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Abstract 
In 2003, the EU established a ‘cap & trade’ emissions trading system (EU ETS) 
for greenhouse gas emissions of large industrial sources such as power plants 
and steel works. Covered installations need a tradable allowance for each tonne 
of their emissions. To ensure a reduction the cap is constantly reduced. The 
workshop discussed the basic functioning of the EU ETS and how emission 
reduction projects outside the EU, so called Flexible Mechanisms, can be used 
for compliance. 
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1. INTRODUCTION  
In December 2008 the EU adopted a comprehensive package of measures to establish a 
new Energy Policy for Europe, which consists of three main objectives: 
 

 20% reduction in greenhouse gases by 2020 relative to 1990 emission levels; 
 20% share in renewable energy in the EU by 2020; 
 20% reduction in energy consumption in 2020 compared to projected trends. 

 
The European Union Emissions Trading System (EU ETS) is considered to be an important 
policy instrument to achieve the main objectives of the EU’s climate policy. In 2003, the EU 
adopted a ‘cap & trade’ emissions trading system for greenhouse gas (GHG) emissions of 
large industrial sources such as power plants, refineries and steel works. To ensure 
emission reduction, the cap is constantly reduced. Since 2005, covered installations need to 
monitor and report their verified emission and to surrender one tradable allowance for each 
tonne of GHG emission. Installations that have emitted more GHGs than allowances 
available need to buy allowances on the market while those installations which have less 
GHG emissions than allowances available can sell allowances. 
 
In addition to the domestic action of installations participating in the emissions trading 
system to reduce their emissions, the introduction of the Linking Directive (2004/101/EC) 
allows for the use of credits from Joint Implementation (JI) and Clean Development 
Mechanism (CDM) projects in third countries to also meet their emission reduction 
obligations. The option to purchase external emission credits (i.e. Emission Reduction Units 
(ERUs) from JI projects and Certified Emission Reductions (CERs) from CDM projects) 
provides additional flexibility for installations and further lowers the cost of compliance.  
 
This document summarises the workshop presentations on both the EU ETS and Flexible 
Mechanisms and the subsequent debates that followed. The report consists of two sections. 
Firstly the discussion points from the session on the EU ETS will be outlined, which focused 
on issues such as industrial competitiveness and the need for greater market oversight in 
the EU ETS. Secondly an overview of the issues discussed in the Flexible Mechanism 
session will be provided, focusing particularly on the future role of the CDM post 2012 and 
how the environmental integrity of the mechanism can be improved. 
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2. EU ETS DISCUSSION 
In the first session, the evolution of the EU ETS and its future development was discussed 
by the members of the workshop panel. Felix Matthes (Öko-Institut) provided an 
introduction of the EU ETS explaining the key features of a cap and trade scheme. Felix 
Matthes also emphasised the improvements to the EU ETS for Phase III, which includes the 
setting of an annual linear reduction rate that provides a long term framework for emission 
reduction in Europe. The use of benchmarking to determine the free allocation of emission 
allowances should reduce the windfall profits that were acquired by firms in the earlier 
phases of the EU ETS. Christian de Perthuis (University Paris-Dauphine) compared the 
theory of carbon trading with the reality of the EU ETS experience. A conclusion of Christian 
de Perthuis was that the introduction of a cap and trade scheme does create a carbon price 
for triggering abatement; however the existence of carbon leakage is more difficult to 
ascertain. Jos Delbeke (DG CLIMA) further elaborated on the changes to be expected in 
Phase III of the EU ETS (i.e. the extended scope of the scheme) and acknowledged the 
need for greater market oversight in the EU ETS following the recent fraudulent activities 
that have occurred in the scheme. Simone Ruiz (International Emissions Trading 
Association) provided additional information on how fraud and cyber crimes can be 
prevented in the EU ETS. Jos Delbeke emphasised that despite these challenges, the EU 
ETS is working and now provides a price signal to incentivise emission reductions. 
According to Jos Delbeke, the carbon price reacted to the recent nuclear disaster in Japan, 
indicating that the anticipated move from nuclear to coal resulted in an increased carbon 
price following the event. 
 

