction mechanisms for market manipulations by governmental and public authorities.

Advice no. 19: define as privileged information, on the CO, market, regulatory information on the supply of allowances and aggregate emissions data.

Advice no. 20: define and list as sensitive information, on the CO, market, data a given player has on its own activities or installations and likely to have a
significant impact on market price. Regulators should be allowed to extend the list of sensitive information, if needed.

Advice no. 21: in order to protect the CO, market from market manipulation, give Regulator(s) the possibility of setting position limits, if they deem it
necessary.

Set up a European system of supervision and oversight of the CO, market

Advice no. 22: continue to support the centralized auctioning platform in Europe, which would ensure the efficiency and facilitate the supervision of the
primary CO, market. Put the case for a centralized oversight of auctions by an authority having real injunctive and disciplinary powers with respect to the
auctioning authorities and the auction platforms.

Advice no. 23: implement a centralized European reporting system for all transactions on the CO, market and ensure that this information is made available
to the regulation authorities identified.
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Advice no. 24: consider, building on the implemented reporting system, the disclosure of aggregated data on transaction prices and volumes on the CO,
market to market players.

Advice no. 25: evaluate the practicability of a “European Carbon Market Authority” with the European Commission and our main European partners.

Advice no. 26: set up, by 2013, a harmonized surveillance structure for the European CO, market that is based on three mainstays: i/ giving financial
Regulators jurisdiction over the whole CO, market in all Member States and extending the remit of energy Regulators to the analysis of fundamentals and of
interactions between the CO, market and energy markets; ii/ organizing cooperation between financial Regulators and energy Regulators; iii/ giving the
European Financial Supervisory Authority the power to supervise the whole system, in cooperation with the Agency for the Cooperation of Energy
Regulators. Ensure that this system is consistent with the oversight system to be proposed on the gas and electricity markets.

Advice no. 27: from 2010, give the Autorité des Marchés Financiers (AMF — the French financial markets authority) jurisdiction over the CO, spot market in
France, organize cooperation with the Commission de Régulation de I’Energie (CRE — the French Regulatory Commission for Energy) and extend the remit of
the CRE to the analysis of the interactions between energy markets and the CO, market.

Favour international coordination on the regulation of CO, markets

Advice no. 28: take the debate on the regulation of CO, markets to the international stage within the framework of the G20 by 2012, relying notably on the
works of I0SCO, the World Bank and ICAP.
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INTRODUCTION

Half a century after the founding economic works of Ronald Coase on externalities in The
Problem of Social Cost in 1960, the European CO, market has become the most successful
example of a market of environmental instruments in the world. While the United States
were forerunners in introducing an SO, permits market for the first time within the
framework of the Clean Air Act of 1990, since 2005, the European CO, market has
established itself as an indisputable reference.

However, in the past three years, the European CO, market has experienced a series of
upheavals.

In April 2006, it experienced a dramatic fall in prices, following the revelation of a demand of
the companies subject to the European trading system which was structurally inferior to the
supply of allowances and due to the impossibility to bank allowances from phase | (2005-
2007) to phase 11 (2008-2012).

In 2009, it was the vehicle of a massive Value Added Tax (VAT) fraud in Europe, which called
for an urgent adaptation of the tax regime applicable to allowances in several Member
States, and then at Community level.

In February 2010, the national registries of European allowances were the subjects of a
hacking attempt, which required the intervention of a third party, in the person of the
international registry administrator — the Secretariat of the United Nations Framework
Convention on Climate Change.

In March 2010, the confidence of the market was shaken by the appearance on the
European market of international credits that had already been surrendered by companies
and could not be used again by the operators covered by the EU ETS legislation, following
the decision of the Hungarian government to sell back such credits on the market. These
shocks are different in nature and scale.

The first one was due to the market operating rules laid down during the first phase (2005-
2007) of the European allowance trading system and to a deficit of information on market
fundamentals.

The following two fall within the province of organized crime and, for that matter, are not
specific to the CO, market. They had already occurred on other markets. One constitutes the
most basic form of computer hacking, while the other is a case of tax evasion commonly
observed with newly marketed products.

The fourth one is similar to an abuse of rights by a public authority responsible for the issue
of allowances, when it should guarantee the integrity of the European market.

