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EXECUTIVE SUMMARY 

 

Environmental effectiveness and economic efficiency of the EU Emissions Trading 
Scheme 

Market-based policy tools are increasingly regarded as an effective and reliable means 
of environmental policy, especially in climate policy. They are attractive options for 
environmental policy because of the combination of environmental effectiveness and 
economic efficiency. 

Among the different market-based environmental policy tools, cap-and-trade emissions 
trading schemes received special attention after the inclusion of international emissions 
trading in the Kyoto Protocol to the UN Framework Convention on Climate Change. 
Within this framework, and given that the European Union (EU) is, in addition to its 
Member States, a party to the Kyoto Protocol, the EU decided to implement a commu-
nity-wide Emissions Trading Scheme (EU ETS) for greenhouse gas emissions. 

In a perfect emission trading scheme, the environmental effectiveness of the scheme is 
given by the cap and the efficient allocation of resources is guaranteed by the informa-
tion exchange among the trading entities via prices and market mechanisms.  

The allocation of allowances to sectors and installations was for a long time seen as a 
pure distributional problem in the academic and political debate. However, initial ex-
periences with regard to the effective implementation of the EU ETS show that some 
key provisions were implemented in some Member States that could have significant 
negative impacts on the economic efficiency of the scheme and could create fairness 
problems which will have significant effects on the environmental effectiveness of the 
scheme in the medium and long term. If the costs of emission abatement increase, the 
definition of the necessary caps to combat global warming will face much more resis-
tance in the future and could obstruct an effective contribution of the ETS to climate 
policy. Against this background, strong ties should be seen between the economic effi-
ciency and the environmental effectiveness of an ETS if this scheme is meant to play an 
important role in medium and long term climate policy. 

 

Purpose and scope of the report 

WWF has commissioned Öko-Institut together with a consortium of co-operation part-
ners from across Europe – AVANZI (Italy), EcoSolutionsConsulting (Poland), ILEX 
(UK) and ILEX Iberia (Spain) – to evaluate the allocation provisions from the National 
Allocation Plans for the pilot phase of the European Union Emissions Trading Scheme 
(EU ETS) with regard to their impacts on environmental effectiveness and economic 
efficiency. 

The purpose of this report is to provide an independent analysis of the National Alloca-
tion Plans in six Member States - Germany, Spain, Italy, the Netherlands, Poland, Spain 
und the UK – in terms of environmental effectiveness and economic efficiency. 
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• We compare and contrast the different ways in which six Member States of the 
European Union have chosen to allocate the European Union Allowances (EUA) 
to the installations and analyse these allocation approaches in their NAPs for the 
pilot phase (Phase 1). 

• This analysis includes the principles and provisions surrounding allocation of al-
lowances to existing installations in the scheme, to new entrants, how plant clo-
sures are treated, their interactions, and plans for the use of credits from the 
Clean Development Mechanism (CDM) and Joint Implementation (JI) at the 
level of installations. 

• Based on the lessons learnt from the Phase 1 of the EU ETS, different options 
for allocation approaches in future phases of the EU ETS are analysed and con-
clusions are drawn for the Phase II and for the time horizon beyond 2012, in-
cluding some key harmonisation needs. 

The assessment of allocation approaches is partly based on a qualitative analysis and in 
some dimensions derived from a detailed quantitative examination of allocation provi-
sions in order to assess the impact of different provisions on the incentive structures, 
efficiency and environmental effectiveness, which are critical to the successful imple-
mentation of the scheme. Definitions are provided in Chapter 1.3 and methodologies are 
detailed in Chapter 2. 

 

Focus of the study 

The structural analysis of allocation provisions in this report focuses on the power sec-
tor. This is chiefly because: 

• the power sector plays an outstanding role in terms of its share in the total green-
house gas emissions of the six EU Member States analyzed in this report as well 
as in the European Union; 

• the emission trends in the power sectors of the six countries were the major 
driver for the emission increase of the sectors covered by the EU ETS for the 
last five years; 

• the capital stock in the power sector is characterised by long-living assets; the 
allocation provisions for the power sector will set the course for future green-
house gas emissions trends in the EU; 

• the power sector has proved to be very influential in the NAP process in many 
Member States and if key improvements of allocation provisions for the power 
sector could be achieved, it would constitute a strategic direction for the alloca-
tion approach in the framework of the EU ETS. 

