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Business  support  for  market-‐based  approaches  
ƚŽƚĂĐŬůŝŶŐĐůŝŵĂƚĞĐŚĂŶŐĞĐŽŶƟŶƵĞƐƚŽŐƌŽǁ
EU  ETS  as  the  cornerstone  of  the  EU’s  
climate  policy
The EU ETS is by far the largest cap-and-trade
system in the world. It covers the 28 EU Member
States plus Iceland, Norway and Liechtenstein with
nearly 12,000 installations. Sectors included in
the ETS account for around 45% of the total GHG
emissions in Europe, which represents around 11%
of the world’s GHG emissions.
It is the EU’s central policy instrument to meet its
climate and energy targets towards 2020. EU Heads
of States recently reaffirmed their commitment to
maintaining the EU ETS as the main instrument
to meet the EU’s 40% GHG reduction by 2030
compared to 1990 levels.

Why  is  the  EU  ETS  the  preferred  instrument  to  
reducing  GHG  emissions?
Many businesses are strong proponents of the
EU ETS and have regularly called for it to play a
more central role in the EU’s climate policy. The
main reason for this is that it guarantees the
achievement of an environmental outcome and
provides flexibility for businesses to reduce their
emissions where it makes most sense. The EU
ETS can ensure that decarbonisation of Europe
occurs at the least possible cost. This will become
particularly important as we get closer to the
2050 level of ambition of reducing the EU’s GHG
emissions by 80-95% compared to 1990 levels.
Looking at the bigger picture and the target of
limiting the average global temperature rise to
2°C, it is essential for those responsible for such
emissions to adapt their business strategies and
reduce emissions. Ensuring businesses are engaged
in the climate debate is the only way forward if the
world is to stay within the 2°C limit.
Alternatives to an emissions trading system include
taxes or command-and-control regulation. Neither
of those offers the same advantages or flexibility
as an emissions trading system. An ETS provides
economic incentives for the private sector to
engage in mitigation efforts – and achieve the
environmental objective at the lowest cost.
Whilst a tax puts a price on emissions, it does
not guarantee the level of mitigation that will be
achieved and rarely offers flexibility to businesses
to develop the most cost-effective solutions across
the economy.

As a policy instrument, emissions trading is
preferable to taxes, inflexible command-andcontrol regulation, and taxpayer-funded support
programmes because:
It is the most economically efficient means
of reaching a given emissions reduction cap
or target;
It is specifically designed to deliver the
environmental objective;
It delivers a clear price signal against which
to measure abatement investments.
Command-and-control regulations are even less
flexible and are subject to political choices about the
type of technology to develop. Such an approach is
costly and lacks flexibility, as businesses are forced
to comply with top-down regulation. In contrast,
emissions trading uses market forces to find the
cheapest ways of reducing emissions.
Command-and-control regulations put at risk the
possibility of achieving both economic growth and
emission reductions, which a cap-and-trade system
can successfully achieve.

Developments  in  the  EU  ETS:  learning  from  past  
challenges
As the world’s first and largest cap-and-trade system
for reducing GHG emissions, the EU ETS was unlikely
to be perfect to start with. Over the last 10 years, it
has endured various challenges, which have required
changes to the rules. Although it is easy to focus on
its past difficulties, it is also important to remember
what has worked well and why the EU ETS remains
the preferred policy instrument.
The EU ETS has achieved emission reductions at
low cost. It has given its flexibility and links to the
Kyoto mechanisms. It has enabled the decoupling of
economic growth and emission reductions. Perhaps
more importantly, it has raised awareness in corporate
boardrooms of the cost of carbon emissions and
the value of investments aimed at reducing GHG
emissions.

The EU ETS was built on four principles:

^ĐĂƌĐŝƚǇ ŽĨ ĞŵŝƐƐŝŽŶ ĂůůŽǁĂŶĐĞƐ – in order to
create the price signal for businesses and
governments alike;
Long-‐term   clarity   and   predictability of rules,
targets and the regulatory systems guiding
emissions markets worldwide;
Adequate   compliance   periods, to enable
companies to structure a “make or buy”
approach to their emissions reductions over
time;
Cost  containment  provisions, to allow efficiency
in discovering lowest-cost solutions wherever
they are to be found.
However, with the shock of the economic crisis,
some of these principles were compromised. This
put the efficiency and credibility of the system at
stake. Here’s an overview of what the EU ETS has
gone through since it began 10 years ago.