Nevertheless, the fact that these jolts occurred at short intervals and their recurrence raise
some questions. They sustain deep-rooted suspicion regarding the reliability of the European
CO, market. They contribute to reviving the opposition, expressed from the start by certain
commentators and analysts, to the use of a market instrument to contribute to ensuring the
protection of a universal public good: climate.
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In the face of these events, the argument of novelty will not stand the test of time. Even if
market participants agree on its efficiency, in the context of widespread suspicion towards
markets, which arose from the financial crisis, new shocks or abuses on the CO, market,
which would contribute to its moving away from its primary environmental objective (fraud,
money laundering, market manipulations or excessive speculation), could lead to calling into
qguestion the instrument itself.

In this context, a fundamental issue for public authorities is to acquire the capabilities for
improving their control and surveillance of the European CO, market and to lay down
prudential rules and intervention methods to try and avoid any new significant shock.

When envisaging new regulation measures for the European CO, market, the issue is also to
restore the confidence of economic players and citizens in what is now the only economic
instrument for the reduction of greenhouse gas emissions to be implemented on a European
scale.

%k %k %k

As an economic instrument in the fight against climate change, the European CO, market is
unlike any other.

The European CO; market is currently the only economic tool implemented by the European
Union in order to fulfil its international commitments to reduce its greenhouse gas emissions
by 2020, which were formally filed with the Secretariat of the United Nations Framework
Convention on Climate Change in January 2010.

Other instruments to fight climate change will probably be implemented at national or
European level, such as, for instance, a taxation system. However, the European CO, market
is currently the only tool to guarantee a definite level for the optimized reduction of
greenhouse gas emissions, on a European perimeter covering the 27 Member States.
Ensuring that it runs efficiently is therefore a crucial issue for the credibility of the European
commitments relating to climate.

After five years in operation, we raise the question of the ability of the European CO, market
to fulfil its mission: to ensure a reduction of greenhouse gas emissions on a European scale
through the emergence of a carbon price signal that is sufficiently high and strong to guide
the actions of economic players.

The specificity of the European CO, market lies in the nature of the instruments traded. It
must be observed that emission permits appear to be part of no known category of
instruments which are the subject of contracts on traditional markets. The permit, or CO,
“allowance”, thus seems to draw from various categories: administrative rights,
commodities and even financial instruments. When the market was established in 2003, an
intense doctrinal debate thus took place in France and abroad simply to determine what an
allowance was, and which market organization rules should follow from this. All in all, the
question of the very nature of the market was being raised. This debate, which was a
European one by nature, has not yet fully found a definite answer. It is indeed likely to be
raised again in similar terms, due to the increased resort to tradable administrative rights in
the field of natural resource management, of which CO, allowances are now the main
examples, but which could find other manifestations in the future.

The specificity of the European CO, market also lies in its participants: small and medium-
sized enterprises, which are not always familiar to the functioning of market instruments,
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coexist alongside the traditional market participants. Authorities have the role of ensuring
the protection of these agents, which entered the market by the sheer will of public
authorities.

Most importantly, the European CO, market is a hybrid instrument which is torn between
the terms of the twofold logic which governed its creation.

Firstly, this market is an instrument used by public authorities to reduce the greenhouse gas
emissions of certain economic sectors in Europe: it is an administrative tool for capping
emissions due to the externalities associated with them. This is the “cap” part of the system.
Secondly, this market is an optimization tool: the possibility of trading CO, allowances
among economic players is devised to limit the social cost of reducing emissions. This second
characteristic is intrinsic to the market itself: this is the “trade” part of the system.

The possibility of trading allowances, and the market resulting from this, is therefore only
one of the terms, justified by economic theory, of the European emissions reduction policy.
It would have been possible to simply devise a European quantitative emissions reduction
policy without trading, but its social cost would have been higher. The free trade of
allowances thus serves the objective of reducing emissions, and not the other way around.

In the context of what we may call a “regulatory market”, regulation involves a twofold
issue: the environmental regulation of the emission cap system is closely associated with
the regulation of trade.

The notion of the regulation of the European CO, market entails, due to the specificity of the
instrument, two main objectives.