2.1. Impact of the EU ETS on the competiveness of European 
Industry  
The impact of the EU ETS on the competitiveness of European Industry was an issue raised 
during the discussion from both sides of the debate. Firstly, it was suggested by Lena Ek 
(MEP, ITRE) that the EU ETS was supporting uncompetitive companies through the 
generation of windfall profits during the early phases of the EU ETS. From the other 
perspective, industrial concerns were strongly expressed by Patrick de Schrynmakers 
(European Aluminium Association) about the risk of carbon leakage. The additional carbon 
cost on production could potentially make many firms uncompetitive in the manufacture of 
products intended for world markets. According to Patrick de Schrynmakers, the increased 
cost of electricity as a consequence of the EU ETS is resulting in a loss of up to 18% of the 
total metal value in the aluminium industry. Given that the cost of electricity represents 35-
40% of the total primary aluminium production cost, Patrick de Schrynmakers argued that 
a compensation scheme would be necessary to cover these additional costs. However, in 
response Felix Matthes argued that many industrial firms have benefited from 
considerable over allocation in the early phases of the EU ETS and that the auctioning of 
future allowances was the only way to generate revenues which may provide financial 
compensation to industrial companies that are exposed to the risk of carbon leakage. 
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2.2. Market Oversight 
The issue of market oversight in the carbon market was a key concern expressed by both 
Lena Ek and Bairbre de Brún (MEP, ENVI) given the recent security problems that have 
been experienced in the EU ETS. Lena Ek especially referred to the problem of insider 
trading in the carbon market and the need for the introduction of ‘stock market like rules’. 
In addition, Bairbre de Brún asked for further clarity on the accounting standards within the 
EU ETS. Yvon Slingenberg (DG CLIMA) was keen to emphasise that the environmental 
integrity of the EU ETS was not compromised by these fraudulent activities. However, it 
was acknowledged that there was a need to move to more stock market like conditions, 
both in terms of IT security and governance policy measures. In response to the security 
threat, the priority of the Commission this year is to improve the market oversight of the 
EU ETS. The aim is to apply the same rules that apply in the futures and forwards market, 
which is regulated by stock market conditions, to the spot trading market. The Commission 
intends to extend the market rules set for the auctioning of allowances in Phase III, which 
should reduce the risk of insider trading and other forms of market abuse, to the wider 
carbon market. The Commission also expects that IT accounting will be considerably 
improved to ensure that a trader on the EU ETS market is legitimate based upon a range of 
identity checks that will be introduced. Simone Ruiz also added that we need to not just 
enforce financial market regulation, but to make sure it is customised for the carbon 
market. 

2.3. Banking in Phase III of the EU ETS 
Given the economic recession, the industrial emissions of the EU have declined along with 
industrial output. As a consequence the issue of allowing banking in Phase III of the EU ETS 
was raised as a concern by Linda McAvan (MEP, ENVI). The environmental integrity of the 
EU ETS may potentially be compromised as firms covered by the scheme decide to 
purchase cheaper international credits (i.e. CERs and ERUs) and bank their allocation of 
EUAs. In effect, the result of banking may delay domestic action to reduce emissions in 
Europe. Although the panel acknowledged the impact of the recession on the trading 
behaviour of firms covered by the EU ETS, the consensus was that banking is an essential 
part of a cap and trade scheme. The EU Commission is not considering responding to the 
economic recession by either reducing the number of allowances into the EU ETS or 
preventing banking from continuing in Phase III. The need for certainty is more important 
according to the EU Commission. Christian de Perthuis added that the banking provision 
is essential for market participants, because it provides the long-term perspective needed 
by the firms covered by the EU ETS to invest in low carbon technologies. 
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3. FLEXIBLE MECHANISMS DISCUSSION  
In the second session, the Flexible Mechanisms were discussed by the members of the 
workshop panel. Martin Hession (CDM Executive Board) provided an introduction to 
CDM/JI projects and emphasised the need to ensure that these projects are of a high 
quality. The CDM Executive Board ensures that the environmental integrity of the 
mechanism is upheld by reviewing project methodologies frequently so that emission 
reductions are ‘real’. Martin Hession believes that the introduction of the Validation and 
Verification Manual (VVM) has considerably improved the monitoring standards of CDM 
projects. He argues that the CDM is continuing to improve with the setting of standardised 
baselines and by making difficult decisions on the acceptance of projects in the review 
process. Rob Elsworth (Sandbag) discussed the impact of the flexible mechanisms on the 
timing of domestic mitigation efforts in Europe. He put into question the need for the CDM, 
given that many installations within the EU ETS have a surplus of allocated allowances 
following the economic recession. Pedro Martins Barata (Ministry of Environment of 
Portugal) explains the concept of sectoral CDM as an alternative to the current project 
based mechanism. However, Pedro Martins Barata acknowledges that no mechanism on its 
own can overcome all of the existing limitations (i.e. poor regional distribution, purely 
offsetting and high transaction costs) of the CDM. 
 

3.1. Future role of the CDM 
Given the failure to reach a binding international agreement on climate change at 
Copenhagen (COP 15), the question was raised by Linda McAvan about who exactly used 
the CDM apart from the EU now and potentially in the future. The panel accepted that the 
EU energy & climate package was negotiated at a time when the political situation was 
considerably different to today. In response Martin Hession agreed that the EU was the 
main player, although also noted the extensive use of the mechanism by Japan and to a 
lesser extent Norway and Switzerland. Lena Ek observed the different views expressed by 
industries in the EU and the USA on the benefit of international offsetting. In contrast to 
the EU, the USA is reluctant to participate in a scheme that provides subsidies for 
international competitors and would prefer for any investments to remain domestic. 
Although the absence of USA participation weakens the demand for CERs in the global 
carbon market, the EU Commission emphasised the evolving enthusiasm of countries such 
as Australia, Korea and China to set up their own emission trading scheme, which may 
eventually result in increased demand for CERs. As for the long term perspective, Vittorio 
Prodi (MEP, ENVI) took the floor to stress the importance of the new Roadmap 2050 just 
launched by the Commission and whether this roadmap wasn't the occasion to adapt the 
EU ETS. In the same vein, Sonja van Renssen (Climate freelance journalist) questioned 
the panel on how to prepare the phasing out of the offsets. 

