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EU Emissions Trading System:
failing at the third attempt

Emissions trading is the European Union's flagship measure for tackling climate change, and
it is failing badly. In theory it provides a cheap and efficient means to limit greenhouse gas
reductions within an ever-tightening cap, but in practice it has rewarded major polluters with
windfall profits, while undermining efforts to reduce pollution and achieve a more equitable
and sustainable economy. The third phase of the scheme, beginning in 2013, is supposed to
rectify the “teething problems” that have led to the failures to date.

This briefing shows that:

% The EU Emissions Trading System (ETS) has failed to reduce emissions. Companies have consistently
received generous allocations of permits to pollute, meaning they have no obligation to cut their carbon
dioxide emissions. A surplus of around 970 million of these allowances from the second phase of the
scheme (2008-2012), which can be used in the third phase, means that polluters need take no action
domestically until 2017. Proposals to curtail this surplus were discussed in the context of the EU's 2050
Roadmap, but have been watered down in response to lobbying from energy-intensive industries.

Companies can use 1.6 billion offset credits in phases Il and Ill, mostly derived from the UN's Clean
Development Mechanism. Over 80 per cent of the offsets used to date come from industrial gas projects,
which EU Climate Action Commissioner Connie Hedegaard admits have a “total lack of environmental
integrity.” The Commission delayed a ban in the use of these industrial gas offsets to April 2013 in
response to lobbying from the International Emissions Trading Association (IETA) and others.

The ETS is a subsidy scheme for polluters, with the allocation of permits to pollute more closely
reflecting competition policy than environmental concerns. Power companies gained windfall profits
estimated at €19 billion in phase |, and look set to rake in up to €71 billion in phase Il. Subsidies to
energy-intensive industry through the two phases could amount to a further €20 billion. This has mostly
resulted in higher shareholder dividends, with very little of the windfall invested in transformational
energy infrastructure.

The third phase of the ETS will still see significant subsidies paid to industry, despite the auctioning

of permits in the power sector. Industry lobbying has resulted in over three-quarters of manufacturing
receiving free permits, which could yield at least €7 billion in windfall revenues annually. Energy
companies successfully lobbied for an estimated €4.8 billion in subsidies for Carbon Capture and Storage
(CCS), with a smaller amount for “clean” energy that includes agrofuels. In addition, the Commission is
undertaking a review of its “state aid” rules which could see the granting of direct financial subsidies to
companies claiming that the ETS damages their competitiveness.

The allocation of permits according to performance “benchmarks” was supposed to encourage a fairer
and more efficient division of responsibility for emissions reductions in energy-intensive sectors such

as cement, steel, paper and glass. But industry has been allowed to influence the benchmarking. For
example, CEMBUREAU (the cement industry lobby) was instrumental in choosing what to measure
(“clinker” not cement) and how to measure it. The final agreement saw the adoption of a lax standard that
was initially proposed by CEMBUREAU. This will result in a surplus of pollution permits for the cement
sector, allocated in a way that rewards the continued use of dirty and outdated production methods.

% Aviation will be included in the scheme from 2012. The sector will receive 85 per cent of permits for free,
and the projected carbon cost is far lower than the equivalent tax breaks for aviation fuel. Inclusion in the
ETS applies only to CO, emissions, which obscures the greater impact of contrails and other gases.

Put simply, the third phase of the ETS will continue the same basic pattern of subsidising polluters
and helping them to avoid meaningful action to reduce greenhouse gas emissions.
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A cap that does not fit

The Emissions Trading System (ETS) is the European Union's flagship climate policy, and has created by far the largest
carbon market in the world. The basic idea is that it sets an overall legal limit on the CO, emissions of over 11,000 power
stations and factories covered by the scheme, which operates in 30 countries and accounts for almost half of the EU's CO,
emissions.” Each “installation” then receives permits to pollute, which are known as European Union Allowances (EUAs).
In theory, a scarcity of these permits should encourage their price to rise, making it more expensive to pollute and so
encouraging emissions reductions.

