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What is the EU TS all About?

The EU has accepted a collective target under the 
terms of the Kyoto Protocol and subsequently reached 
a burden sharing agreement amongst Member States 
in order to achieve that target. The European Emission 
Trading Scheme was subsequently developed and 
implemented in order to pass the State level burden 
down to industry that is, ultimately, responsible for 
emitting greenhouse gasses.  

Industry is now faced with a choice of either:  

(1)   reducing its actual emissions in line with its 
emission cap; 
(2)   buying allowances through the open market in 
order to bridge the gap between its cap and its actual 
emission levels; or, 
(3)   reducing its emissions beyond its cap and selling 
its surplus emission capacity. 
 
This is known as a “cap and trade” scheme.  

The market mechanism has been chosen as the most 
favourable method of achieving emission reductions. 
An open market will enable emission reductions to 
take place where they are most economically viable 
and through the trading mechanism the cost of those 
reductions will be shared across industry generally. In 
this way the overall level of emissions will be reduced 
at the lowest unit cost to industry thereby balancing 
environmental goals with the interests of the economy.  

The main features ETS  

• Compliance periods are calendar years and 
will be grouped in to trading phases for the 
purpose of allocation of allowances.  

• The first trading phase runs for three calendar 
years from 2005-2007; thereafter, trading 
phases will run for periods of five calendar 
years.  

• Only CO2 emissions are included in the first 
trading phase. The Commission may expand 
the scheme to include other greenhouse 
gasses (e.g. SF6, CH4) in the second trading 
phase.  

• Participation will be compulsory for 
installations that fall in to one of the 
following categories:  

o combustion installations of rated 
thermal input greater than 20MW  

o mineral oil refineries  
o coke ovens  
o metal ore processing  
o iron and steel production  
o cement kilns  
o glass manufacture  
o ceramics manufacture  
o pulp, paper and board production  
o new industry sectors will be added 

in the future: these will likely 
include aviation, chemicals and 
alluminium.  

The Commission may expand the scheme to 
include other industry sectors (e.g. chemicals, 
aluminum and aviation) in the second trading 
phase.  

• Installations participating in the EU ETS will 
have to hold:  

1)     a permit verifying that monitoring and reporting 
systems are adequate; and 
2)     allowances to cover their actual emissions at the 
compliance date.  

• In the first two trading phases, allowances 
will largely be allocated free of charge by 
Member States. However, Member States 
may choose to auction up to 5% of 
allowances in the first phase, and up to 10% 
in the second phase.  

• Member States will decide on the number of 
allowances that they distribute and to whom 
they will be distributed in a National 
Allocation Plan (NAP) that must be approved 
by the European Commission.  

• In the first trading phase, the penalty for non-
compliance is €40 per tonne of CO2 that the 
operator fails to surrender in order to meet 
his obligation. In subsequent periods the 
penalty increases to €100 per tonne of CO2. 
Payment of the penalty will not relieve the 
operator of his obligation to surrender the 
allowances that he had failed to surrender: 
the shortfall will simply be added to his 
obligation for the following compliance 
period.  

• A separate EU Directive has been 
implemented for linking the EU ETS with the 
other flexible mechanisms for compliance 
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under the Kyoto Protocol. This will also pave 
the way for the trading of emission 
allowances with companies based in other 
jurisdictions outside of the EU.  

• Joint Implementation and the Clean 
Development Mechanisms will enable a 
company to invest in emission abatement 
projects, both inside and outside of the EU. 
These projects will be credited with the 
emission abatement that they achieve and 
such credits may be used against compliance 
obligations in the EU ETS.  

www.cantorco2e.com 

EU Price Update 
 
The Dec08 eased further to close down at 20.48 Euro 
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Evolution of Emissions Trading 
Markets 

IT SOMETIMES seems that plans for emissions 
trading are piling up even faster than the greenhouse 
gases they are designed to curb. In late July the first 
emissions exchanges in Australia and Canada opened, 
in anticipation of mandatory carbon-trading schemes 
in both countries. America already has a healthy 
voluntary carbon market, and will soon add an 
obligatory one for utilities in certain states. But the 
evidence from the most advanced such “cap-and-
trade” programme, the European Union's Emissions 
Trading Scheme (ETS), suggests that companies are 
struggling to make the most of carbon markets. 

In theory, cap-and-trade schemes allow firms to 
reduce their emissions at the lowest possible cost. 
Governments put a limit on the amount firms can 
pollute, and issue an equivalent number of allowances. 
Those companies that find they do not have enough 
must either cut emissions or buy spare allowances 
from others. But for the system to work efficiently, 
firms must take advantage of all opportunities to 
reduce the costs of participation. 