3.2. Alternatives to the CDM 
The fact that the CDM basically constitutes an industrial subsidy for the EU’s international 
competitors was also expressed as a concern during the discussion session. Given that the 
EU is the main player in the CDM market, an issue was raised by Bairbre de Brún whether 
the money invested in the mechanism could be better invested through an alternative 
mechanism. Martin Hession suggested that this was a political decision that needed to be 
made, and that the mechanism was achieving what it was intended to deliver. For example, 
the discovery of low cost abatement opportunities in developing countries can be achieved 
far more efficiently by the private sector than by an alternative approach using public 
money.  
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Furthermore, public finance is scarce after the economic recession. Martin Hession also 
emphasised the impact of the mechanism on institution building in developing countries, 
which will advance progress towards a global carbon market in the future. However, Pedro 
Martins Barata acknowledged that reform to the CDM is necessary in order to overcome 
the existing limitations of the CDM (i.e. poor distribution, purely offsetting and high 
transaction costs), although he conceded that it would not be possible for one mechanism 
(i.e. sectoral crediting or sectoral trading) to address all of the limitations of the CDM. 
Pedro Martins Barata also answered to the question of Andrei Marcu (Mercuria, an 
energy trading company in Geneva) on the regulator bodies and clarified that they do not 
share the same role: the Commission checks the use of offsets while the UNFCCC regulates 
the quality of the CDM projects. 
 

3.3. Environmental Integrity of the CDM 
The controversial issue of HFC-23 projects was also raised in the discussion by Natasha 
Hurley (CDM Watch), with a difference of opinion between the panel and the questioner 
regarding the additionality of the project type. From the perspective of the panel, the HFC-
23 projects are additional and the CER finance generated by the associated high rents 
enabled the institutions of the CDM to develop and expand. However, it was suggested by 
Natasha Hurley that credits from HFC-23 projects were not necessarily additional as the 
significant CER revenue incentivised over production and that this was compromising the 
environmental integrity of those projects. Martin Hession accepted that the issue was 
complex and insisted that the CDM board were constantly reviewing methodologies of CDM 
projects to ensure that the environmental integrity of the CDM is upheld. 
 

 8 



Workshop on 'the functioning of the ETS and the flexible mechanisms' 
____________________________________________________________________________________________ 

4. CONCLUSION 
There was a general consensus amongst the panel that the EU ETS already largely 
functions as originally intended and that the changes to the EU ETS in Phase III (2013 to 
2020) will overcome the problems previously associated with the scheme. The introduction 
of a linear annual reduction factor in the EU ETS provides firms with a long term 
perspective to now invest in low carbon technology, whilst the introduction of allowance 
auctioning will resolve many of the windfall profit issues associated with the free allocation 
of allowances. However, despite these advances the EU ETS discussion emphasised the 
need to improve the scheme further in the context of changing circumstances. For 
example, the security threats to the EU ETS were perhaps underestimated in the past but 
have now rightly become a main priority for the Commission to address through improved 
market oversight in the year ahead. The recent economic recession has also demonstrated 
the need for the Commission to continue to ensure that the EU ETS provides the long term 
price signal necessary to ensure that market participants are still incentivised to abate their 
emissions. 
 
Interestingly the impact of the economic recession has also questioned the role of Flexible 
Mechanisms such as the CDM. Given that many firms covered by the EU ETS surrendered 
CERs to the extent allowed instead of their own allocation of emission allowances implies 
that domestic reduction in the EU is being delayed by the use of offsetting. However, there 
was a general agreement that the CDM has improved upon the quality of emission 
reduction credits by introducing better monitoring standards and by the CDM Executive 
Board improving methodologies to demonstrate the additionality of questionable CDM 
project types. The future of the mechanism remains, nevertheless, uncertain and 
alternatives such as sectoral crediting mechanisms may well depend upon the formation of 
the political landscape at upcoming negotiations under the United Nations Framework 
Convention on Climate Change (UNFCCC). 
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ANNEX II: SHORT BIOGRAPHIES OF EXPERTS 
 

Felix Chr. Matthes 
Research coordinator at Öko-Institut 
Dr. Felix Christian Matthes has been a researcher at Öko-Institut since 1991. From 
1991 to 1997 he was a senior scientist in the Energy and Climate Division, from 
1997 to 2008 he was the Coordinator of the division and since 2008 he is Research 
Coordinator for Energy and Climate Policy. He has more than 19 years professional 
experience in research and consultancy. Key topics of his work include the design, 
comparison and the implementation of emissions trading schemes, energy market 
modelling and technology-specific policies (cogeneration, nuclear energy, 
renewables, etc.) as well as the com-prehensive assessment and monitoring of 
energy and climate policy packages. His key topic of inter-est in recent years has 
been the implementation of the EU ETS, including the phase-in of auctioning in 
phase 2 and 3 of the scheme. From 2000 to 2002 he was a Scientific Member of 
the Study Commis-sion ‘Sustainable Energy in the Framework of Globalization and 
Liberalization” of the German Federal Parliament (German Bundestag). In 2007 
and 2008 he was a visiting scientist at the Joint Program on the Science and Policy 
of Global Change of the Massachusetts Institute of Technology (MIT) in Cam-
bridge, MA. 
 
Christian de Perthuis 
Associate Professor, University Paris-Dauphine 
Christian de Perthuis is Professor of Economics at University Paris-Dauphine and 
head of the Climate Economics Chair, a joint initiative of CDC Climat and Paris-
Dauphine University. He is a member of the CEEDD, the advisory committee of the 
French minister of Environment. He started his career in the agricultural sector 
then went on to work in leading French research and forecasting institutes: first, at 
Rexecode, where he served as the Deputy Director, then at Bipe where he held the 
position of General Director. He then headed the Mission Climat of Caisse des 
Depots between 2004 and 2008. Since 2004 his research focuses on the economics 
of climate change. Author of several articles and books he is co-author of “Pricing 
Carbon” with Denny Ellerman and Frank Convery. His last book, “Economic choices 
in a warming world” has just been published by Cambridge University Press. 
 

