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SUMMARY The current price of carbon 
emissions in the EU is too low to encourage 
investment in low-carbon infrastructure. The 
reasons for the price drop are an oversupply of 
emission allowances and weakened demand 
due to the economic crisis and complementary 
emissions-reducing policies.  
Several proposals have been made to bring 
the carbon price back to levels which 
incentivise ‘clean’ investments. Short-term 
supply can be reduced by delaying the 
auctioning of allowances. Longer-term 
solutions, such as reducing the total number of 
allowances or introducing a minimum price 
for auctions, require changes to the ETS 
Directive. If interventions are not backed up by 
a credible longer-term strategy, there is a risk 
of investors losing confidence in the carbon 
market.  
Interventions in the carbon market are 
supported by the EP, environmental NGOs and 
some industry groups. Other industry groups 
and Poland fear that such interventions will 
damage competitiveness and cause 
companies to relocate energy-intensive 
production outside the EU. The European 
Commission is committed to presenting the 
first report on the carbon market and 
proposals for reform in summer 2012. 

 

 
Price of EU allowances and UN emission credits. 

 (source: ICE Futures Europe) 
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Glossary 
Greenhouse gas (GHG): Gas in the earth's 
atmosphere which traps heat and prevents it 
from escaping into space. An increase in GHG 
concentrations leads to a warming of the planet. 
The most common GHG is carbon dioxide (CO2). 

Carbon dioxide equivalent (CO2e): The global 
warming potential of other GHGs is expressed in 
carbon dioxide equivalent (CO2e).  

Emission allowance: permit to emit a quantity 
of GHG. One EU Allowance (EUA) gives its owner 
the right to emit one tonne of CO2e. 

Cap: upper limit of the amount of allowed 
emissions which determines the number of 
emission allowances issued. 

Carbon leakage: Relocation of a business to a 
jurisdiction with lower emission prices. 

Emissions trading in the EU 

Decarbonising the economy 
The rise in global temperatures by 0.7 °C 
over the past 100 years is very likely due to 
rising concentrations of greenhouse gases 
in the earth's atmosphere. Climate scientists 
predict a 4 °C  temperature rise by the end of 
the century if emissions continue to grow.  
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In order to help limit global warming, the EU 
has committed to cutting EU emissions by 
80 to 95%. Such a move towards a low-
carbon1 economy requires significant 
investments in infrastructure for energy, 
industry and transport. Since much 

http://www.theice.com/
http://www.ipcc.ch/publications_and_data/publications_ipcc_fourth_assessment_report_synthesis_report.htm
http://register.consilium.europa.eu/pdf/en/09/st15/st15265-re01.en09.pdf
http://www.withouthotair.com/
http://www.withouthotair.com/
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industrial infrastructure, such as power 
plants, has a lifetime of many decades, 
investment decisions taken today have a 
lasting impact. 

The EU and several other regions2 have 
chosen emissions trading as a market-based 
instrument to drive low-carbon investments 
in the most cost-effective way.  

The European Emissions Trading System 
The European Emissions Trading System3 
(ETS), introduced in 2005, is a cap and trade 
scheme, in which there is a fixed annual 
number of emission allowances (the cap), 
which can be traded among GHG emitters. 
The cap limits total GHG emissions for 
industrial installations which are subject to 
the ETS. In order to achieve, by 
2020, a 20% emissions 
reduction compared to 1990 
levels, the cap is lowered by 
1.74 percentage points per 
year, as laid down in the ETS 
Directive.  

One EU allowance (EUA) gives 
its owner the right to emit one 
tonne of CO2e. Member States 
give away free allowances to 
installations under national 
allocation plans (NAP). In 
addition, a fixed number of 
allowances are sold in regular 
auctions. At the end of each 
year, each installation must 
report its emissions and 
surrender the corresponding 
number of EUAs or equivalent international 
emissions credits.4 Any unused allowances 
remain valid and can be used in subsequent 
years.  

The system encourages companies to invest 
in emissions-reducing technology if the cost 
of reducing emissions is lower than the 
market price of emission allowances. They 
can then sell their unneeded allowances in 
the market. If companies find that the cost 
of reducing emissions is higher than the 
carbon price, they can buy allowances to 

cover their emissions. Rational economic 
actors will thus find the lowest-cost ways to 
reduce overall emissions.  

Some changes will come into effect for the 
third ETS phase (2013-2020), which will 
cover more emissions. There will be an EU-
wide cap, a central registry and a common 
auctioning platform. As fewer free 
allowances will be allocated, auctioning will 
play a larger role. Moreover, the use of 
international credits will be restricted. The 
fourth phase starting in 2021 will be subject 
to the same rules unless the legislation is 
reformed before then.  