The scheme has not worked this way in practice, however. The first phase, which ran from 2005 to 2007, saw too many
permits handed out - with an overall surplus of 267 MtCO,e (Megatonnes Carbon Dioxide Equivalent, the internationally
recognised measure of greenhouse gas emissions), or about 4 per cent of the total emissions covered by the scheme. In
other words, the ‘cap’ did not cap anything and the price collapsed.

The European Commission claimed that the second phase, from 2008 to 2012, would usher
in genuine reductions, and has stated that a lower level of recorded emissions in ETS sectors
in 2008 and 2009 showed the scheme was working.? Emissions from installations covered
T ] by the scheme fell by 11.6 per cent in 2009 (a drop of 246 MtCO._e), having fallen by around
EMISSIONS INCTeases 5 per cent in 20082 But this needs to be set against falls in production of electricity and
to continue without  industrial goods of 13.85 per cent in 2009 as a result of the recession.* Less production
significant costs  results in fewer emissions - which can hardly be claimed as the results of a successful policy.
to industry In fact, the allocation of ETS permits in 2009 was 159.5 MtCO,e higher than the actual level

of emissions, roughly equivalent to the annual emissions of Spain. The cap still did not fit.

A large surplus
of pollution permits
makes it possible for

Figures for 2010 show that emissions rose by over 3.5 per cent in 2010, compared to 2009 levels. The allocation of permits
under the scheme was 3.2 per cent (57.4 MtCOZ2e) higher than the actual emissions measured from installations covered by
it In other words, the cap was ineffective yet again. The large surpluses of permits already circulating within the scheme
make it possible for such increases to continue without significant costs to the industries covered.

A cap that still does not fit

The third phase of the ETS will run from 2013 to 2020. It will operate
according to new rules introduced through the revised Emissions Trading In the second phase of
Directive, approved in December 2009 as part of the EU's 2020 Climate and  the ETS, the number of offsets
Energy Package. The stated aim of these measures is to achieve a 20 per cent  g(lowed is higher than the
reduction in greenhouse gases across the 27-state bloc by 2020 compared to
1990 levels.® This falls a long way short of what climate science suggests is
needed to avoid dangerous climate change.

reductions required. These
credits reduce the obligation

on companies to curb their

The cap for industrial sectors covered by the ETS has been set at 21 per cent  5yn pollution at source

compared to 2005 levels, with decreases calculated at 1.74 per cent a year

(around 35 MtCO,e). However, according to World Bank estimates the second

phase of the scheme could end with an overall surplus of 970 MtCO,e, which could be carried over (“banked") for use from
2013 onwards.” This would account for almost 40 per cent of the “reduction” target that the EU claims will be required of
power companies and industries covered by the ETS in phase Il of the scheme. These figures are swelled by the use of
offset credits (see box “The offsets gap”). The phase Il surpluses alone could allow the scheme to continue without any
domestic emissions reductions until at least 2017.8



These figures may yet be revised upwards. The Commission's Roadmap for moving to a low-carbon economy in 2050 urges
the EU to increase the overall reduction target by 2020 to 25 per cent - a move that has been fiercely opposed by energy-
intensive industry lobbyists.” The same document also raises the possibility of setting aside a proportion of ETS allowances
in order to “maintain the incentives in the ETS rewarding low carbon investments” (a euphemistic phrase for preventing a
price collapse from the predicted surplus of permits).” It should be noted, however, that a figure of 500-800 MtCO.e initially
proposed by the Commission was removed from the Roadmap in response to industry lobbying by Eurofer (steel) and Cefic
(chemicals), amongst others."

The offsets gap

The 2004 Linking Directive allows companies covered by the ETS to hand in “offset” credits generated by “emissions-
saving projects” implemented mostly in developing countries in the South. They are mainly generated through the UN's
Clean Development Mechanism, which issues credits called Certified Emissions Reductions (CERs).? In other words,
companies are given the option to buy offsets - the negative social and environmental impacts of which have been widely
documented - in place of reducing their own emissions at source.”