The first objective is to ensure that the rules which govern the environmental objectives are
observed, and notably that the series of fundamental mechanisms come smoothly into play:
the annual allocation of CO, allowances to the companies concerned, the verification of the
emissions recorded, the corresponding surrender of allowances and the possible imposition
of sanctions in order to ensure that the installations subject to this system comply with
these rules. Here, the term “regulation” seems to be referring to its original physical
etymology which comes from automatic and industrial sciences: ensuring the smooth
operation of the series of technical processes contributing to the operation of a complex
device. This type of regulation can be described as environmental regulation and
corresponds, in the Anglo-Saxon terminology, to the “cap” component of this market.

The second objective is to ensure the smooth and efficient operation of the trading system,
referring here to a more economic definition of regulation. In the Anglo-Saxon typology, this
second objective relates more to the element of “trade”: ensuring that the free trade of CO,
allowances is performed under satisfactory conditions of efficiency and integrity, which are
capable of ensuring the emergence of a robust carbon price signal, likely to guide the
behaviours of investors.

From the outset, the European Legislator focussed its attention and efforts in a quite
obvious way on the first objective. It thus endeavoured to lay the regulatory and
administrative foundations to enable the market to operate, first as part of an experimental
phase from 2005 to 2007, before a gradual intensification from 2008. At the same time, it
adopted a “laissez-faire” approach for the second objective in order to favour the
spontaneous and quick development of trade.
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The market thus developed freely, without a legal definition of allowances and with no
comprehensive body of public rules to control the participants, define potential abuses and
lay down sanctions. Article 19 of Directive 2003/87/EC of 13 October, 2003 thus provides, in
a highly symbolic way, that “any person may hold allowances”. From the start, the choice
was therefore made not to reserve this market for professionals only — the companies
governed by this system in accordance with regulations — but, on the contrary, to make it
accessible to financial intermediaries and other market players, in order to favour its
liquidity and efficiency

This light-touch approach to the regulation of trade on the European CO, market is in stark
contrast to the approach now being considered in the United States, where it is evident that
it will only be possible to establish a federal carbon market under very stringent conditions
for the control and oversight of trade. As for the initial European approach, it now appears
to be called on to evolve in the face of market developments and the ambition displayed by
the European Union to establish a carbon market at the level of the OECD by 2015.

Due to the fact that they created this market, public authorities must pay special attention
to its regulation.

The progressive financialization of the European CO, market throws new light on the issue
of regulation.

The European CO, market remains a small market: the annual value of trading, which is in
the region of 100BS, barely represents one day of trading on the oil market. However,
trading volumes multiplied by 20 in five years: it is developing exponentially. This quick
growth, from a still modest notional trading value, leads to three consequences. The CO,
market has now reached a critical volume and maturity, thus justifying that the light-touch
regulation framework implemented at first be called into question. The CO, market is still
young: it is therefore still time to endeavour to limit potential drifts which have already been
observed on other markets. The CO, market must continue to grow: good market liquidity is
an essential element of its efficiency and it is therefore important to provide for
proportionate regulation measures could guide — not curb — its development.

Following the example of other commodity markets, the European CO, market is undergoing
progressive financialization. The most part of CO,-related trading in Europe is now
performed using derivatives, whose underlying assets are the emission allowances allocated
to the emitting installations. In addition, financial players are responsible for a highly
significant share of trading activity on these products.

This evolution of the market is not open to criticism per se. The use of carbon financial
products meets the actual requirement of certain players to protect themselves against the
financial risk posed by the fluctuation of allowance prices, CO, having become one of several
“inputs” in the production process of the industries concerned. Moreover, the development
of carbon finance in general constitutes a critical issue in the long term. The Copenhagen
Agreement mostly emphasized public financing measures for the fight against climate
change: however, the redirection of private savings towards low-carbon investments
constitutes one of the challenges posed by the transformation of economies in the face of
the climate risk. It could thus imply an access by professional or individual investors to
financial products related to the price of CO,.
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For all that, the recent development of structured products on CO, allowances, or the
potential participation of new investors could noticeably upset the normal interplay of the
fundamentals of this market and tend to modify the reflection framework on the regulation
of the CO, market.