Criteria for the assessment of allocation provisions 

In this study we refer to the four key criteria for the assessment of key allocation provi-
sions for the power sector in terms of environmental effectiveness; 
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• economic efficiency: the overall costs of meeting a given target (the cap) should 
be minimized; 

• fairness: the allocation to installations should not distribute burdens and bene-
fits between the installations and operators in a way that major market distor-
tions could result; 

• transparency: the methodology for the allocation should be clearly documented 
and traceable for operators, other market agents and the stakeholders; the uncer-
tainties on the outcome of the allocation process should be minimized for both 
the operators of installations and other market agents or observers; 

• simplicity: the allocation provisions should be streamlined to ensure the lowest 
administrative and transactional costs and to avoid unintended and adverse side 
effects of interacting provisions. 

 

Analysis of the Phase 1 NAP allocation provisions 

The general intention of the pilot phase of the EU ETS was to gather experiences to 
improve the EU ETS for following periods. Member States had a significant flexibility 
in the implementation of their National Allocation Plans (NAPs) in terms of various 
principles, approaches and provisions for the allocation of allowances to installations, 
both existing installations and new entrants. 

The allocation rules are clearly documented and traceable for all Member States except 
Spain. However, very different uncertainties existed on the outcome of the allocation 
process because the final allocation resulted from complex interactions between the 
different allocation provisions in some countries. The more special provisions applied 
by the Member States, the lower the transparency on the allocation outcome was. Con-
sequently, important interactions result between the simplicity and transparency of the 
allocation approach. As a result, the assessment of the transparency and simplicity of 
the provisions in the NAPs is differentiated and shows a wide range. 

The assessment of economic efficiency and fairness is to a large extent based on a quan-
titative analysis of the allocation provisions to installations in the power sector. The 
main findings and general considerations of the analysis are outlined below. 

 

Allocation to existing installations 

The incentives to reduce emissions from existing plants - either by change of merit or-
der or different technical improvements – do not depend on the real costs for purchasing 
allowances. The incentives provided by the ETS in a certain period amount to the full 
costs of carbon, including the real costs for purchasing allowances as well as the oppor-
tunity costs of allowances allocated for free to the installations. In this case, the differ-
ent allocation provisions do not change any incentives to decrease emissions in existing 
plants. The only exception is when ex-post adjustments apply, as is intended in Ger-
many. Ex-post adjustments were intended to avoid certain windfall profits but as a sec-
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ondary effect ex-post adjustments eliminate carbon pricing in the framework of the ETS 
for the installations to which these provisions apply. 

 

Allocation to new entrants 

Investment decisions on new plants could be significantly influenced by the allocation 
provision in the NAPs. All six Member States decided to allocate allowances to new 
entrants for free based on emission benchmarks for power plants or comparable re-
quirements (best available technology). The allocation provisions in most Member 
States (except the UK) eliminate the price signals from the EU ETS (and therefore the 
incentive structure to invest in low-carbon plants) to a large extent.  

The economic incentives from the allocation to new installations in most countries do 
not reflect the different emission levels of new plants. Furthermore, the complex and 
highly differentiated allocation provisions for new entrants in some Member States (e.g. 
Italy) can even create significant perverse incentives to invest in more emitting tech-
nologies. 

A critical review of the provisions for new entrants is key for the future improvement of 
the EU ETS. The counterproductive allocation to new entrants depending on the fuel 
used or the technology applied should be removed to ensure that operators are given the 
right price signal which is the key mechanism of the ETS. The allocation to new en-
trants based on product-specific benchmarks is the favoured approach to achieve this. 

 

Treatment of Combined Heat and Power (CHP) 

All countries except the UK have introduced special provisions for CHP installations 
because this technology faces special problems under an ETS which does not include all 
emission sources (e.g. heat boilers with a thermal input capacity of less than 20 MW). 
The allocation to new entrants is the most important issue in this field. Most countries 
have set up appropriate allocation provisions to reward the high energy efficiency of 
parallel production of heat and power in new CHP installations. 

 

New entrants reserve 

If there is a free allocation to new entrants, a new entrants reserve (NER) will be neces-
sary. The size of the NER differs significantly between countries. In some countries 
(e.g. Germany and Spain) the NER was significantly reduced in the bargaining process 
of the cap. 

Most countries (the UK, Spain, the Netherlands and Poland) apply a ‘first-come, first-
served’ approach, whereas Germany and Italy guarantee free allocation - if the demand 
exceeds the reserve, the government will replenish the reserve.  

The most appropriate way to ensure availability and fair access is the Dutch approach 
which differentiates between the NER for ‘known new entrants’ and ‘unknown new 
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entrants’. If the NER for both segments is subject to a transparent process of public par-
ticipation, an appropriate size of NER could be ensured and the ‘first-come, first-
served’ approach will not lead to fairness problems. 