In the second phase of the ETS, the number of offsets allowed is higher than the reductions required.* The precise limit
varies between states, with the UK at the lower end of the spectrum (8 per cent of emissions) rising to 21 per cent in
Spain and 22 per cent in Germany.” The actual use of offset credits to date is considerably lower than this - with 819
MtCO,e in 2008 and 81.8 MtCO,e of offsets “surrendered” in 2009 EU rules allow any surplus from phase Il to be
carried forward to phase Ill - in effect, merging the limit on offsets from the two phases.” In total, companies will be able
to use 1.6 billion in offset credits.® The UK Environment Agency projects that on the basis of existing practice over 1.2
billion of these credits could be “banked” for use in phase Ill” This would once more reduce the obligation on companies
covered by the scheme to take action to curb their own pollution at source.

One of the most high profile failings of the CDM has been the case of industrial gas projects, which purport to make minor
technical adjustments to eliminate hydrofluorocarbons (HFCs) (refrigerant gases) and nitrous oxide (N,O) (a by-product
of synthetic fibre production), and account for over 80 per cent of the credits imported into the ETS.?® The European
Commission recently decided to phase out the use of these industrial gas credits, belatedly recognising that they suffer
from “a total lack of environmental integrity,” in the words of Climate Action Commissioner Connie Hedegaard.?' Despite
this, and evidence that these projects have resulted in global increases in greenhouse gas emissions, it is likely that such
credits will continue to represent the majority of CDM credits used within the ETS until the end of the second phase.??
2010 figures are likely to suggest a rush to use these credits before the deadline, with companies holding on to other
EU ETS permits and offset credits for later use.?® Lobbying efforts by IETA, Cefic and large power producers such as
Enel-Endesa successfully shifted this date back from January to April 20132 This could lead to a further 52 MtCO_e
of these credits being used in the ETS - more than the whole annual “reduction” of 35 million tonnes required in 2013.

A polluter subsidy scheme

Since the scheme’s inception, the allocation of ETS permits has been

decided more on the basis of competition policy than on environmental ~ Since the scheme’s inception,
grounds. Polluting companies have received subsidies to the tune of ~ the allocation of ETS permits has
billions of euros per year at the expense of ordinary consumers. Atwo-  been decided more on the basis
-step process has seen polluters benefit in different ways. of competition policy than on

Energy-intensive industry has routinely been given extremely generous environmental grounds. Polluting
allocations of permits - a structural surplus of between 20 and 30 per ~ companies have received subsidies
cent in the case of the steel sector. The value of this over-allocation to  to the tune of billions of euros per year
industry in phase Il of the ETS has been estimated at €6.5 billion.® at the expense of ordinary consumers

These unearned subsidies for industry have been achieved by setting

relatively more stringent caps in the power sector, on the assumption that it is not particularly exposed to international
competition and can simply pass on the “cost” of allowances to electricity consumers. In so doing, the power sector wins
too - and wins big. In “passing through” to consumers the cost of allowances that were handed out for free, the utilities



companies gained an estimated €19 billion in windfall profits for phase I, and stand to gain anywhere between €23 and €71
billion for phase Il of the ETS.? Rules governing the inclusion of “new entrants” to the scheme also resulted in generous
award of free certificates for hard lignite plants, which has contributed significantly to a “dash for coal” in German power
production.?’

Despite repeated claims from energy-intensive manufacturing industries that they could not pass the costs of emissions
allowances through to product prices, this very same trick has also helped manufacturing companies gain unearned profits
from the scheme. Econometric analysis by CE Delft found that fossil fuel refineries and the iron and steel sectors routinely
passed on the entire notional “cost” of EUAs - which they received for free - to consumers. The windfall profits received
by these sectors in the first phase of the scheme were estimated at €14 billion (bringing the total subsidy, including over-
allocated permits, to over €20 billion).?®