The regulation of the European CO, market must be part of a more extensive reflection
framework in an international perspective

The European CO, market must be apprehended through its interactions with other markets.
In fact, the price of one tonne of CO; is notably determined in relation to the price of other
assets: upstream, it is partly correlated to the relative prices of fossil energies, oil, gas and
coal. Downstream, is constitutes one of the drivers of the price of electricity in Europe. CO,
allowances are consequently treated by industrial and energy players as one of the inputs of
their production process. Moreover, by its operation, structure and agents, the CO, market
is closely related to energy commodity markets. Consequently, it is advisable to appreciate
the conceivable regulatory framework for the European CO, market in relation to the
reflections initiated regarding these various markets, in particular the most accomplished
ones which concern the gas and electricity markets.

As a very specific market which calls for specific answers, the European CO, market must
nevertheless be part of a broader reflection, which has been largely initiated in Europe and
at international level since the financial crisis. The questions to be raised on the regulation of
the CO, market are more or less the same ones as for other commodity markets. In an
enlightening way, the report of Jean-Marie Chevalier on oil drew attention to the need of
devising regulation approaches which are capable of encompassing all “financialized
commodities”, due to the “evolution of these markets which were initially markets for
hedging purpose among professionals towards investment (or “speculative”) markets which
are increasingly open to individual investors and are exposed to fluctuations which are
correlated or even similar to those observed on stock markets”1. It is obvious that due to
their progressive financialization, certain commodity markets call for common answers,
particularly at European level, notably in order to prevent inter-jurisdictional conflicts
between financial and sectoral regulators. In this respect, the fundamentally European
nature of the CO, market, compared with global markets, such as oil, or regional markets,
such as agricultural commodities, constitutes an opportunity for the European Legislator.

Lastly, in the wake of the Copenhagen Agreement, reflections on the European CO, market
cannot dispense with an international perspective. Firstly, the European market is now the
main determining factor of the demand of international credits resulting from the flexibility
mechanisms of the Kyoto Protocol — the Clean Development Mechanism and Joint
Implementation — and should remain one of the most important ones, as the climate and
energy package expressly provides for the use of this credits in the European system during
its third phase (2013-2020). An international credits market has thus developed and now
constitutes a fully-fledged component of the European CO, market, which also calls for the
attention of the Legislator and Regulator. While the greatest uncertainty now weighs on the
durability of these international systems in the future, several countries have recently
undertaken to establish national or regional carbon markets (United States, Canada,
Australia, New Zealand, Japan, South Korea, and Mexico). The question of the

! CHEVALIER (Jean-Marie), Rapport du groupe de travail sur la volatilité des prix du pétrole (Report of the
working group on the volatility of oil prices), French Ministry of Economy, Paris, February 2010, 143 p.
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interconnection of these markets and of the compatibility of the rules governing its
functioning2 will therefore be raised. The issue of the regulation of CO, markets will then
arise on an international scale: structuring a dialogue with our international partners today
could prevent the establishment of diverging regulation.

2010 promises to be a pivotal year for the European CO, market; the government has
consequently entrusted an ad hoc commission with the mission of studying the regulation
of this market.

The newly installed European Commission has included the issue of the regulation of the
European CO, market in its work programme. The objective is indeed to succeed in
elaborating a legislative proposal before the market enters into its third phase, from 2013.

However, for the time being, the European Commission has not determined through which
channels it would address the issue. Within the framework of the climate and energy
package, Article 12-1-a of Directive 2009/29/EC of 23 April, 2009 enjoined the European
Commission to elaborate proposals to regulate market abuse practices on the European CO,
market by 31 December, 2010%. In the same way, the revision of Directives 2004/39/EC of
21 April, 2004 concerning markets in financial instruments and 2003/6/EC of 28 January,
2003 concerning market abuse has been undertaken. It should be completed during the
second half of the year 2010 or, failing this, in early 2011. Lastly, the services of the
Commission in charge of the gas and electricity markets have announced a legislative
proposal on the regulation of these markets from the last quarter of 2010.

This questioning by the European Commission in early 2010 reveals a fundamental issue:
should the regulation framework governing the European CO, market be similar to that of
financial markets or energy markets, or should an ad hoc framework be put forward?

Within this co