 

Plant closure 

The provisions on plant closure face different challenges. If allowances are allocated for 
free to existing and to new installations and operators may retain the allowances allo-
cated to plants that were shut down, the problems of windfall profits and leakage could 
arise. In spite of this distributional or fairness problem, plant closure provisions can 
significantly incentivise the closure and (early) replacement of old plants. Furthermore, 
stopping operators from bypassing plant closure provisions is far from simple because 
in many cases there is no reliable way to identify effective plant closures, if the operator 
himself does not notify the authority of a plant closure.  

Apart from the Netherlands, all Member States analysed in this study do not continue 
the issue of allocated allowances in the case of plant closure. Some countries require the 
operators to give back allowances no longer needed for an installation which was shut 
down (Italy and Poland). Restrictive plant closure provisions can, however, remove 
intended incentives from the EU ETS (e.g. regarding early replacement of old plants) 
and lead to further problems regarding the efficiency of the scheme. 

 

Interactions between allocation provisions for existing and new installations 

The analysis showed strong and significant interactions between the allocation to exist-
ing installations, the allocation to new entrants, the provisions on plant closure and the 
allocation in subsequent periods. This highlights that the isolated assessment of single 
provisions could lead to counterproductive effects in the scheme as a whole. 

If existing installations receive a generous allocation (as is the case in most countries, 
except the UK) and new installations do not, the incentives for operators to extend the 
lifetime of the existing installations for as long as possible would be significant, and 
would lead to reduced incentives to invest in cleaner plants. Less generous allocation to 
existing installations is a crucial issue for many other provisions in terms of environ-
mental effectiveness, ranging from the effects from updating to better incentives for the 
(early) replacement of existing installations by less emitting plants. In particular, the 
more restrictive allocation provisions for existing installations in the UK NAP for the 
pilot phase (power plants receive an allocation of 72% of base period emissions in the 
UK whereas this ratio is 92.6% in Germany) provide a good example in this respect. 
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Use of credits from Clean Development Mechanism (CDM) and Joint Implementa-
tion (JI)  

The use of credits from CDM and JI (beyond 2007) delivers several advantages for the 
EU ETS (e.g. flexibility in meeting reductions especially for the pilot phase, economic 
efficiency, etc.). They do, however, also raise questions about to what extent domestic 
action in EU Member States will be seen as taking priority over the use of overseas 
credits. Given the lack of empirical evidence on the amount of credits available for use 
by the trading entities under the EU ETS, the use of these credits should be more sub-
ject to observation than regulation for Phase 2 of the EU ETS. The efforts of the Mem-
ber States should focus more on ensuring the quality of CDM and JI projects. Addi-
tional regulations could be added for the subsequent phases after there is empirical evi-
dence on how the use of credits affected domestic actions to comply with the Kyoto-
Protocol. 

 

Costs of the ETS and the electricity prices 

Although the main share of the allowances was allocated free of charge to the installa-
tions, the price of electricity will be set by the marginal power generation unit including 
almost the full costs of carbon in a liberalized and competitive power market. Accord-
ing to theory, this effect should be applicable for all markets. However, in some coun-
tries the electricity prices are still subject to regulation and the operators cannot (yet) 
pass through the opportunity costs to the wholesale market and in some countries the 
competitive electricity markets are not fully matured (Italy, Poland, Spain). In other 
countries (Germany, the Netherlands, and the UK) the costs of carbon already showed 
significant impacts on the power prices. 

The distributional and fairness problems (significant differences in windfall profits) 
arising from such asymmetries are significantly higher than most of the fairness prob-
lems related to certain allocation provisions. 

 

Integrated assessment of Phase 1 NAPs 

No country managed to design their national allocation rules to picture the real cost of 
carbon, as an emission trading scheme based on complete auctioning would have done. 
An allocation scheme with a substantial amount of allowances allocated for free may 
easily lead to an erosion of the economic efficiency of the scheme. The challenge to 
ensure economic efficiency seems much greater than the question of fairness.  

Still some countries managed better than others to implement provisions that mirror the 
carbon intensity. The more transparent and simple the provisions are the better are the 
economic incentives to reduce emissions caused by the ETS. A complex set of provi-
sions using diverse allocation methods and exceptions faces significant problems when 
it comes to the interaction of the rules. In conclusion, the simpler and more transparent 
the provisions are, the better the ETS can represent the cost of carbon and lead to a re-
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duction of emissions. Transparency and simplicity enable stakeholder participation, 
which in turn is key in ensuring a fair and environmentally effective ETS. 