When the third phase of the ETS was announced in January

The European Commission is undertaking 2008, full auctioning was heralded as being just around the
a review of “state aid” rules which could  corner - and, with it, the end of such huge subsidies.’ Yet by

see the granting of direct financial subsidies the time the final Directive was agreed, EU industry had clawed
back most of its free permits. This was perhaps unsurprising,
given the scale of lobbying that went on. At the Brussels level,
Avril Doyle MEP recorded “every lobbyist who paid a visit while
she served as rapporteur for the part of the bill that revamped
the EU's emissions trading system. The tally came to 168."%°
Meanwhile, industry fought a rearguard action at the level of Member States, forcing various concessions before the Directive
was agreed — most notably on the auctioning of permits.

to companies claiming that the ETS
damages their competitiveness

The new Directive promised a review of industrial sectors for their susceptibility to “carbon leakage”, defined as the risk that
a cap on EU emissions could lead companies to relocate elsewhere, weakening the European economy in the process. This
review was led by DG Enterprise, the department of the European Commission dedicated to promoting European industry.
It has generally been seen as a more “business friendly” access route for lobbying than DG Environment (and DG Climate
Action, a new department launched in 2010, which has taken over the lead role in implementing the ETS).*

The supposedly “objective” criteria for the Commission’s study of carbon leakage were geared towards defending industrial
interests, with the result that the Commission managed to identify 164 industrial sectors and sub-sectors at risk of leakage,
and therefore eligible for the continued free allocation of permits. These sectors account for 77 per cent of the EU's
manufacturing output (around a quarter of the emissions covered by the ETS).32 The remainder of industry will still receive
80 per cent of free allocations in 2013, declining to 30 per cent in 2020 and zero by 20273 A preliminary study by the
Grantham Institute of the London School of Economics found that the EC criteria for granting free allowances was too
generous, resulting in at least €7 billion in windfall revenues annually for energy-intensive industry.

This is not the end of the story, though. In response to fears of carbon leakage, the Commission is undertaking a review
of “state aid” rules which could see the granting of direct financial subsidies to companies claiming that the ETS damages
their competitiveness. A consultation will be concluded by May 2011, with new rules expected to be agreed later in the year.

For the power sector, which lobbied less successfully on the whole than the energy intensive industries, the picture is
somewhat different.** Most utilities will face full auctioning from 2013, a fate which the industry lobby association Eurelectric
grudgingly accepted. The main exception are power stations in the 10 newest Member States (mostly in Central and Eastern
Europe), in particular those that are currently reliant on coal for a high proportion of their electricity generation These
states can choose to give up to 70 per cent of permits for free in 2013 still - a last minute compromise in response to Polish
government concerns and, in turn, lobbying by the Polish Electricity Association.*

Will the shift to auctioning stop energy companies gaining “windfall profits” from the ETS? The answer, in short, is no. The
scale of these profits will be reduced because the companies have to buy the permits in the first place, rather than being
awarded them for free. However, the ETS by its very nature still allows power generators to buy allowances from elsewhere
rather than change how they produce electricity. While these companies normally pass on the “full cost” of ETS permits, buying
offsets remains a cheaper option - and this practice means that the power sector still fares relatively well from the scheme.



NER300: a new subsidy

As a quid pro quo for accepting the auctioning of power sector permits in phase lll of the ETS, Eurelectric (the
electricity producers’ lobby) demanded - and received - a concession ensuring that a proportion of the revenue from
these auctions would go to fund Carbon Capture and Storage (CCS), which the utilities are promoting as an excuse for
building more coal-fired power stations. This new measure is called NER300, since it will disperse the revenue from
the auctioning of 300 million permits that form part of the New Entrants’ Reserve (for new members of the scheme).

The technology for CCS was developed by the oil industry, which also stand to gain from its deployment. Shell, BP and
other energy companies operating through umbrella groups such as the “Zero Emissions Platform”, co-drafted the
amendment that created the NER300, which was inserted into the revised Directive by Chris Davies MEP.%®

The revenue from the 300 million auctioned permits, worth around €4.8 billion based on current prices, will fund CCS
and other “clean energy” projects.* Two-thirds of this amount will be allocated by the end of 2012.° According to the
European Investment Bank, which is administering the scheme, 153 projects have been submitted to date, including 22
CCS proposals (8 of which will be funded up to 50 per cent of their total cost), which are expected to receive the vast
the majority of the funds.”' Bioenergy projects are the most numerous in the “clean energy” category, with 46 proposed
projects including several promoting the development of agrofuels.*?