Simone Ruiz 
European Policy Director at International Emissions Trading Association (IETA) 
Simone Ruiz is European Policy Director at the International Emissions Trading 
Association (IETA) and represents the Geneva-based organization in Brussels. She 
is responsible for all policy issues related to the implementation of the EU's 
emissions trading scheme and interacts with EU institutions, governments and the 
private sector to encourage cost-efficient and effective climate change strate-gies. 
IETA has been the leading international voice of the business community on the 
subject of car-bon markets since 2000 and represents 170 member companies 
from across the carbon trading cycle. 
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Martin Hession 
Chair of the CDM Executive Board 
Martin Hession is currently Chair of the Executive Board of the Clean Development 
Mechanism (2011-2012) having been elected in February this year. He has been a 
full member of the Board since 2009, and was Chair of the Accreditation Panel 
2008-2009. He was Alternate Member from July 2007. He is a member of the EU 
and UK Climate Negotiation Teams since 2002. He chaired the EU Mechanisms 
Group during the UK and Luxembourg Presidencies of the EU in 1995/6. He led for 
the UK on negotia-tion of the EU ETS linking Directive and Monitoring Mechanism, 
as well as the UK lead Emission Trad-ing Registry Cooperation GRETA. Prior to the 
Civil Service he was a Lecturer in Environmental Law at Imperial College and 
Oxford University 1992-2002 and has published widely on EU and International 
Environmental Law during that period – focusing on Trade and Environment, 
Climate, Sustainable Development and EU Competence Issues. He is a qualified 
though non-practicing Barrister called to the Bar at Lincolns Inn in 1991. He 
studied law at Trinity College Dublin LLB 1987 and the London School of Economics 
1988 specialising in Natural Resources and Environmental Law. 
 
Rob Elsworth 
Policy officer and researcher at Sandbag 
Rob Elsworth is a Policy Officer and researcher at Sandbag Climate Campaign. He 
has a BA in Poli-tics from Newcastle University and an MSc in Environmental 
Governance from Freiburg University. Rob joined Sandbag after a brief spell at the 
European Commission’s Delegation to China and Mongo-lia in Beijing, where he 
worked on implementing bilateral environmental development projects. At Sandbag 
Rob's work focuses on the relationship between the EU emissions trading system 
(ETS) and the flexible mechanisms as well as emerging emissions trading systems, 
in particular in China. 
 
 
Pedro Martins Barata 
Special Climate advisor for the Ministry of Environment of Portugal 
Pedro Martins Barata is a member of the Executive Board of the Clean 
Development Mechanism. He is a senior consultant to the Portuguese Climate 
Change Commission, the inter-ministerial office on climate change in Portugal. He 
has served on the Portuguese delegation to the United Nations Framework on 
Climate Change since 1999 and has in that capacity twice led the negotiation 
teams on Kyoto mechanisms, during the Portuguese Council Presidencies of 2000 
and 2007. He has chaired meetings on carbon capture and storage in the 2010 
negotiating sessions of the UNFCCC. Prior to working as a consultant to the 
Portuguese Government, he has worked in several NGOs, including among others, 
WWF-European Policy Office. He served a full term as member of the European 
Envi-ronmental Bureau. 
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Fresh Up on ETS and Flexible 
Mechanisms: Presentation of the 
Briefing Paper

European Parliament
Committee on the Environment, Public Health and Food Safety (ENVI)

Workshop “The functioning of the ETS and the flexible mechanisms”

Dr. Felix Chr. Matthes

Brussels, March 22, 2011

• The EU ETS 

– sets a cap on GHG emissions of the regulated entities

– allocates allowances to the regulated entities (for free or via 
auctions)

– requires the regulated entities to measure and report their 
emissions and to surrender the equivalent amount of 
allowances

– allows trading with allowances on the free market

– allows the (limited) use of offsets for compliance purposes

– … and: puts a uniform price on carbon and triggers a 
comprehensive discovery process for mitigation options 

The EU Emissions Trading Scheme
Key issues



• Almost half of the EU’s 
total GHG emissions

• Large industrial 
sources such as 
power plants, 
refineries and steel 
works

• More than 11,000 
installations

• Sectors not covered 
(buildings, transport, 
agriculture, etc.) are 
subject to the Effort 
Sharing Decision 
(406/2009/EC)

Coverage of the ETS

 Combust ion installat ions 
77,3%

Production of  pulp, paper 
and board

2,0%

Other activ ity opted-in 

2,5%

Coke ovens
0,0%

Production of  pig iron or 
steel 
0,4%

M etal ore roast ing or 

s intering installat ions
0,0%

Production of  cement 

cli nker or li me 
7,2%

M ineral oil ref ineries

9,9%

Manufacture of ceramic 

products by f iring
0,5%

M anufacture of  glass 
including gl ass f ibre

0,1%

CO2 is now a commodity
CO2 price goes through the value chain

Öko-Institut 2011
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EU ETS after its revision
A robust long term framework

Öko-Institut 2011
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Development of the EU ETS

 