The ratings for NAPs in Table 1 are to be understood as comparative values. If a coun-
try is rated as ‘good’, this does not imply that there is no better option; ‘good’ as well as 
‘weak’ are to be seen in comparison to the other countries assessed. All ratings are re-
lated to the current phase of the ETS. In a multi-phased ETS the same provisions may 
develop other effects. For more detailed analysis and elaborated conclusions, see Chap-
ter 3. 

Tabelle 1 –  Integrated assessment of national allocation provisions (summary) 

Germany
Spain
Italy
Netherlands
Poland
UK

Germany
Spain
Italy
Netherlands
Poland
UK

Existing installations Interaction
Germany weak average
Spain good -
Italy good weak
Netherlands good average
Poland good average
UK good good

Germany
Spain
Italy
Netherlands
Poland
UK
Note:

Transparency

Simplicity

Economic Efficiency

Existing installations
average

weak
good
good good

good

More details on the ratings are given in the respective chapters of this report.

Fairness

Existing installations

weak
average

good
average

good

New entrants
average

New entrants

New entrants
averagegood

average
average

average
weak

average

good

-

good

weak

good
good
good

average
average

good

Allocation to new entrants

average
good

Access to NER
average
average
average
average

weak
good

average

weak
good
good

average

 
Source Öko-Institut 
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Lessons learnt and recommendations from Phase 1 NAPs analysis for the power sec-
tor 

The following key lessons can be drawn from the quantitative and qualitative analysis 
of the NAPs for the pilot phase as well as from the qualitative and quantitative analysis 
of future options.  

1. Auctioning remains the most efficient allocation approach. All approaches based 
on free allocation of allowances to existing or new installations will face major 
problems in ensuring comprehensive and non-distorting incentive structures of 
the ETS (i.e. the full and comprehensive pricing of carbon). No Member State 
was successful in sufficiently balancing all different incentives (for existing in-
stallations, new entrants, plant closure and replacement) against each other, al-
though some (e.g. the UK) did much better than others. 

2. In liberalized and competitive electricity markets, the operators will increasingly 
be able to pass through the full costs of carbon to the wholesale electricity 
prices, including the opportunity costs for the allowances allocated for free. The 
consequent windfall profits will be less significant if the allocation to existing 
and new installations is less generous. 

3. The criterion of economic efficiency should be seen as the most important espe-
cially with regard to existing installations in the power sector. Fairness problems 
mostly arise for the allocation to new entrants. 

4. There are strong interactions between the allocation to existing installations, the 
allocation to new entrants, the provisions on plant closure and the allocation in 
subsequent periods. The isolated assessment of single provisions could lead to 
counterproductive effects in the scheme as a whole. An integrated assessment 
should be undertaken for every provision. 

5. Less generous allocation to existing installations is a crucial issue for many 
other provisions (from the effects from updating up to the incentives for the 
(early) replacement of existing installations by less emitting plants). The UK 
NAP constitutes the only good example in this respect from the NAPs analysed 
in this study. 

6. The full costs of carbon create the key incentive for the operation of existing 
power plants and the implementation of emission abatement measures in exist-
ing plants. Ex-post adjustments eliminate these incentives (see the German ex-
ample). 

7. Updating is not a preferable option for future allocations in general. However, 
different motivations could lead to the application of updating (plant closure, 
avoiding a surfeit of special provisions for fast growing sectors, etc.). The prob-
lem of fixed vs. updated base periods is of less importance if the differentiation 
between ‘old’ existing (‘pre-2005’) installations und ‘new’ existing (‘post-
2005’) installations can be maintained in subsequent periods and new installa-
tions will receive allocation based on benchmarks. 
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8. Under an updating scheme, the incentive for ‘gaming’ (i.e. increase emissions to 
receive a higher allocation in future phases) will remain and the incentive struc-
ture of the ETS (in other words, the economic efficiency of the ETS) will be 
eroded to some extent. However, the potential for ‘gaming’ could be limited and 
the incentive structures could be ensured by transition to a benchmark approach 
for the allocation in subsequent periods. Ideally this benchmark scheme would 
be based on product benchmarks but also a scheme of fuel-specific or technol-
ogy-specific benchmarks for existing installations could ensure key incentives 
under an updating approach. A streamlining of the allocation scheme for exist-
ing installations will be of significant importance if the transition to an updating 
scheme is planned. 