Centralisation: improving integrity or shifting the lobby focus?

As part of the shift to auctioning, a series of reforms have been introduced to centralise the process of allocating EU ETS
permits in phase Il1.** The European Commission has taken over from Member States the responsibility for permit allocation
and setting an absolute limit on the “Community-wide guantity of allowances."*

Whereas in the past allocations had mainly been based on calculations of historical emissions, allocations will now be made
according to a set of EU-wide “benchmarks” (standards for emissions per unit of production).

To set these new standards, the EU split the whole range of industrial goods into 53 categories, such as newsprint, coloured
glass bottles, and roof tiles. An emissions limit was defined for each product that was intended to reflect the standards
achieved by the most efficient 10 per cent of factories in the EU* The stated aim is that the most efficient factories
would gain more generous allocations of permits, whilst the least

efficient would be left short. ) ) )
As a quid pro quo for accepting the auctio-

ning of power sector permits, the electricity
producers’ lobby received a concession
ensuring that a proportion of the revenue
would fund Carbon Capture and Storage

(CCS), which is promoted as an excuse
However, claims that such allocations will reduce the influence for building more coal-fired power stations

of lobbying, and that they improve the overall environmental

integrity of the scheme are hard to justify.* It would be more

accurate to say that the adoption of centralised “benchmarking” merely shifts the timing (and to some extent location)
of corporate lobbying. As Der Spiegel observed, “The lobbyists spent months making the rounds in Brussels and Berlin,
proposing changes, additions and exceptions to the 76-page draft document [on benchmarking], wrestling over every single
value. It was a fierce competition that led to one overriding outcome: It made emissions trading even more complicated and
contradictory, and ultimately more unfair.”#

Within the overall rationale of the scheme, such changes will
lead to greater consistency. In particular, they avoid the perverse
incentive of using historical emissions as a guide - which has
until now seen the scheme reward the highest polluters with the
most permits.

Benchmarking: economic interests, not scientific advice

Despite the quasi-scientific veneer of technical benchmarks, the decisions on how to define the categories and which criteria
to adopt remain subject to the power politics of the industry lobby. Those with access to Brussels decision makers, or to
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national government departments willing to push their agenda, did best. The result is a set of “harmonised” rules containing a
number of perversities. This is unsurprising, because defining emissions standards for generic industry categories inevitably
ignores context and considerable measurement uncertainties (which are compounded by information inequalities between
the Commission and the companies in the scheme).

This is clearly illustrated in the case of the cement - with the hand of CEMBUREAU, the Europe-wide industry lobby
association - guiding the whole process.

First, the European Commission’'s DG Clima chose to benchmark “clinker” (small lumps of material produced by the fusion of
limestone and clay within a kiln) rather than cement itself. This followed a recommendation by the consultancy Ecofys which,
in turn, based its judgements on “in depth” discussions with representatives
of CEMBUREAU.® Vet the choice of “clinker” is highly controversial, since it
excludes from the EU’s calculations, and therefore disincentivises, the use of
“substitute materials” which would yield far higher emissions reductions.*’
In other words, a “clinker” benchmark results in a distribution of “more
allowances to installations with high CO, emissions”, according to the cement
company Holcim, which dissented from the broader CEMBUREAU lobby.™

The cement industry lobby was
instrumental in choosing what to
measure (“clinker” not cement)

and how to measure it
Second, in calculating a proposed benchmark, Ecofys used a “baseline” for

current and projected emissions that was developed by the World Business

Council for Sustainable Development's Cement Sustainability Initiative.™
This methodology was recommended by CEMBUREAU.* In fact, the practice of restricting the main consultations on
“benchmarking” to lobby associations was common across all of the energy-intensive industrial sectors in relation to which
Ecofys and its partners (the Fraunhofer Institute for Systems and Innovation Research, and the Oko-Institut) compiled
“methodology” reports.>

