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1 Defining targets - bottom up or top down? 

2 Price stability? 

3 Effects of free allocation? 

4 Role of ETS in national policy? 

Learnings from EU ETS experience 
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Surplus	allowances	from	bottom	up	
allocation	prevented	scarcity	
->	Top	down	target	setting

Development of price in EU Emission trading system 



1 Defining targets - bottom up or top down? Rather not bottom up

2 Price stability? 

3 Effects of free allocation? 

4 Role of ETS in national policy? 

Learnings from EU ETS experience 
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Projection uncertainty large relative to abatement 

• Cap envisaged in NAPII too lax –> expected price low –> revisit NAPII
• Projections difficult – uncertainty about price likely to remain
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Set price floor in auctions to stabilise price

1.00

1.40

1.80

2.20

Gt CO2 Verified*
NAP

Market Intelligence
Provider (01/03/06)
Trading Platform
(28/04/06)
Investment Bank
(08/05/06)

BAU expectation

Fr
ee

 a
llo

ca
tio

n
C

ER

Fr
ee

 a
llo

ca
tio

n
Au

ct
io

n

Price set
by price floor

CER price

Auctioning	allowances	creates	
opportunity	to	set	floor	price
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*Handelsblatt, 19/8/2005

Impact of CO2 prices on electricity prices: in liberalised markets, 
generators add opportunity cost of allowances to energy bids.

Free	allowance	allocation	resulted	in	
large	windfall	profits	in	power	sector

Auctioning	of	allowances	
captures	value	for	economy



1 Defining targets - bottom up or top down? Rather not bottom up

2 Price stability? Auctioning is essential (price floor, windfall profits ..)

3 Distortions from free allocation? 

4 Role of ETS in national policy? 

Learnings from EU ETS experience 
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What is the objective of internalizing CO2 costs?
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choice of the best input
appropriate use of outputIn

te
rn

al
isa

tio
n 

ac
hi

ev
es Carbon pricing 

contributes to 
business case



Karsten Neuhoff,  10

Allocation to existing facilities: Updating prevalent in phase 2

Comparison of National Allocation Plans for the Period 2008-2012, Karsten Neuhoff, Markus Åhman, Regina Betz, Johanna 
Cludius, Federico Ferrario, Kristina Holmgren, Gabriella Pal, Michael Grubb, Felix Matthes, Karoline Rogge, Misato Sato, 
Joachim Schleich, Jos Sijm, Andreas Tuerk, Claudia Kettner, Neil Walker

Country 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
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No use of historic emissions
No use of historic emissions

NAP II not available

No use of historic emissions, but 2005 output

Not analysed yet

No use of historic emissions

No use of historic emissions

NAP II not available

Installation
Aggregate
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What is the effect of updating/dynamic allocation?

efficient production
choice of the best input
appropriate use of output

Source: Neuhoff, Keats, Sato 2006



 What are the challenges of using free allowance allocation in industry?

.

Carbon pricing & free allowance allocation
Total emissions costs (ETS)

Emissions Carbon price

times
x

Desired incentives from carbon pricing
Total emissions costs (ETS)

Emissions Carbon price

times
x

Free allocation

Weight Product benchmark

times
x

Consider	trade	–	but	don‘t	kill	carbon	price	incentives



1 Defining targets - bottom up or top down? Rather not bottom up

2 Price stability? Auctioning is essential (price floor, windfall profits ..)

3 Effects of free allocation? Benchmarks partially helpful 

4 Role of ETS? 

Learnings from EU ETS experience 
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Political objectives Targets Policies / Programms 

EU ETS

• RE remuneration
• Clean steel support
• Product standards

Building standard
Reftrofit support

Illustration

Climate
protection

Reducing 
inequality

Emission

Employment 

Technology
• Renewable
• Clean material
• Circularity

Building 
retrofit

Industry 
development 

Resillience

Synergies across objectives, targets and policies



1 Top down or bottom up? No bottom up target setting

2 Price stability? Auctioning is essential (price floor, stability reserve ..)

3 Effects of free allocation? Benchmarks partially helpful 

4 Role of ETS? Realize synergies across policy fields

Learnings from EU ETS experience 