9. Any benchmark scheme for allocation should be designed as a provisional ap-
proach to maintain the phase-in of auctioning. However, complex benchmark 
schemes can create major distortions with respect to emission abatement meas-
ures in existing plants under an updating approach (see the example of Italy). 
The simpler the benchmark scheme is (e.g. product-specific benchmarks), the 
more minor the problem of carbon price distortions will be. 

10. The benchmark approach can only provide the intended incentives if installa-
tions with low emissions (lower than the benchmark value) also receive the full 
benchmark allocation. Limiting the allocation by benchmarks to the level of his-
torical or planned emission levels will eliminate important incentives under the 
ETS (see the Dutch example). 

11. The incentive structure from the ETS for new entrants should be seen as the 
most important one in the medium and long term. Compared to the incentives 
for existing plants, investment decisions for new installations will to a large ex-
tent rely on the real costs from the ETS. 

12. The allocation provisions for new entrants should be carefully balanced against 
the allocation provisions for existing installations. Less generous allocation to 
existing installations should lead to less generous allocation provisions for new 
entrants and vice versa. 

13. Not allowing free allocation to new entrants could ensure a comprehensive and 
non-distorted carbon price signal to the investment decisions. However, in the 
framework of a generous allocation to existing installations, significant incen-
tives will arise to invest in the lifetime extension of old plants if no allowances 
are provided for free to new plants. This could be partly compensated by gener-
ous provisions on plant closure but this will create additional benefits for the in-
cumbents, resulting in strong barriers for newcomers and fairness problems. 

14. The free allocation to new entrants based on product benchmarks creates carbon 
price signals equivalent to the case of auctioning or no free allocation to new en-
trants. It will require the setting aside of a new entrants reserve. 
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15. The allocation to new entrants based on fuel-specific benchmarks will to a large 
extent eliminate the intended incentive structures of the ETS. Consequently, this 
is not an appropriate allocation approach to new entrants. If this is the only al-
ternative, transfer provisions could constitute an appropriate approach. How-
ever, some fairness problems have to be considered which will arise from the 
implementation of the transfer rule. 

16. If there is free allocation to new entrants, the allocation should be based on pro-
duction data which is defined by load factor (capacity utilization) benchmarks 
rather than on plant-specific projections (see the provisions in the UK and Italy 
as good examples). This is a simpler and more transparent approach which could 
avoid the problem of windfall profits arising from exaggerated installation-
specific projections under the latter approach.  

17. Generous plant closure provisions could ensure incentives for (early) plant re-
placement on the one hand. On the other hand, leakage effects could arise from 
generous plant closure provisions (if the shut down of plants is incentivised and 
production is shifted to more emitting plants outside the EU ETS). Additionally, 
the incumbents will receive the major benefit from generous plant closure provi-
sions, which is seen as a fairness problem in some debates. However, fairness 
problems will arise in every case from the impossibility of identifying all plant 
closures (mothballing, ‘cold reserve’). If the plant closure issue is to be ad-
dressed (probably mainly for political reasons), the transition to an updating 
scheme represents the only appropriate and comprehensive approach. 

18. If there is a free allocation to new entrants, a new entrants reserve (NER) will be 
necessary. The most appropriate way of ensuring availability and fair access is 
to differentiate between ‘known new entrants’ and ‘unknown new entrants’ in 
the NER. If the NER for both segments undergoes the common procedures for 
the allocation lists and the allocation plans, an appropriate level of availability 
and fairness should be assumed. A NER sized in such framework should provide 
allowances under a ‘first-come, first-served’ approach. 

19. Transparency and simplicity of the full set of allocation provisions constitute a 
crucial precondition for public participation as well as for the approval of alloca-
tion plans. Transparency and simplicity are cross-cutting issues to be reflected 
as much as possible in the allocation provisions. Public participation will be a 
major tool in ensuring the fairness of the allocation scheme laid down in future 
allocation plans. 

20. The use of credits from CDM and JI deliver several advantages for the EU ETS. 
Given the lack of empirical evidence on the amount of credits available for use 
by the trading entities under the EU ETS, the use of credits from CDM and JI 
should be more subject to observation than regulation for Phase 2. Additional 
regulations could be added for the subsequent phases after empirical evidence 
arises on effective supplementary problems under the Kyoto-Protocol. Neverthe-
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less, measures to ensure the quality and the environmental integrity of CDM and 
JI projects are important, especially in the first years of the EU ETS. 

The lessons learnt focus on the power sector. For some other sectors (cement, steel) 
other priorities could arise from an in-depth analysis. However, the power sector as the 
most important emissions source under the EU ETS will shape the allocation scheme 
significantly. Eventually, a separate treatment of the power sector could constitute an 
appropriate approach for future allocation plans. 