Not all of them do, however. Last year, after the price 
of European allowances plunged, New Carbon 
Finance, a research firm, and Cantor CO2e, a 
brokerage, surveyed 452 participants in the ETS. The 
price had fallen because it had become obvious that 
governments had issued too many allowances and the 
market would soon be flooded. Yet 31% of 
respondents with allowances to spare said they would 
not sell them until the end of 2006, just in case a last-
minute surge in their emissions left them short. 
Another 16% said they would wait until the end of this 
year, when the first phase of the ETS winds up. This 
caution has cost them dearly. The price of permits, 
which was roughly €15 ($19) at the time, is now less 
than €0.15 ($0.21). 

The root of the problem, says Guy Turner of New 
Carbon Finance, is that many companies view the ETS 
as a regulatory burden, rather than a chance to make 
money. They tend to put environmental experts, rather 
than financial whizzes, in charge of their participation 
in the scheme. The former, in turn, tend to concentrate 
on making sure that their firm has enough allowances, 
rather than on maximising their value. They are 
seldom used to trading, and are sometimes 
uncomfortable with the idea of “profiteering” from a 
system designed to cut pollution. Moreover, they have 
little incentive to stick their necks out by proposing 
elaborate transactions in the carbon markets, since 
they are unlikely to be rewarded if they succeed, but 
risk dismissal if something goes wrong. Governments 
do not help matters by handing out allowances to 
polluters for free, giving them little incentive to 
capitalise on what are actually valuable assets. 

James Emanuel of Cantor CO2e points to several 
signs that firms are not exploiting carbon-trading 
opportunities to the full. One example is the difference 
in price between European allowances and Certified 
Emission Reductions (CERs), which are carbon 
credits derived from emissions cuts in poor countries. 
Under the ETS, CERs are interchangeable with 
European allowances, within certain limits. Yet they 
are much cheaper. Firms holding European allowances 
could sell them now, buy CERs instead, and pocket 
the difference. The persistent difference in price 
suggests that few are doing so. 

By the same token, on the futures market, there is 
hardly any difference between the price of European 
allowances to be delivered in 2008 and those to be 
delivered in 2009. Since firms receive their 
allowances from governments more than a year before 
they actually need them for compliance purposes, they 
could sell them and sign a futures contract agreeing to 
buy the permits they need a year later, at only 
marginally higher cost. This is tantamount to taking 
out a loan at an enticingly low interest rate (see chart). 

http://www.cantorc02e.com/
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But a growing number of firms, says Louis Redshaw 
of Barclays Capital, an investment bank, are now 
starting to take advantage of such opportunities. 
Emissions trading got off the ground earliest and has 
become most sophisticated, he points out, in the most 
economically liberal countries and in the most 
competitive industries. In Britain, for example, it got 
under way before the ETS was officially launched in 
2005. In Poland, by contrast, it did not take off until 
last year. 

Similarly, utilities in countries with liberalised energy 
markets were already used to trading power on a daily 
basis and to adjusting their power sources based on the 
changing costs of different fuels. Such firms already 
had plenty of experienced traders, and business 
models that could adapt to a variable emissions-price 
with relative ease. But utilities in regulated markets, 
let alone cement-makers, faced a far more daunting 
transition. 

There are good reasons why some firms might be 
wary of emissions trading. For small firms the cost of 
analysing how to make money from their allowances 
could outweigh the benefits. Virtually all the 55 
eligible paper mills in Britain opted to join a more 
rigid emissions-capping scheme instead of the ETS, 
simply to avoid the extra administrative burden, 
according to the Confederation of Paper Industries, a 
lobbying group. Other firms are so big that the profits 
to be made from permits, although substantial, would 
not be worth managers' time. Analysts say some big 
oil firms, for example, treat emissions trading as a 
distraction from their main business. 

To complicate matters further, there are still some 
uncertainties about the legal regime for exchanging 
allowances and CERs across national borders. Lack of 
liquidity might account for some of the anomalies 
seen in carbon markets. And in a business driven by 
government regulation, there is always the risk that 
fickle politicians might change the rules of the game, 
with unpredictable consequences. On July 31st, for 
example, Latvia became the latest country to sue the 
European Commission for an increase in its allocation 

of allowances. If any of six such cases succeeds, it 
could contribute to another glut in allowances, and 
another slide in the price. 

Nonetheless, a reluctance to trade allowances, whether 
driven by timidity or prudence, adds to the overall cost 
of emissions abatement. Despite misgivings about 
brokers keen to drum up clients for complicated 
transactions, Cameron Hepburn, an academic at 
Oxford University, agrees that most firms should pay 
more attention to emissions trading. “The faster they 
do,” he says, “the quicker we'll have an efficient 
carbon market.” 

From ‘The Economist’ 
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‘Carbon Monitor’ is a client service of EITG.  
EITG develops, facilitates and engineers Carbon Mitigation 
projects and strategies.  
 
EITG corporate advisory provides high-level briefings and 
advice on building robust responses to emerging regulatory 
structures. 
 
EITG provides trading platforms and strategies based on 
extensive mitigation and avoidance platforms under JI and 
CDM, with matched offset packages for emitters. 
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