State of the carbon market 

Development of the carbon 
price 
After having traded at almost 
€30 in 2008, the EUA price 
reached an all-time low of €5.99 
in April 2012, and trades 
persistently below €10. The 
price for international emissions 
credits is around €4.  

A number of factors contribute 
to an imbalance of supply and 
demand: 

 overly generous national 
allocations of free 
allowances 

 use of 555 million 
international emissions 
reductions credits 

 reduced demand for energy, due to the 
economic crisis 

 emissions-reducing effects of other 
policies, such as efficiency standards 

In addition, a relatively mild winter 
2011/2012 reduced demand, and the 
ongoing sale of 300 million allowances by 
the European Investment Bank 5 added to 
the oversupply.  

Analysts from Barclays Capital and 
Bloomberg estimate a surplus of over one 
billion allowances at the end of 2012. 

Key figures  

More than 12 000 
installations (e.g. power 
plants, factories) in the EU, 
Norway and Liechtenstein 
participate in the ETS.  

In 2011, emissions covered 
by the ETS were 1.9 billion 
tonnes, down more than 
2% from 2010. These 
numbers are 118 million 
under the cap, an indication 
that too many allowances 
were given away. 255 
million international credits 
were used, 86% more than 
in 2010. There were 900 
million unused allowances 
at end 2011.

http://ec.europa.eu/clima/policies/ets/linking/index_en.htm
http://ec.europa.eu/clima/policies/ets/linking/index_en.htm
http://uk.reuters.com/article/2011/12/12/us-climate-carbon-idUKTRE7BB0QT20111212
http://www.businessweek.com/news/2012-06-15/eu-said-to-favor-1-dot-2-billion-co2-permit-sale-delay-in-report
http://europa.eu/rapid/pressReleasesAction.do?reference=IP/12/477
http://europa.eu/rapid/pressReleasesAction.do?reference=IP/12/477
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Deutsche Bank forecasts an oversupply of 
1.26 billion allowances by 2020, which 
would persist into the fourth ETS phase.  

A low carbon price makes ‘clean’ 
investments unattractive. At current carbon 
prices, carbon capture and storage (CCS)6 
projects are not viable without government 
support.  

Assessment of the ETS 
Opinions about the success of the ETS are 
mixed. On the one hand, the ETS has 
achieved its aim of reducing GHG emissions. 
On the other hand, it has not achieved its 
aim of giving a price signal that encourages 
investment in low carbon 
technologies. 

Analysts see two fundamental 
problems with the functioning of 
the ETS: First, the number of 
allowances obtained for free or 
through the UN system has been 
too large for the actual demand. 
Second, the demand for 
allowances varies while supply is 
fixed many years in advance. This 
makes it impossible for the ETS to 
react to fluctuations in demand.  

Despite these problems, a 
number of countries and regions 
are following the European 
example, establishing their own 
carbon markets. Some of these 
markets have mechanisms to 
match supply to demand and to guarantee a 
minimum price.  

Policy options 

Various options have been proposed for 
reducing the oversupply of allowances, and 
restoring the carbon price to a level that 
rewards carbon-reducing investments.  

Set-aside of allowances 
It is not exactly clear what is meant by ‘set-
aside’. If it means that auctions are 
postponed, the carbon price can be 
stabilised temporarily, but may collapse 

when the withheld allowances are released 
onto the market. A temporary set-aside can 
thus provide short-term support to the 
carbon price, but does not solve the 
underlying problem of oversupply. If the 
withheld allowances are to be cancelled, 
changes to the ETS Directive would be 
needed. 

The quantity of allowances set aside will 
have a great influence on the carbon price. 
Point Carbon estimates that removing 750 
million allowances would increase the 
carbon price by two or three euros.  

Minimum auction price 
A minimum auction price would support the 

price of allowances, and 
prevent it from dropping 
much below the minimum 
price. It would therefore 
reduce the risk for investors 
in low-carbon technologies.  

However, Jos Delbeke 
(European Commission) 
warned that such a minimum 
price could be legally 
interpreted as a carbon tax, 
which needs unanimity 
among MS rather than 
qualified majority.  

Analysts point out that it is 
hard for a regulator to 
determine a correct 
minimum price, and that any 

unsold allowances could come back onto 
the market as additional supply at a time 
when carbon prices are higher. It would be 
very difficult for 27 Member States to agree 
on a minimum price, and there could be a 
temptation to set a maximum price as well. 
Connie Hedegaard, the EU's climate action 
commissioner, criticised a system with price 
controls as being politically controlled 
instead of marked-based.  