 

Best practice proposals for Phase 2 allocation provisions 

The recent EU ETS Directive offers limited possibilities for a general revision of the 
allocation scheme (e.g. regarding the share of auctioning). However, we recommend the 
following general changes and priorities for the design of the NAPs in Phase 2 in order 
to improve the environmental effectiveness of the scheme. These recommendations are 
derived from the analysis of Phase 1 NAPs and further quantitative analysis of different 
provisions for Phase 2. 

 

Allocations to existing installations 

Particularly for the power sector, the auctioning of 10% of the total amount of allow-
ances should be implemented in the Phase 2 NAPs.  

Supplementary to a 10% share of auctioning, the allocation provisions for existing in-
stallations should be based on the following list of priorities: 

1. allocation based on product-specific benchmarks and historical activities; 

2. allocation based on fuel-specific benchmarks and historical activities; 

3. allocation on historical emissions and an ambitious (low) compliance factor. 

 

Ex-post adjustments 

No ex-post provisions should be allowed for Phase 2 of the EU Emissions Trading 
Scheme. 

 

Updating 

Updating of base periods used for the pilot phase could deliver additional flexibility and 
could ensure the transparency and simplicity of the allocation provisions. However, the 
base period for the second phase should exclude the year 2005 in order to exclude gains 
from ‘gaming’ under the EU ETS (increase emissions to receive a higher allocation in 
future). 
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Allocations to new entrants 

The allocation to new entrants should be built on the following list of priorities, reflect-
ing economic efficiency also from an inter-temporal perspective, and the issue of fair-
ness: 

1. new entrants should receive a free allocation based on load factor benchmarks 
and product-specific benchmarks; 

2. no free allocation to new entrants could constitute an appropriate approach if the 
first option cannot be implemented and if the plant closure provision is compara-
tively generous (retain allocated allowances for the duration of the period); 

3. if the first two approaches are not accepted for political reasons, a transfer provi-
sion should apply; 

4. free allocation to new entrants based on fuel-specific benchmarks for emissions 
should not be seen as an appropriate approach because the intended incentive 
structure will be largely eliminated. 

As a starting point, less ambitious product benchmarks (higher than BAT for the least 
carbon-intensive fuels) are more acceptable for incentivising new investments if fuel-
specific benchmarks can be avoided and the allocation to existing plants is compara-
tively generous. However, the allocation according to benchmarks for new installations 
should be continuously decreased over time as it should be for existing installations (i.e. 
phase in of auctioning). 

For NAPs in Phase 2, those installations allocated under a new entrants provision dur-
ing the pilot phase should be continuously allocated on the new entrant provision of the 
pilot phase. According to this approach, the new entrants from the pilot phase and from 
the second phase would be treated differently from the ‘old’ existing (‘pre-2005’) instal-
lations in NAPs for future phases of the EU ETS. 

 

Plant closure 

Bearing in mind that the effective and comprehensive identification of plant closures 
will not be possible (mothballing, ‘cold reserve’, etc.) and that generous plant closure 
provisions incentivise (early) replacements of old plants, the operators should retain the 
allowances allocated for the duration of the phase. 
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Country-specific improvements for Phase 2 NAPs 

For all countries analysed in this report, substantial improvements could be achieved in 
the NAPs for Phase 2 beyond the general issues mentioned above. At least for the 
power sector the following key improvements should be focussed upon (see Chapter 
5.3): 

• Germany: the option to auction 10% should be used at least for the power sector; 
ex-post adjustments and the options provision should be removed; benchmark-
ing should also be used for incumbent installations; the allocation to existing 
CHP plants should rely on a ‘double benchmark’ (separate allocation for heat 
and electricity) as already used for the allocation to new entrants in Phase 1; the 
allocation to new entrants should be changed to product-specific emission 
benchmarks and load factor benchmarks and – if this change applies – the trans-
fer provision could be removed; if allocation to new entrants does not change in 
this way, then the transfer provision should remain; benchmarking should also 
be used for those incumbent installations where it is feasible to develop assump-
tions within the time frames for Phase 2 NAP (such as the power sector); the 
long-lasting allocation commitments should be shortened; the size of the NER 
should be identified in a more transparent way and should differentiate between 
‘known new entrants’ and ‘unknown new entrants’ and the replenishment ap-
proach should be changed to a ‘first-come, first served’ approach; the operators 
should retain the allowances allocated for the duration of the current phase even 
in the case of plant closure. 