Third, in response to broader consultations, DG Clima nevertheless came up with an initial benchmark of 689.5 kg CO, per
tonne of grey cement clinker, a far lower figure than the Ecofys report envisaged.> In response to further CEMBUREAU
lobbying, however, this was subsequently raised to 716 Kg.® The finally figure agreed as part of the EU's Comitology
procedure was higher still: 766 kg CO, per tonne of grey cement clinker. This final benchmark was precisely what
CEMBUREAU had argued for.%

A Commission proposal that free allocations for grey cement clinker should
“reflect the sector’s ability to improve the greenhouse gas efficiency through
clinker substitution” was also edited out of the final Decision.5’

The practice of restricting
the main consultations

on “benchmarking” to lobby
Other changes won by lobbyists for energy intensive industry included a associations was common
reduction of 25 per cent for the steel sector (compared to the initially proposed  5cross all of the energy-
benchmark), and a shift to measure production levels in relation to 2005-2008
figures, which set a particularly favourable, pre-recession “baseline” against
which future reductions will be judged.®

-intensive industrial sectors

The major problems with emissions allocations in the ETS are not a lack of harmonisation, but the susceptibility of the
scheme to rent-seeking behaviour.® This is a structural flaw of emissions markets, since the commodity to be traded is
created by governments. As Larry Lohmann has pointed out, “the fact that governments are both suppliers and regulators
of emissions commodities has encouraged rampant rent-seeking and complicated allocation systems that profit, rather than
penalize, heavy polluters.”

Moreover, the lack of stringency remains - a product of an overall cap that is too high, a surplus of permits from phase Il,
and the ability to use offset credits within the scheme. The flawed incentive structure is unaltered too: at best, the ETS with
a tighter cap would encourage the cheapest emissions reductions first, but these rarely reflect the structural changes that
need to take place to transform energy and industrial production to meet the challenge of addressing climate change.

The benchmarking exercise has also left the basic two-tier structure of the ETS intact: the power sector is expected to be
“short” and buy permits or credits, passing on the costs to consumers, while manufacturing sectors expect the scheme to
provide generous allowances - subsidies, in other words - to protect them from international competition.

o)



Aviation

Emissions from flights departing from or arriving in EU airports are to be included in the ETS from 2012 (the last year of
phase II), despite fierce aviation industry lobbying.®'

The obligations placed upon airlines are extremely low, with emissions capped at 97 per cent of the average emissions in
2004-2006.% Based on these initial allocations, it is estimated that the economic impact would amount to “the equivalent of
a one-cent per litre tax on aviation fuel which is currently untaxed in the EU” (by comparison, road transport fuel is taxed at
on average 48 cents per litre).%

The yearly allowance for 2012 has been set at 213 million tonnes.* Eighty-two  The carbon market provides
per cent of the permits will be handed out free to airlines, with 15 per cent
auctioned and the remaining three per cent allocated to “a special reserve for
later distribution to fast growing airlines and new entrants into the market.”®
Airlines will be allowed to offset their emissions up to a limit of 15 per cent of
verified emissions through the use of project credits in 2012, and 1.5 per cent of
verified emissions over 2013-2020.6¢

a means of “compensating”

for an increase in aviation
through cheaper reductions in
CO, emissions in other sectors
- but the environmental impacts

are vastly different
It is highly implausible that a carbon price will affect investment decisions in

the aviation sector, moreover. A Tyndall Centre study found that the likely price

of carbon would add fewer than four cents to a litre of kerosene - a level that is far lower than the tax breaks afforded for
aviation fuels by EU governments.¢” The same study concludes that carbon prices would have to rise to a level of between
€100 and €300 per tonne to have any significant impact on the continued expansion in aviation, conceding that even
this might remain ‘insufficient’. This is an order of magnitude beyond all estimates of future carbon prices - and, in the
exceedingly unlikely event that the price moved towards these levels, the record of existing lobbying around emissions trading
suggests that significant pressure from aviation (and other industries), which could either force an upper price cap on the
scheme or equivalent exceptions and subsidies.®®

The inclusion of aviation in the EU ETS is giving proponents of aviation ammunition in their efforts to expand the sector,
however. For example, British Airways has lobbied to scrap the UK government’s Air Passenger Duty (a tax on flights) when
the scheme comes into operation. Willie Walsh, BA's Chief Executive argued: “We agree that emissions trading is the most
effective fiscal instrument for shrinking aviation's carbon output... So when it arrives, at global or European level, let us drop
additional taxes, which otherwise threaten the ability of UK airlines to provide the quality air links on which national economic
success depends.”®?