Act  Entry into 
force Short title Main issues 

 Directive 
2003/87/EC 

25/10/2003 EU ETS directive Establishing the ETS for Phase I & II with provisions for 
national allocation of allowances, for monitoring, verification 
& reporting and for establishing implementing institutions 
such as registries and competent authorities 

Amendments 

 Directive 
2004/101/EC 

13/11/2004 Linking directive Use of project-based flexible mechanisms (CDM & JI) 

 Directive 
2008/101/EC 

02/02/2009 Inclusion of aviation Extension of the scope of the EU ETS to the aviation sector 

 Directive 
2009/29/EC 

25/06/2009 Review of the EU 
ETS 

EU-wide cap for Phase III & IV, linear reduction factor -
1.74%/a, harmonised allocation, introducing mandatory 
auctioning, free allocation to address carbon leakage based 
on benchmarks, extending the scope in terms of sectors and 
gases and linking to other mandatory ETS with absolute caps 

Selected related acts 

 Commission 
Regulation (EU) 
No 1031/2010 

19/11/2010 Auctioning 
regulation 

Establishing a common platform to auction emission 
allowances 

 Commission 
Decision 
C (2009) 10251 

06/01/2010 Carbon leakage List of 164 sectors and sub-sectors with a significant risk of 
carbon leakage 

 Draft decision as 
of 15/12/2011 

Scrutiny 
period 

Benchmarks Harmonised and EU-wide rules for free allocation based on 
ambitious benchmarks 

 Draft decision as 
of 21/02/2011 

Scrutiny 
period 

Industrial gases Exclusion of CER from HFC-23 and N2O projects for 
compliance after 30/04/2013 

 



• No longer free allocation based on historic emissions

• Results from the benchmarking exercise for the EU ETS

– 52 product benchmarks (based on 10% best)
o coke 1
o iron & steel 5 
o aluminum 2
o cement & lime 7
o glass 4
o ceramics 6
o pulp & paper 11
o chemicals 15

o refineries 1 (CWT, 64 sub-processes)

– 1 heat benchmark, based on natural gas as fuel

– 1 fuel benchmark, based on natural gas

The EU Emissions Trading Scheme
Benchmarking as new approach

Offsetting in the EU ETS: Chances 
& Challenges: Integrity & consistency 

Öko-Institut 2011
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Emission 
reduction 

Trading

Annex I Parties which have targets for GHG emissions 
(emission caps), assist non-Annex I Parties which don’t have 
emission caps, to implement project activities to reduce GHG 
emissions, and credits will be issued based on emission 
reductions achieved by the project activities.

• Reductions in emissions shall be additional to any that
would occur in the absence of the certified project activity

• The credit from the CDM is called certified emission
reduction (CER)

• Annex I Parties can use CERs to contribute to
compliance of their quantified GHG emissions reduction
targets of the Kyoto Protocol. As a result, the amount of
emission cap of Annex I Parties will increase



Thank you  
very much 

Dr. Felix Chr. Matthes 
Energy & Climate Division
Berlin Office
Schicklerstrasse 5-7
D-10179 Berlin
f.matthes@oeko.de 
www.oeko.de
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The functioning of the EU-ETS  
and the flexible mechanisms

EU-ETS between textbook and reality

Christian de Perthuis

European Parliament, Tuesday 22 March 2011

1

From textbook to reality

Textbook : 

A cap & trade scheme :

Gives a price to CO2 ….…….………..….......YES

Triggers abatement...…………………...........YES

 Incites low carbon investments………...........TBC

Affects competitiveness of capped entities….TBC

Works independently of allocation rules.........NO

 Doesn’t need specific regulation……...………NO

2

Reality



Carbon has now a price in the EU

■ The European carbon market has developed rapidly 
(See annex II  to IV for more information)

 From 5 bill€ traded in 2005 to over 70 bill€/year since 2008

CO2 has became a commodity traded on a liquid market with 
medium or low volatility (except during the 1st period) ;

 The CO2 price reflects a new scarcity of the right to emit CO2

■ The EU-ETS is an international reference :

 It covers more than 80 % of carbon traded worldwide

 So far, the main source of demand of international Kyoto 
offsets credits 

 A reference for low carbon project developers worldwide

3

The presence of an EU carbon 
price has resulted in abatement

■ Ex-post evaluation (1st period 2005-2007) :
(Source : Ellerman, Convery, De Perthuis)

 Estimated reductions of 120-300 Mt (2-6%) over three years

 Primarily from fuel switching in the electric sector

 Primarily in EU-15

No reliable ex-post evaluation on the second period as yet

■ Ex ante evaluation (period 2008-2012) :
(Source : ZEPHYR Model)

 A CO2 price of 20 €/T reduces emission by 35-50 Mt/Year

 A CO2 price of 30 €/T reduces emissions by 60-75 MT/Year
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CO2 price and low carbon 
investments

■ Most of the potential abatement results from :

 Energy efficiency gains

 Fuel switching or biomass co-firing in existing plants

■ Specific incentives exist for low carbon investments :

 Feed-in tariffs for renewables

 Subsidies for CCS (financed by allowances auctions)

■ Three conditions for triggering low carbon investments :

 Anticipation by market players of higher CO2 prices in the long 
term

 Long term credibility of the carbon constraint

 Increased confidence in market regulations
5

External competitiveness of 
capped industries

■ Empirical observation during the 1st period :

No empirical evidence of “carbon leakage” in : cement, steel & 
oil refining industries