Phases  I  &  II:  The  ‘learning-‐by-‐doing’  years  
Phase   I of the ETS ran from 2005 to 2007 and
was designed to be a learning-by-doing phase. The
purpose of this phase was to put the system in place.
Each Member State was required to develop its own
National Allocation Plan (NAP) that determined the
number of allowances to be given to each installation.
Member States distributed allowances for free based
on a grandfathering allocation system, which is based
on historical emission levels. In the absence of major

changes in production, it granted installations virtually
all the permits they needed. The specific purpose of
this Phase was to let market participants familiarise
themselves with the ETS.
However, a significant lack of data on emission levels
led to a rather generous allocation and, as a result,
Phase I witnessed an over-allocation of allowances.
By the end of the three years, a surplus of more than
150 million allowances had formed.
Although Phase I was only meant to be a trial period,
prices of allowances were initially unexpectedly high,
averaging at around €20/tCO2 with peaks of €30/
tCO2. This situation suddenly changed when, in the
spring of 2006, data on actual emissions levels in
2005 revealed that the allocation had been overly
generous. Since Phase I permits could not be banked
and transferred to Phase II, carbon prices collapsed
dramatically, plunging from €29/tCO2 to €13/tCO2
within one week. Given the inability to bank, prices
ended the Phase at mere cents. Nevertheless Phase
I served the EU well in preparing for the start of the
Kyoto Protocol.

Phase  II started in January 2008 and ran for five years,
mirroring the Kyoto Protocol’s first commitment period.
In Phase II, Member States were allowed to auction
10% of their allowances and, in order to reduce price
volatility, the process of ‘banking’ allowances from
Phase II to Phase III was permitted. Moreover, credits
from project-based offset mechanisms created under
the Kyoto Protocol, namely the Clean Development
Mechanism (CDM) and Joint Implementation (JI),
were accepted, within certain limits, for compliance
in the EU ETS.

ǀŽůƵƟŽŶŽĨƚŚĞĂƌďŽŶWƌŝĐĞŝŶƚŚĞhd^

Source: Bloomberg New Energy Finance
Note:
- Prices for ICE futures contracts
- Phase transitions occur at the end of the year. The second-year December contract is included over 2007-2008
to demonstrate the price differential between Phase I (December 2007 delivery) and Phase II (December 2008
delivery) allowances over the period.

>ĞƐƐŽŶƐůĞĂƌŶƚĂŶĚWŚĂƐĞ///͗EĞǁĂƵĐƟŽŶŝŶŐƌĞŐŝŵĞ͕ to the auction volumes. The rules for operating the
reserve will be defined in a transparent manner in the
ďĂĐŬůŽĂĚŝŶŐ͕D^Z
ETS Directive. This will allow market participants to
Drawing from the experience and lessons learnt in plan for such changes in a predictable manner.
the first two trading periods, Phase   III introduced
ƐŝŐŶŝĮĐĂŶƚ ĐŚĂŶŐĞƐ to the system for 2013-20. The
main changes applied to the ETS were:
• A shift towards a more centralised  system with a
single Union registry;
• The introduction of an hͲǁŝĚĞĐĂƉŽŶĂůůŽǁĂŶĐĞƐ,
replacing the individual Member State caps that
were in place before. The cap decreases by 1.74%
annually, up to 2020, providing much greater
regulatory predictability and stability;
• The introduction of ĂƵĐƟŽŶŝŶŐ as the default
system of allowance allocation;
• h ŽǀĞƌƐŝŐŚƚ ŽŶ ƚŚĞ ĂŵŽƵŶƚ ŽĨ ĨƌĞĞ ĂůůŽǁĂŶĐĞƐ 10   years   on   –   is   the   EU   ETS   facing   a   brighter  
using EU-wide harmonised rules and performance future?
benchmarks;
• ƌĞĂƟŽŶŽĨĂŶŝŶŶŽǀĂƟŽŶĨƵŶĚ, by using allowances In 2012-13, many market participants, including
in the EU ETS to fund the development of specific IETA, felt the EU ETS was at a crossroads. Reform was
the way forward to avoid undermining the effectiveness
low-carbon technologies (NER300).
The introduction of these new features for Phase III of the EU’s central policy instrument. As we approach
marked the start of a more mature phase of the EU finalisation of the new rules of the Market Stability
ETS. It ended the transitional “learning” years and Reserve, and as we await a legislative proposal to reflect
moved towards a fully functioning EU-wide policy tool. the elements of the EU’s 2030 climate and energy
package in the ETS Directive, optimism is growing.
Nevertheless, despite these changes, the EU ETS
faced new challenges. The main problem was the Has the EU ETS reached a turning point?
formation of a considerable surplus of allowances At the time of writing, the MSR proposal is nearing
– approximately 2 billion allowances at the start the end of its political process. Its implementation is
of Phase III, which is more than a year’s budget of an important signal as it will further strengthen the
allowances. This happened as a consequence of the EU’s main tool to drive emissions reduction and will
drop in demand for EUAs in the aftermath of the reaffirm its central role in the EU’s commitment to
financial crisis. The fixed supply of allowances offered tackling climate change. As a next step, the European
the benefit of simplicity but it did not enable sensible Commission has signalled its intention to propose
adjustments to unexpected economic conditions.
legislation to amend the ETS Directive swiftly after
The European Commission therefore put forward the MSR is adopted. Such a revision will align the EU
a short-term measure, the so-called backloading   ETS with the objectives of the 2030 package and will
proposal. This proposal postponed the auctioning of extend the lifetime of some elements of the Directive
a certain number of allowances. In 2014 the auction in the post-2020 period.
volume was reduced by 400 million allowances, in
2015 by 300 million, and in 2016 by 200 million.
Backloading was envisaged as a measure aimed at
rebalancing supply and demand in the short-term
while more substantial reforms were examined.
A longer-term solution to ensuring greater supplydemand balance was agreed more recently. Called
the DĂƌŬĞƚ ^ƚĂďŝůŝƚǇ ZĞƐĞƌǀĞ (MSR), it aims to
allow the system to be more resilient to future
large shocks in demand levels, and to tackle the
existing supply-demand imbalance. At times of
large surplus of allowances compared to verified
emissions, 12% of this surplus would be placed
into the reserve instead of being auctioned.
Conversely, when there are insufficient allowances
in circulation, compared to verified emissions, 100
million allowances from the reserve would be added

