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As of Friday, 28 October, EU carbon emission allowances (EUA) had extended their largest weekly gain in 5 years

following a strong rally over the preceding six days1. This happened during a week when the first ‘Fit for 55’ proposal was

agreed2. The EU has strengthened targets for CO2 emissions from road transportation.

 

To understand this price action, it is important to reflect on what happened in the EUA market between August and
October.

 

Source: Bloomberg, data as of 03 November 2022. Generic first Emissions – EUA futures contract price shown.

Historical performance is not an indication of future performance and any investments may go down in value.

 

EUA prices fell sharply in August after reaching an all-time high of EUR98.42/MT3. Two main things triggered the

collapse in prices. First, Poland’s Prime Minister called for a suspension of the EU’s Emission Trading System (ETS) 4 to
deal with the stress of rising prices. Poland’s state-owned electricity company even launched an advertising campaign
blaming the ETS for the country’s high energy prices.

 

Second, there had been much talk about reforming Article 29a of the EU Emissions Trading Scheme (ETS) Directive – the
mechanism designed to reduce instability caused by price spikes. Despite the high price volatility of EUAs and the sharp
price increases in the past two years, the clauses under Article 29a have never been invoked.
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In our September blog on EUA prices, we outlined how the past sequence of events, that were weighing on EUA prices,
were unlikely to materialise further. The suspension of ETS had neither any legal basis nor any political will. And the
triggering of Article 29a is an ambiguous process and it wasn’t certain that its thresholds were likely to be hit. Even if we
disregard the technicalities of Article 29a, the principle remains that the ETS Market Stability Reserve was designed to
reduce the historic oversupply of EUAs and used only to counter any major shocks to the system. As a result, we took the
view that markets had overreacted even though the fundamentals for EUA remained strong.

 

In the blog, we also suggested that post summer, we expect to see more momentum on the ‘Fit for 55’ legislative front.
As per the press release by European Council from 27 October 2022: The Council and the European Parliament reached
a provisional political agreement on stricter CO2 emission performance standards for new cars and vans. The goal of the
agreement is to move towards zero-emission mobility.

 

Pending a formal adoption, the co-legislators agreed to a:

55% CO2 emission reduction target for new cars and 50% for new vans by 2030 compared to 2021 levels
100% CO2 emission reduction target for both new cars and vans by 2035.

 

The proposal to revise the CO2 emissions performance standards for cars and vans is part of the ‘Fit for 55’ package.
Presented by the European Commission on 14 July 2021, the package aims to enable the EU to reduce its net
greenhouse gas emissions by at least 55% by 2030 compared to 1990 levels and to achieve climate neutrality in 2050.

 

At WisdomTree, we believe this development sends a strong signal to markets that the EU is committed to the ‘Fit for
55’ package. As rules covering other sectors not currently legislated under the ETS (like buildings and shipping) are
unveiled, we may see more positive price momentum in EUAs.

 

This does not rule out volatility in the short-term. Europe is still faced with a precarious energy situation over winter. Oil
and natural gas prices can have an indirect effect on EUAs. For example, if energy supplies are ample and industrial
activity continues at or close to normal levels, demand for EUAs will also stay at normal levels. If activity needs to be
curtailed, emissions will automatically fall and so will the demand for EUAs.

 

In the medium term however, Europe’s focus remains on the energy transition. REpowerEU – the policy proposal to wean
off Russian energy dependency – also focuses on speeding up the energy transition away from hydrocarbons in general.
In short, the energy shock is unlikely to derail EU ETS from being the cornerstone of EU’s climate policy. The recent rally
in EUA prices appears to be a realisation of this from markets.
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1 Source: Bloomberg.
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ns-targets-for-co2-emissions-for-new-cars-and-vans/

3 On 19 August 2022, source: Bloomberg.
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Related blogs

+ What’s hot: Suspension of EU ETS unlikely

+ What's hot: European Parliament supports strengthening the EU Emissions Trading System
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View the online version of this article here.
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Important Information

 

Marketing communications issued in the European Economic Area (“EEA”): This document has been issued and
approved by WisdomTree Ireland Limited, which is authorised and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been issued and approved
by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as applicable). Our
Conflicts of Interest Policy and Inventory are available on request. 

For professional clients only. The information contained in this document is for your general information only
and is neither an offer for sale nor a solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down in value and you may lose
some or all of the amount invested. Past performance is not necessarily a guide to future performance. Any
decision to invest should be based on the information contained in the appropriate prospectus and after seeking
independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of different interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed as
regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of any of the
views or opinions expressed in this communication. Any decision to invest should be based on the information
contained in the appropriate prospectus and after seeking independent investment, tax and legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other step in
furtherance of a public offering of shares or securities in the United States or any province or territory thereof. Neither this
document nor any copy hereof should be taken, transmitted or distributed (directly or indirectly) into the United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree does not warrant
or guarantee its accuracy or correctness. Where WisdomTree has expressed its own opinions related to product or
market activity, these views may change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or consequential loss arising from any
use of this document or its contents.
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