No empirical evidence of “carbon leakage” in aluminum 
industry (big industrial electricity buyer)

■ Drawing general conclusions would be premature :

 The observation period was too short and at the height of the 
business cycle for very cyclical industries 

Capped industries got generous free allowances which incited 
to locate production in the EU (including the so-called “New 
Entrants Reserve”).
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Why allocation rules matter

■ Pricing carbon has two major economic impacts

 The creation of a new “price signal” which incites emissions 
reductions independently of allocation rules

 The creation of a new value or “Carbon Rent”

■ Definition, measure and impact of the “Carbon Rent”

 The right to emit 2 bill tCO2 has a value of 30-50 bill€
depending on the CO2 price on the market. This value is a 
new artificial scarcity rent : the carbon rent  

 So far the carbon rent has been freely allocated to companies, 
with major distributional and wealth impacts

With auctioning, the carbon rent will be captured by public 
authorities providing them with additional resources

7

The need of stronger market 
regulation

■ In textbooks, the public authority has to set up the cap 

=> trading will spontaneously emerge

■ In reality a much stronger regulation of the carbon 

market is needed :

 The carbon market is an instrument of public policy

 The Carbon Rent, several billions of Euros, has to be 
protected against fraudsters : security of registries

 Existing energy and financial European regulations can help 
but aren’t sufficient.

 The carbon market needs a specific regulatory framework. 

8



The functioning of the EU-ETS  
and the flexible mechanisms

Thank you for your attention!

For further information please visit  our website :

www.chaireeconomieduclimat.org

ANNEX

■ Annex I : Two textbooks on carbon economics

■ Annex II : Main data on EU-ETS trading

■ Annex III : CO2 and energy price volatility

■ Annex IV : CO2 price on the EU-ETS 
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Two texbooks on carbon markets

Pricing Carbon: The European Union 
Emissions Trading Scheme

Denny Ellerman
Frank J. Convery

Christian de Perthuis

Cambridge University Press

Economic Choices in a Warming World

Christian de Perthuis

Cambridge University Press
11
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Trades on the EU-ETS

EUA transaction volumes and values

Volumes 
exchanged 
(millions of 

EUAs)

Value 
exchanged
(millions of 

euros)

Average EUA 
price, period 1 
(spot price, €/t)

Average EUA 
price, period 2 

(Dec. 2012 
contract, €/t)

2005 262 5,659 22.5 21.6

2006 809 18,283 17.3 22.6

2007 1,455 31,574 0.7 21.7

2008 2,713 69,724 - 25.7

2009 4,952 75,766 - 15.3

2010 4,834 74,444 - 15.4

Source : Author’s calculations using data from Point Carbon, BlueNext  and ECX.



13

An unstable price? 

EUA spot 
period 1

EUA 
Dec. 
2012

Natural 
gas

Coal Oil

2005 39 43 83 13 29

2006 57 44 102 16 25

2007 160 34 88 15 25

2008 - 33 51 34 49

2009 - 43 73 28 44

2010 - 26 50 23 25

Range 39-160 26-44 50-102 13-34 25-49

Volatility of energy commodities (in %) 

Source : Climate Economics Chair calculations
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What does the allowance price reflect? 

Release 
of 2005 
verified 
emissions 
data

Long market

Announcement 
of 2020 EU ETS 
objectives Economic 

recession

Source : Climate Economics Chair

New equilibrium in 
a  context of slow 
recovery and longer 
term constraints



 



How to avoid fraud and cyber crime within ETS?

22 March 2011

EU ETS: a target for criminals

3.4 m 
allowances

(0.001%)

250.000 
allowances

€ 5 bn

800.000 offset 
credits

Loss*

No.

No. 

No.

Yes.

ETS 
specific?

Organized hacking into 
registries/companies: 
Trojan horse virus, email 
flood, etc. (5 MS 
concerned)

Emails sent to account 
holders asking for 
refreshing log-in details via 
phishing website. 

VAT-free cross-border sale 
of allowances followed by 
VAT-able domestic supply. 
Trader pockets VAT and 
disappears. 

Legitimate resale of offset 
credits that have been 
surrendered for 
compliance, recycling into 
EU ETS illegitimate. 

Description

All ETS registries closed on 
19 Jan 2011. Only 15 re-
opened to date. Market 
activity 70% below pre-
closure for spot market.

Cyber-
attack

No. Email of account holders 
remain visible in CITL.

Phishing

Introduction of reverse 
charge rules in some but not 
all MS. Need for EU-wide 
action.

VAT fraud
mid-2009

Yes. 

Direct retirement
upon surrender.

CER 
Recycling

Feb 2010

Stopped by
regulatory action?

Type of 
fraud

*Estimates from EU Commission/Europol.



Why targeting ETS?

 In most cases, fraud not ETS specific
 CER recycling stopped promptly & effectively

 Did not affect environmental integrity but market confidence
 Trade in spot market down by 70% since re-opening of registries

 ETS facilitates certain types of fraud as
 Anyone can hold allowances (ETS Directive, §19.2)

 In certain registries:

 Lax identity checks upon opening of accounts

 Lax security for transfers (single unchanged password)

 Zero transaction costs & speed of transactions

 No clarity on legal title of allowance across EU

 No centralized oversight/monitoring function

 BUT: full traceability of stolen allowances (nothing leaves the system)

No meaningful effect on (spot) CO2 price so far

Global financial 
crisis hits EU 
economy
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Daily Closing Price Spot EUA

Daily Closing Price Spot CER

Climax of 2009 
VAT fraud

Recycled CERs leads to 
temporary suspension of 

CER trades

January 2011

cyber-attacks

To watch out:

‘Without confidence in the value of emission allowances, prices can become volatile.‘

Source: CDC Climat, Bluenext.