In October 2014, EU leaders agreed on the 2030
Climate and Energy Policy Framework that reaffirms
Europe’s strategy towards decarbonisation. It supports
the ETS as the EU’s central climate policy instrument
and sets an emissions reduction target for 2030: at
least a 40% EU-wide reduction compared to 1990
levels. In order to meet the target, the linear reduction
of the ETS cap will move from the current 1.74% annual
cap reduction to 2.2% a year. Moreover the revision of
the ETS Directive will also include new carbon leakage
provisions for the period post-2020, as current rules
are set to expire at the end of the current phase.
While the EU strengthens and restores the credibility
of its ETS, we see global uptake of emissions trading
systems. Cap and trade now spans the globe, with 40%
of the world’s GDP covered by an ETS. New jurisdictions
are looking at the lessons learnt in the EU and are

modelling their ambitions and policy tools accordingly.
The post-Kyoto world that is emerging is seeing a
significant number of bottom-up approaches that
will contribute to reducing emissions globally. The
challenge that lies ahead is finding a way for the
multiple and diverse mitigation approaches to be
recognised and compared, and in time, possibly
link with one another in view of developing a global
market-based framework for reducing GHG emissions.

dŚĞZŽůĞŽĨ/ŶƚĞƌŶĂƟŽŶĂůƌĞĚŝƚƐ
One unanswered challenge so far concerns the role
that international credits will play in the EU going
forward. The EU’s proposed domestic focus towards
2030 is a starting point for the international
negotiations in Paris at the end of the year. There is
a possibility that this target be increased and met
with the use of international credits. Excluding such
credits will have costly implications in the long-run.
The EU ETS needs robust international
linkages if it is to attain its long-term goal costeffectively. Prohibiting offset use post-2020 will
remove important abatement options to market
participants. It would reduce the EU’s contribution
to sustainable development in least-developed

Taking  stock  oĨ  the  EU  ETS

countries that the private sector makes via
the CDM or similar market-based mechanisms.
Allowing the use of international credits is in the
EU’s long-term strategic interests, as it can broaden
the impact of the ETS by offering market access for
high quality trading systems and carbon offsets. It
is a classic win-win strategy, since it encourages
global participation and lowers compliance costs
for European companies.
Leaving the door open to the use of offsets for
meeting future targets will be an important costcontainment option to meet the EU’s long-term
targets. The use of international credits in the
EU ETS has represented major investment of the
private sector in encouraging developing countries
to reduce emissions.
Instead of focusing solely on the use of public
money for such a purpose through the Green
Climate Fund and the World Bank, the private
sector can play its part through the development of
emission reduction projects in third countries and
use the international credits they produce.
Therefore, it is critical to establish the policy in the
EU’s 2030 climate and energy package, so that it
can be built upon in the decades that follow.
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