• Spain: the option to auction 10% should be used at least for the power sector; 
much more transparency and documentation of allocation provisions should be 
ensured; the differentiation of allocation provisions (e.g. by fuels or regions) 
should undergo a critical revision; benchmarking should also be used for those 
incumbent installations where it is feasible to develop assumptions within the 
time frames for Phase 2 NAP (such as the power sector); the allocation to exist-
ing CHP plants should rely on a ‘double benchmark’ (separate allocation for 
heat and electricity); the allocation to new entrants should be maintained with 
product-specific emission benchmarks; the size of the NER should be identified 
in a transparent way and should differentiate between ‘known new entrants’ and 
‘unknown new entrants,’ as already partly applied for Phase 1 NAP; the opera-
tors should retain the allowances allocated for the duration of the current phase 
even in the case of plant closure.  

• Italy: the option to auction 10% should be used at least for the power sector; the 
complex system of benchmarks (for emission benchmarks and capacity utilisa-
tion benchmarks) should be significantly simplified for the allocation to existing 
and new installations; the allocation to new entrants should be changed to prod-
uct-specific emission benchmarks; and should differentiate between ‘known new 
entrants’ and ‘unknown new entrants’, the replenishment approach for the NER 
should be changed to a ‘first-come, first served’ approach; the operators should 
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retain the allowances allocated for the duration of the current phase even in the 
case of plant closure. 

• The Netherlands: the option to auction 10% should be used at least for the power 
sector; the benchmarking approach should remain with the following modifica-
tions: the allocation to new entrants should be changed to product-specific emis-
sion benchmarks and load factor benchmarks; new entrant benchmarks should 
be set at a fixed level per unit output, regardless of the expected emissions from 
an individual installation; the operators should retain the allowances allocated 
for the duration of the current phase even in the case of plant closure. 

• Poland: the option to auction 10% should be used at least for the power sector; 
the allocation to new entrants should be changed to product-specific emission 
benchmarks and load factor benchmarks and – if this change applies – the trans-
fer provision could be removed; if allocation to new entrants does not change in 
this way, then the transfer provision should remain; benchmarking should also 
be used for those incumbent installations where it is feasible to develop assump-
tions within the time frames for Phase 2 NAP (such as the power sector); the al-
location to existing and new entrant CHP plants should rely on a ‘double 
benchmark’(separate allocation for heat and electricity); the size of the NER 
should be identified in a transparent way and should differentiate between 
‘known new entrants’ and ‘unknown new entrants’; the operators should retain 
the allowances allocated for the duration of the current phase even in the case of 
plant closure. 

• United Kingdom: the option to auction 10% should be used at least for the 
power sector; the differentiation of load factors differentiated by technologies 
should undergo a critical revision; the benchmarking approach for new entrants 
should remain; benchmarking should also be used for those incumbent installa-
tions where it is feasible to develop assumptions within the time frames for 
Phase 2 NAP (such as the power sector); the allocation to existing and new en-
trant CHP plants should rely on a ‘double benchmark’(separate allocation for 
heat and electricity); the new entrants reserve should differentiate between 
‘known new entrants’ and ‘unknown new entrants’ for the purpose of its quanti-
fication during the preparation and in the public participation process also in 
Phase 2; the operators should retain the allowances allocated for the duration of 
the current phase even in the case of plant closure. 
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Options for harmonisation 

In the EU level under the existing EU ETS Directive, no strong legal basis exists for the 
further harmonisation of the allocation provisions. Nevertheless, the following issues of 
harmonisation should be targeted on the EU level on a formal or informal basis by 
Member States: 

1. Regarding the provisions for existing installations, more harmonisation on the 
following issues could be necessary and useful: a harmonised share of auction-
ing (10%), at least for the power sector; the differentiated treatment of ‘old’ 
(‘pre-2005) and ‘new’ (‘post-2005’) existing installations in subsequent trading 
periods; a harmonisation of (generous) plant closure provisions; a strict ban on 
ex-post adjustments. 

2. Regarding the provisions for new entrants, the following issues should be seen 
as high priorities for the EU-wide harmonisation: harmonized provisions for free 
allocation to new installations (ideally product-specific), especially harmonized 
benchmarks for allocation to new installations; an allocation exceeding the re-
cent or planned emission should be allowed if the allocation is based on appro-
priate benchmarks; replenishment approaches for the NER should be banned and 
more harmonised and transparent approaches to identify the necessary size 
should be developed. 