The UK has unilaterally introduced a price 
floor for carbon emissions starting with 
GBP 16 in 2013, and rising to GBP 30 by 
2020. 

Aviation 

Some countries, including 
China, India, Russia and the 
US have objected to the 
inclusion of international 
flights in the ETS from 2012 
onwards. At the currently 
low carbon prices and with 
free allowances, emissions 
trading will have only 
negligible impact on the 
price of international flights, 
but this could change if the 
carbon price goes up. A 
global agreement for 
aviation emissions is being 
negotiated in the 
International Civil Aviation 
Organisation. 

http://www.commodities-now.com/news/environmental-markets/10677-eu-energy-ets-reform-should-not-be-set-aside.html
http://www.endseurope.com/28935/eu-official-urges-caution-on-ets-floor-price-option
http://www.cdcclimat.com/spip.php?action=telecharger&arg=1480
http://www.euractiv.com/climate-environment/hedegaard-dismisses-politically-news-510569
http://www.hmrc.gov.uk/budget2011/tiin6111.pdf
http://www.hmrc.gov.uk/budget2011/tiin6111.pdf
http://www.icao.int/
http://www.icao.int/
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Rules for matching supply with demand 
A revision of the ETS Directive could include 
strict rules to adjust the supply of 
allowances to reductions in demand 
resulting from complementary emission-
reducing policies (e.g. efficiency standards) 
or economic conditions.  

Reduction of the cap 
There have been proposals to lower the cap 
for the third ETS phase (2013-2020) faster 
than the current 1.74 percentage points per 
year. However, this would require changes 
to the ETS Directive, and risks damaging 
confidence in the carbon market.  

Climate Strategies, a think-tank, argues that 
both set-aside and an increasing minimum 
auction price are necessary to strengthen 
the ETS, in the context of agreed targets for 
2030.  

Agreement on post-2020 targets 
Since energy infrastructure investments can 
be very long-lived, market participants 
expect some clarity on how the carbon 
market will develop over the medium and 
longer term, for example in the form of 
intermediate emissions targets for 2025 or 
2030.  

Other options  
Economists Stéphane Dion and Éloi Laurent 
propose an internationally negotiated 
carbon-price signal, which would leave 
individual countries free to implement it as a 
carbon tax or in a cap-and-trade scheme.  

Economist Christian de Perthuis has 
proposed to establish a ‘carbon central 
bank’ which would regulate the supply of 
allowances in much the same way that 
central banks regulate the money supply in 
economies. 

Impact of the carbon price 
A higher carbon price will benefit 
companies that hold unused allowances. 
Governments would benefit from increased 
revenues from auctions, provided that a 
higher price compensates for reduced 
auction volumes. 

A high carbon price (around €20 to €50, 
according to analysts) in combination with a 
price floor would encourage low-carbon 
investments, such as carbon capture and 
storage (CCS) or renewable energies. A more 
moderate rise in the carbon price would 
make it economical to switch power 
generation from coal to gas, which produces 
lower carbon emissions.7  

On the other hand, a high carbon price 
drives up costs for carbon-intensive 
industries,8 such as the chemical industry, or 
Poland's power sector which uses coal for 
93% of its electricity generation. 

State of play 

The recent debate about interventions in 
the ETS has been linked with discussions on 
the proposed Energy Efficiency Directive 
(EED), which aims to reduce demand for 
energy9 and hence for emission allowances. 
Setting aside of allowances is mentioned in 
the impact assessment of the EED.  

The opinion of the ENVI committee of 20 
December 2011 on the Energy Efficiency 
Directive asks for 1.4 billion allowances to be 
set aside. The position of the ITRE 
committee of 28 February 2012 calls on the 
Commission to consider measures to 
provide incentives for investing in low-
carbon technologies, which may include 
withholding ETS allowances.  

The final compromise between the EP and 
the Council does not provide for 
interventions in the ETS, but includes a 
written statement by the Commission 
committing to present urgently the first 
report on the carbon market (originally 
foreseen for 2013), accompanied by a review 
of the auction time profile and an 
examination of options for strengthening 
the ETS, including the permanent 
withholding of allowances. The report is 
expected during summer 2012. 

