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LEARNING OBJECTIVES

Why the European Union created an
emissions trading system and which
countries are part of it, +

Which sectors of the eéeonomy are covered
by the EU ETS and haw,

—
How emissions allowances are allocated,
which countries have the most allowances,
and why,

1
How emissions allowances are traded in the
market, and

Why the price of allowances “crashed” in
2006, and changes made by the EU ETS to
stabilize prices.




As we learned in Lesson 4, industrialized countries took on
emissions reduction commitments by ratifying the Kyoto

Protocol. In the early years of the new millennium, the
European Union - then consisting of 15 member states - set
up a system of carbon dioxide emissions limits and tradable
emission allowances to help achieve those targets through
market mechanisms.
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Each country in the EU ETS has an individual reduction target
under Kyoto as you can see
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The system was first introduced in 2005, and has undergone
several changes since then. The implementation of the
system has been divided up into distinct trading periods over
time, known as phases. The current phase of the EU ETS
began in 2013 and will last until 2020.

Phase 1 Phase 2 Phase 3
(2005-2007) (2008-2012)

Phase 4 and beyond
(2013-2020) (from 2021)

The EU ETS has three phases: The initial trial phase went from 1 January 2005 to
31 December 2007, while Phase Il is the 5-year Kyoto compliance period from 1
January 2008 to 31 December 2012. Phase Il is slated to cover the period from
2013-2020, referred to as the “post-Kyoto” phase. EU officials are working on the
structure of this third phase, which you will hear more about in further lessons.

VHO IS COVERED IN THE EU ET

The EU Emissions Trading Scheme covers over 12 thousand
installations in Europe. Most of these installations are power
generating facilities and industrial plants making products
that are energy intensive, such as the production of cement,
glass, pulp and paper, and various metals. In total,
approximately 4000 companies are affected by the EU ETS
because they own covered installations.

Total EU Emissions

EU ETS EU ETS
46% of EU CO, emissions || 54% of EU CO, emissions

Public power and heat Residential

Metals Transport

Pulp and paper Agriculture
Cement, lime and glass Waste

Oil and

Altogether, the two sectors covered by the emissions caps—power generation
and industry—account for about 46% of the EU's total greenhouse gas emissions.
Because combustion of fossil fuels is the main source of emissions in these
sectors, the EU ETS applies only to carbon dioxide and does not currently
regulate methane or other greenhouse gases.




OW ARE ALLOWANCES ALLOCATED?

Allocation of allowances is done either by free allocation, where installations
receive allowances for free (see Free allocation in the EU ETS), or via auctioning
of allowances (see Auctioning in the EU ETS). 5% of the total quantity of
allowances is set aside for free allocation to new entrants (see When is an
installation a new entrant?). Allowances to aircraft operations are allocated in a
similar manner (see Aviation). |4

In phases 1 and 2 of the EU ETS most allowances were given out to participants for free.
In phase 3 auctioning is the default method of allocation, although free allocations are
still handed out, mainly to the industry sector (see How allocation has evolved). A cap
has been set on the maximum free allocation to industry, limiting it to approximately
43% of the total phase 3 cap (see Limit on total free allocation: Correction factors).

Share of free allocation calculated 2013
based on benchmarks per sector

2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020

Electricity production 0% | 0% 0% 0% 0% 0% 0% | 0%

Industry sectors 80%  72.9% 65.7% | 58.6%  51.4% 44.2% 37.1% 30%

Industry sectors deemed exposed to
carbon leakage

100% | 100% | 100% | 100% & 100%  100% | 100%  100%

OFFSETS IN'THE EU ETS

Overall, the European Commission takes the stance that
offset use should be “supplemental” to internal emissions
abatement within the country and therefore the use of
offsets should be limited. Different countries have dlfferent
quotas for use of CERs and ERUs in phase Il, and these are
likely to become stricter in phase IIl.

Credits from the Clean Development Mechanism were

allowed in phase |, though they were little used. Both the

Clean Development Mechanism and Joint Implementation

are allowed as sources of offsets under the EU ETS in phase

I, and this option is being used heavily. Offset credits will V)
be allowed in phase Ill as well, though the current structure

of the Clean Development Mechanism and Joint

Implementa n may change {and therefore new or differ

types of credits may emerge) after the Kyoto protocol’s
commitment period ends in 2012.
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