Focusing on aviation emissions from CO, ignores the significant amounts of nitrogen oxide, water vapour, sulphate and
soot particles, and the added impact from the formation of contrails. Some studies show these combined impacts to be far
greater than the impact of CO, alone, yet the ETS will only tackle CO, emissions from aviation (even when the scheme as a
whole is extended to these other gases).™ In effect, the carbon market provides a means of ‘compensating’ for an increase
in aviation through cheaper reductions in CO, emissions in other sectors - but the environmental impacts are vastly different.

The revised ETS Directive also makes provision for the inclusion of shipping, in the event that no international agreement is
reached at the International Maritime Organisation by the end of 2011. The EU confirmed in March 2011 that it is preparing
measures that would allow it to exercise this option.”

Industrial gases

A further loophole introduced in phase Ill of the scheme comes via the introduction of new sectors and gases. The new
sectors include the production of bulk organic chemicals, ammonia, hydrogen and aluminium.

The new gases included in the scheme are nitrous oxide from the production of nitric and adipic acid, and perfluorocarbons
(PCFs) from aluminium production.” Emission allowances for these sectors in 2013 will amount to around 107 MtCO_e.”

There is a significant chance that many of the claimed reductions here will not be reductions at all, however. The consistent
pattern within emissions trading schemes is that initial allocations are too high, because companies have a financial incentive



to talk up past emissions in order to subsequently benefit from a surplus of permits. This can generally be achieved easily,
since (in common with other regulations) the companies have far more information than over-stretched regulators. The
European Chemical Industry Council (Cefic), in particular, has lobbied hard on the ETS - first trying to ensure the exclusion
of chemicals from the scheme, then aiming to weaken the targets and benchmarks it faces.™

Conclusion: failing better?

Every time the ETS fails to reduce emissions, the politicians and businesses who promote it reach for their Samuel Beckett:
“Try again, fail again, fail better.”

With the first two phases of the ETS clearly showing that it has subsidised polluters whilst failing to limit emissions, the third
phase of the scheme has been promoted as a new beginning. The Commission acknowledges some errors, puts these down
to “teething problems”, and claims that the key design flaws have now been fixed.

Although instances of such failings certainly exist, they bring us no closer to understanding why the ETS has misfired so
spectacularly. Why have many companies and Member States allowed offsets and surplus permits from phase Il to be used
in phase Ill, when they know that this will lower permit prices and undermine environmental integrity? How have carbon
intensive industries such as the cement sector secured continued free handouts, despite little evidence that the scheme
poses a threat to their competitiveness, and considerable evidence that it subsidises continued pollution?

Some proponents of the ETS suggest that the main flaws are rules that have been designed inadequately or have been
badly applied. This briefing has painted a different picture. It has shown that the ETS is at the mercy of a complex interaction
of state and corporate power. Those with the loudest voices have successfully pushed for rules that allow them to escape
their responsibility to change industrial practices and the means of power production domestically. As we have seen,
the Commission is both the supplier and the regulator of carbon as a commodity, a situation which has made the ETS is
particularly susceptible to rent-seeking behaviour. This should come as no surprise, since the history of emissions trading
is littered with evidence that it helps companies and governments to pre-empt and delay making the structural changes
necessary to address climate change.” It is a fundamentally flawed system, setting up a system of property rights for
continued pollution, and transposing environmental objectives into the kind of cost-benefit trade-offs that led to the problem
of climate change in the first place.’

The third phase of the ETS is no different. From 2013 onwards, the same basic pattern of rewarding polluters whilst helping
them to avoid reducing their greenhouse gas emissions at source is likely to continue. In short, the ETS looks set to fail again.
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