The time profile of auctions can be 
amended relatively quickly through 
comitology, leading to a revision of the 

http://www.climatestrategies.org/research/our-reports/category/60/343.html
http://www.ofce.sciences-po.fr/pdf/dtravail/WP2012-16.pdf
http://www.ofce.sciences-po.fr/pdf/revue/120/r120-6.pdf
http://www.ofce.sciences-po.fr/pdf/revue/120/r120-6.pdf
http://www.europarl.europa.eu/oeil/popups/ficheprocedure.do?lang=en&reference=2011/0172(COD)
http://www.europarl.europa.eu/sides/getDoc.do?pubRef=-%2f%2fEP%2f%2fNONSGML%2bCOMPARL%2bPE-472.304%2b05%2bDOC%2bPDF%2bV0%2f%2fEN
http://www.europarl.europa.eu/news/en/pressroom/content/20120227IPR39335/html/Energy-savings-committee-backs-binding-national-targets-and-CO2-set-aside-plan
http://www.europarl.europa.eu/news/en/pressroom/content/20120227IPR39335/html/Energy-savings-committee-backs-binding-national-targets-and-CO2-set-aside-plan
http://www.europarl.europa.eu/news/en/pressroom/content/20120615BKG46961/html/Energy-efficiency-measures-required-by-the-proposed-directive
http://www.europarl.europa.eu/news/en/pressroom/content/20120615BKG46961/html/Energy-efficiency-measures-required-by-the-proposed-directive
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Commission Regulation on the auctioning 
of allowances. 

The temporary withholding of auctions is a 
short-term measure, which buys some time 
to find solutions to the longer-term 
problems of the ETS. As changes to the ETS 
Directive fall under the ordinary legislative 
procedure, the EP would have its say. 

Regarding longer-term commitments, the 
Commission has proposed a low-carbon 
roadmap which includes targets for 
emissions reductions (80% by 2050, 60% by 
2040, 40% by 2030, 25% by 2020). The 
document states that a reduction of the cap 
and set-aside of allowances would be 
required to achieve these targets. The EP's 
resolution of 15 March 2012 supports the 
low-carbon roadmap and calls on the 
Commission to adopt measures to correct 
the failings of the ETS.  

The energy roadmap 2050, which calls for 
decarbonisation of the EU's energy sector, is 
under discussion in the ITRE committee. 
Poland opposes both roadmaps while the 
other 26 Member States support them. 

Member States and stakeholders  

Member States 
Poland, whose energy sector is highly 
dependent on coal, opposes interventions 
in the carbon market. Poland fears that a 
higher carbon price could undermine its 
competitiveness, and that a switch from 
domestic coal to imported gas could 
threaten its energy security. Poland has 
opposed any move to set EU-wide carbon 
targets for after 2020. However, Poland is in 
favour of a strong Energy Efficiency 
Directive.10 

Business 
BusinessEurope, representing European 
employers, opposes interventions in the 
carbon market, and argues that free 
allocation of allowances and support for 
research and innovation are necessary to 
prevent carbon leakage. CEFIC, representing 
the chemical industry, opposes 

interventions in the ETS, citing a loss of 
competitiveness and the risk of carbon 
leakage.  

Other industry groups are more sympathetic 
to interventions. The EU Corporate Leaders 
Group on Climate Change considers that a 
‘healthy’ carbon price would be closer to 
€30, and supports a reserve auction price for 
phase 4. Shell supports a short-term set-
aside of more than one billion allowances, as 
well as a European carbon floor price, and 
asks for clarity on emissions targets for 2030.  

The International Emissions Trading 
Association warns that any short-term set-
aside should be an exceptional measure and 
favours a reform of the ETS which aligns the 
cap trajectory with emissions targets for 
2050, and a revised cap-setting process 
which allows for more flexibility in case of 
changed economic conditions.  

Deutsche Bank considers set-aside 
necessary, but not sufficient, and calls for 
structural changes to the ETS, such as a 
lower emissions target for 2020 or a 
minimum auction price.  

NGOs 
A report produced by Öko-Institut for 
Greenpeace and WWF recommends setting 
aside allowances (which are to be cancelled 
or held back for a decade or more), 
increasing the annual reduction of the cap 
to 2.6 or even 3.9 percentage points, and 
introducing strict rules for lowering the cap 
to account for the effects of complementary 
policies and economic conditions.   

Sandbag, a UK-based not-for-profit 
organisation, proposes withdrawing 3.1 
billion allowances, a permanent mechanism 
to correct for drops in demand and a phase-
4 cap compatible with the low-carbon 
roadmap. Sandbag is critical of price 
controls and reserve price auctions.  