How to avoid fraud in EU ETS?

Measures taken not enough:
Revision registry regulation October 

2010:
 Minimum Know-Your-Customer 

checks introduced

 Rules allowing registries to 
suspend/close accounts

 Small steps in right direction but 
uneven implementation

 Minimum security requirements 
agreed on 21 January 2011

 Voluntary ‘code of conduct’

 Consolidated Union registry with 
higher security features only from 2012

Six measures that help:
SAFETY: Highest standards (‘hard’

authentication) for all 

FAST NOTICE: Emergency notification 
protocols & hotline

TRANSPARENCY: Central list of 
‘allegedly’ stolen allowances
 Mid-term: Automatic process to freeze 

stolen allowances 

CLEAN UP & MONITOR: KYC accounts, 
flag unusual transactions
 Mid-term: restrictions on timing, 

volume and/or destination of transfers 

CLAIMS: Clarify legal title for stolen 
allowances across EU

COMPENSATE: 2 victims – find a solution 
for both.

Cost of protection*

UK: £300.000

NL: €50-100.000

One-off investments

And it is worth the effort! 

Value at stake in EU ETS

Yearly trade volume: €80 bn
2013 allocation: €30-45 bn &
auctions: €18-27 bn
VAT fraud: €5 bn

Cyber-fraud: €45 m 

For one single company:€15m
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Simone Ruiz
European Policy Director, IETA Brussels
ruiz@ieta.org
Phone:   +32 (0)22 30 11 60
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the clean development 
mechanism

martin hession

chair - CDM Executive Board

wide reach and significant spillover 

– 2951 Projects in 70 Countries

– 564 million tonnes CO2e

– 50 Accredited Auditors in 14 countries

– 200 Methodologies*

• established for the CDM in a manner which ensures the environmental integrity of the mechanism and helps deliver on its promise for sustainable 
development;

• (d) Enhanced transparency of the CDM. The Board shall supervise the mechanism in a transparent and participatory manner, ensuring greater 
transparency regarding its work and its processing of submissions and enhance the governance structure of the mechanism;

• (e) Enhanced promotion of the mechanism. The Board shall promote the benefits of the CDM by ensuring an enhanced level of understanding among 
stakeholders and policy makers of its contributions to both the mitigation of climate change and sustainable development.

Waste to Energy Nigeria



2

3

programme of work for 2011-2012 

•Business and Management Plan 

•with detailed programme of activities and 
timelines clustered round 5 objectives

•- Greater efficiency 

•- Improved regional and sub regional distribution

•- Improved objectivity, clarity and integrity

•- Enhanced transparency

•- Enhanced promotion 
Wind Project China

quality guarantee? 

• Emissions Reductions – Real 
Measurable Additional Verifiable

• Environmental Quality – National EIA 
procedures complied with 

• Sustainable development – Certified 
by the DNA

• Public consultation - Stakeholder 
comments – considered Waste Management- China
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emission reduction assessment

• Primary role of CDM Board

• Baseline Determination –
Methodologies and choice of 
baseline 

• Additionality Determination – Tool 
for assessment – barriers, finance 
and common practice

• Process guarantee - Consultation -
Stakeholder comments on 
Standards and Projects 

Solar Cookers Mongolia

reliability of assessment

• Questions of Judgement and Degree – not black or white
– Quality of Standards – Methodologies and Tools
– Quality of Assessments – Extent to which 

Methodologies and tools applied
– Quality of supporting Evidence  - Monitoring Reporting 

and Validation/Verification of Data

• All of these are critically assessed and kept under review

Waste Management India
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environmental quality

• CDM has a role

• Substantively

– Ensuring national requirements 
have been met

– Ensuring host country has certified 
that contributes to sustainable 
development

• More Procedurally 

– Ensuring Stakeholder can 
comment on standards

– Ensuring Stakeholders can 
comment on projects

Biomass to Energy  India

value and incentives

• Value for Money – not something 
considered by the CDM EB

• But perverse incentives which 
affect the emissions 
determination - is something 
considered by the CDM EB

Energy Efficient Bulbs India
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other qualities

• Efficiency – not necessary a trade off with quality

• Predictability – essential for investment but should not 
lock in bad decisions – non-retroactivity

• Objectivity - Needs to be based on factors that are 
independently replicable by third parties, but can never 
replace the need for judgement

• Transparency – Not just quantity of communication but 
quality of communication issue

Waste Collection Cote D’IvoireHFC PlantBiomass

reform

Already there
• Improved Standards 
– VVM 
– Accreditation

• Improved Review Process
– Assessment and Assessment 

Quality

• Improved Transparency 
– Decision Standard
– Rulings

• Tough Decisions 
– HFCs
– E+ E-
– Accreditiation

To do list

• Continual Improvement

• Better Assessment
– Standardised Baselines – work 

in progress

– Additionality Tool – under 
review

• Enhance Communication  
– Internal Training and Learning

– Improved Decisions



 



The role of non domestic mitigation efforts in recent 
and future EU climate policy: Supplementary under 

the 20% and 30% scenarios.