3. Regarding transparency and procedures, the following issues should be subject 
to further harmonisation between the Member States: the transparency and the 
documentation of allocation methodologies in harmonised formats should be 
strengthened; for all allocation provisions an assessment of incentives should be 
presented with a transparent and traceable approach and in a harmonised format; 
the NER should be documented in a harmonised format; the size of the NER and 
the underlying set of planned installations and other assumptions should be sub-
ject to public participation. 

The European Commissions should recommend the following for the development of 
the NAPs for Phase 2: 

• the introduction of 10% auctioning, at least for the power sector; the introduc-
tion of a benchmark approach for the allocation to existing installations; to plan 
a transition to an updating scheme only if the allocation scheme for existing in-
stallations is based on a benchmark approach at the same time; to treat the new 
entrants from the pilot phase separately from the ‘pre-2005’ installations in the 
allocation plan for the second phase and to continue doing so for the subsequent 
periods; to allocate allowances for free to new entrants, only if the incentive 
structure of the ETS can be maintained; to hold the NER for ‘known new en-
trants’ separately from the NER for the ‘unknown new entrants’ for the purpose 
of its quantification during the preparation and in the public participation proc-
ess. 
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The Commission should demand the following for the notification of Phase 2 NAPs: 

• a clear documentation of the allocation provisions for individual installations in 
a harmonised format; the demonstration of incentives for the different allocation 
provisions and their interactions for existing and new entrants (probably an ex-
ercise with a standardised set of installations and a standardised set of case stud-
ies would help to present these incentive structures); to demonstrate that the size 
of a NER (if applicable) is appropriate for the foreseen demand; that the quanti-
fication of the NER and the assumptions and methodologies used to calculate 
the size of the NER was subject to the public participation process. 

The Commission should consider the following for the approval of NAPs in Phase 2: 

• that all activities under the ETS (operation of existing plants, investment in new 
plants, etc.) need to receive a price signal depending on their carbon intensity to 
ensure economic efficiency of the ETS. This is critical in order to outweigh the 
administrative and transactional costs associated with the ETS and to ensure the 
legitimation of the ETS in the medium to long term;  

•  that an allocation exceeding the recent or projected emissions of an installation 
should be allowed if the allocation is based on an ambitious benchmark scheme 
(e.g. if CHP plants are allocated with ‘double benchmarks’ according to the 
separate power and heat production) or receives allowances in the framework of 
a transfer provision. 

To reduce uncertainty to operators on the future development of the EU ETS, the Mem-
ber States as well as the Commission should state clearly that the further development 
and improvements of the EU ETS beyond the time horizon of 2012 will focus more 
stringently on the intended incentive structures of the ETS.  

 

Recommendations for post-2012 

Whereas the design of the EU ETS is restricted by the legal provisions of the EU ETS 
Directive, for the periods beyond 2012 much more flexibility is given than for the pilot 
and the second phase. 

The political framework will play an important role in the future development of the 
scheme. This is particularly relevant post-2012, given possible future regimes for the 
second commitment period of the Kyoto Protocol, and if there are strong links to the 
international climate regime. The development of the global climate regime could sig-
nificantly influence the development of the EU ETS. 

Having discussed different options for the future development of the EU ETS, the re-
search presented in this report leads to some key recommendations: 

An auctioning scheme should be introduced immediately for the third phase of the EU 
ETS. If a full auctioning system (which is still the preferable option) is not accepted, we 
recommend a two-track approach: 
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• all allowances to the power sector should be allocated by full auctioning begin-
ning from 2012; 

• the allocation to the other sectors should rely on a phase-in of partial auctioning, 
e.g. 20% for the third phase (2013-2018), 30% for the forth phase (2019-2024), 
etc. 

An important issue regarding the future of the EU ETS is the future coverage of the 
scheme. The inclusion of other sectors and additional greenhouse gases must be as-
sessed against their advantages and disadvantages. 

Bearing in mind that the administrative costs have led to an intensive debate on the ex-
clusion of some sources, the extension of the scheme should be handled with care. As a 
general rule, the EU ETS should be mainly focussed on larger installations and large 
emission sources. Given the limited experiences with the existing coverage of the ETS 
and the related effects, much more in-depth analysis and experience is needed to enable 
a proper assessment of an extension of the EU ETS beyond some short-term measures 
to straighten the recent coverage according to the existing inconsistencies. 

Against this background, the extension of the EU ETS should target those sectors that 
were already under discussion during the negotiation process regarding the recent EU 
ETS Directive (chemical industry, aluminium production). All other extensions to other 
gases and sectors require a more profound assessment and the careful examination of 
experiences accrued in the coming years. 
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