 

http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:32010R1031:EN:NOT
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:52011DC0112:EN:NOT
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:52011DC0112:EN:NOT
http://www.europarl.europa.eu/sides/getDoc.do?pubRef=-%2f%2fEP%2f%2fTEXT%2bTA%2bP7-TA-2012-0086%2b0%2bDOC%2bXML%2bV0%2f%2fEN&language=EN
http://www.europarl.europa.eu/sides/getDoc.do?pubRef=-%2f%2fEP%2f%2fTEXT%2bTA%2bP7-TA-2012-0086%2b0%2bDOC%2bXML%2bV0%2f%2fEN&language=EN
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:52011PC0885:EN:NOT
http://www.europarl.europa.eu/oeil/popups/ficheprocedure.do?reference=2012/2103%28INI%29&l=en
http://www.businesseurope.eu/content/default.asp?PageID=568&DocID=29404
http://www.cefic.org/Documents/PolicyCentre/Cefic%20comments%20on%20EU%20greenhouse%20gas%20reduction%20targets%20and%20policies.pdf
http://www.cpsl.cam.ac.uk/Leaders-Groups/The-Prince-of-Wales-Corporate-Leaders-Group-on-Climate-Change/%7E/media/Files/Leaders%20Groups/CLG/ETS%20Letter%20President%20Barroso%20Version%203%20FINAL.ashx
http://www.cpsl.cam.ac.uk/Leaders-Groups/The-Prince-of-Wales-Corporate-Leaders-Group-on-Climate-Change/%7E/media/Files/Leaders%20Groups/CLG/ETS%20Letter%20President%20Barroso%20Version%203%20FINAL.ashx
http://www.euractiv.com/energy/shell-executive-reform-emissions-interview-512529
http://www.ieta.org/briefing-on-the-eus-emissions-trading-scheme
http://www.ieta.org/briefing-on-the-eus-emissions-trading-scheme
http://www.bloomberg.com/news/2012-04-13/deutsche-bank-says-c02-set-aside-won-t-spur-clean-investment-1-.html
http://www.oeko.de/publications/dok/1193.php?id=&dokid=1484&anzeige=det&ITitel1=&IAutor1=&ISchlagw1=&sortieren=&dokid=1484
http://www.sandbag.org.uk/
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Endnotes 
 

1 ‘The word ‘carbon’ is used here informally to mean all greenhouse gases, of which CO2 is the most important. ‘Carbon price’ is 
used to refer to the price of emission allowances.  

2 New Zealand has had a carbon market since 2008 and California since 2012. Carbon markets will be introduced in Quebec 
(2013), South Korea (2015). and Australia (July 2015) and as a pilot project in some Chinese regions (2013). On the international 
scene, the Durban Platform for Enhanced Action is working towards a globally binding agreement by 2020. Companies such as 
Shell and Microsoft use internal carbon prices to promote low-carbon business decisions.. 

3 Directive 2003/87/EC of the European Parliament and of the Council of 13 October 2003 establishing a scheme for greenhouse 
gas emission allowance trading within the Community; Directive 2009/29/EC of the European Parliament and of the Council of 
23 April 2009 amending Directive 2003/87/EC so as to improve and extend the greenhouse gas emission allowance trading 
scheme of the Community. 

4 From the environmental perspective, it does not matter whether emissions are reduced in Europe or elsewhere. Hence it makes 
sense to reduce emissions wherever it can be done at the lowest cost. International emission credits arising from projects in 
other regions can therefore be used, within certain limits, to meet European obligations. Operators may use certified emission 
reductions (CERs) since 2005 and emission reduction units (ERUs) since 2008., as laid down in the Linking Directive. 

5 The European Commission has mandated the European Investment Bank to sell 300 million allowances from the New Entrants 
Reserve. The revenue will be used to fund CCS demonstration projects.  

6 Storage of CO2 in underground reservoirs, for example depleted gas wells. 

7 The carbon price at which a switch of the energy source becomes economical depends on the current coal and gas prices in 
Europe and on exchange rates. Currently, it is in the range of €24 to €31, according to the Tendances Carbone newsletter. 
However, there are doubts whether substitution of coal by gas can yield substantial climate benefits. 

8 In order to prevent energy-intensive installations from relocating outside the EU (carbon leakage), state aid for large electricity 
consumers is permitted. 

9 The directive aims at improving energy efficiency by 20% by 2020 (from 1990 levels) and requires energy companies to achieve 
savings of 1.5% of energy sales by volume each year from 2014 to 2020.  

10 Poland wants equal treatment / Marcin Korolec, Carbon Trading Magazine, June 2012, p. 14-15. 
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