Rob Elsworth 

Sandbag Climate Campaign 

Role of the Flexible 
Mechanisms to date:

Offsets surrendered to date:

CERs  (CDM) – 160 million

ERUs (JI) – 3.3 million

Future use of offsets: PII?

1.6 to 1.7 billion credits  allowed

Future use of offsets: PIII?

Ambiguity…

Article  11(a) – continued use of 
CERs/ERUs dependent on 
an international 
agreement…

Credits from:  Bilateral agreements?

Least Developed 
Countries?

Article 24(a) – Possible introduction of 
Domestic Offsetting (DO)

Role of offsets (CERs / ERUs) 
in the EU ETS to date



We know the origin of the offsets

Type of offsets Offsets country of origin

HF
C

N
2O

Ch
ina

In
di
a

S.Ko
rea

A question of demand….
There is a surplus of European Permits (EUAs). Under a 20% target there is no real 
need for offsets, let alone an increased supply. This could potentially change under 
a more ambitious, i.e. 30%, EU emissions reduction target.

• Recession has delivered most of the EU’s domestic 
mitigation effort
• €2 billion spent on non‐domestic mitigation to       
date – could this have been better spent in the EU?



How should the EU utilise offset usage 
going forward?

• A question of demand and necessity– when is offset 
usage supplementary? 

• Wise offset usage needed! What is the EU 
subsidising?

• Could offsetting be acting as a distraction and 
diverting funds away from domestic mitigation?

• Domestic offsetting is taking place via Joint 
Implementation (JI) – can this be further utilised by 
CEE MSs?



 



Future of the carbon 
market?

Pedro Martins Barata
CDM Executive Board

Portuguese delegation to UNFCC

European Parliament
May 22 2011

Outline of presentation
 The current state of the carbon market

 The case for new market-based mechanisms
 The issue of volume of reductions

 The issue of “domestic action”

 Targeting the market in a cost-efficient manner

 Sectoral approaches
 What are they?

 Contradictory goals

 Risks and indefinitions



The state of the carbon market on 
22 March 2011

 The carbon market is only one of several potential 
climate change mitigation options

 Its has been the instrument of choice since Kyoto and 
particular since the inception of the EU ETS

 It has achieved remarkable levels of emission 
reductions, but not clear at what cost and whether 
these have been credible

Current perceived problems
 In the EU ETS:
 Fraud, theft, aggravated by lack of clarity on rules regarding 

treatment of allowances
 Inadequacy of regulator and implementing agencies
 General loss of trust in the ability of the regulators to 

regulate market

 In the CDM:
 Instances of potential gaming highlighted
 Inadequacy of regulator and validator companies
 Controversy over role of CDM in relation to sustainable 

development, including human rights
 Controversy over additionality and relation to existing and 

future planned policies in developing countries



The case for new MBMs
 CDM, JI are project-based mechanisms. Despite improvements 

and new, more aggregate categories such as programmatic CDM, 
they cannot get at “transformational” change in energy systems

 CDM, JI are “pure offset” mechanisms: each tonne reduced is 
compensated by an increase in emissions in Annex I countries: no
net gain to the atmosphere

 CDM is penalizing industries in countries with targets, which 
cannot get at the implicit subsidy

Important point: no mechanism can serve all three purposes: being 
“transformative”, net gain or “own contribution”, “level the playing 
field”

Concepts for new MBMs
 Sectoral crediting
 “Sectoral CDM”: CDM at a higher level of aggregation, 

but installation-based MRV (discarded in the negotiations)
 (actually, it might result as a product of ongoing CDM reform 

on standardized baselines)

 “Sectoral crediting”: crediting on the basis of sector-wide 
parameters

 Sectoral trading
 Cap-and-trade within a defined sector or activity, possibly 

linked through to the international regime



Issues with new MBMs
 “Sectoral trading”: 
 seen by some as tantamount to target setting for large 

sections of the economy. 

 Not clear the rationale for cap setting

 Potential for the creation of “hot air” similar to Kyoto. 

 Not clear the role of bilateral vs. multilateral setting for 
these initiatives. 

 Not clear the level of attraction of the concept, even to 
those promoting cap-and-trade (eg China).

Issues with new MBMs
 “Sectoral crediting”:  the role of international structure in defining is yet to be 

decided:
 Sector, boundaries, definities
 Appropriate baselines and baseline setting process
 Definition of “own contribution”.

 Different understanding across UNFCCC Parties on many of these concepts

 How would coverage of a sectoral crediting mechanism be made compatible 
with ongoing CDM projects?

 No real-life examples of sector-wide crediting: ongoing initiatives on carbon 
market readiness (World Bank, European Commission)

 No clear role for private sector engagement in most existing templates. Main 
issue: how do existing templates incentivize private sector investment?



Short- and long-term issues in 
carbon market

 Short-term
 Quality of regulation and regulators (ETS, CDM, JI)
 Lack of clarity on post-2012
 Stress on CDM structure; lack of new investment on CDM 

projects
 20% target: no real offset supply; not much beyond BaU – why 

new MBMs; why even CDM?
 link to lack of clarity on Kyoto Protocol future and new agreement 

under UNFCCC

 Long-term
 The role of the UNFCCC on multilateral linking of schemes
 The viability of bilateral linking of schemes
 Can fragmentation of the carbon market be resisted?

Thank you
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