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9:30 - 10:00 Registration and refreshments 

10:00 - 10:30 Welcome and introduction 

10:30 - 11:00 Options for supply flexibility mechanisms 

11:00 - 12:30 
Breakout session: consideration of supply flexibility options 
(Refreshments will be available from 11am) 

12:30 - 13:00 Plenary session feedback 

13:00 - 13:30 Q&A and session close 



Introduction 

 The EU ETS – a success but room for improvement 

 Why reform and the process so far. 

 The UK’s position on structural reform: 

 Increasing the Linear Reduction Factor 

 Cancellation of allowances 

 Supply flexibility mechanism 

3 EU ETS Structural Reform Stakeholder Event – January 2014 



Areas for Improvement 

• Recession delivered much of EU 
carbon reduction with drop in 
production 

• Carbon  price signal not strong 
enough for long term investment 
decisions, and prices have also 
been volatile 

• Free allocation – highly complex 
system, must be better targeted to 
address carbon leakage risk 

• Transparency and timing of 
decision-making 

 

 

Strengths 

• Emissions from more than 10,000 

installations in 30 countries capped with 

declining trajectory 

• Emissions measured, monitored and 

reported in a uniform way – real evidence 

on which to base policy decisions 

• Carbon priced – evidence of influencing 

investment decisions 

• Abatement delivered across EU at least 

economic cost – improves EU 

competitiveness 

• Sets global demand for CDM/JI – money 

flows to developing world abatement 

EU ETS – a success but room for  

improvement 

4 EU ETS Structural Reform Stakeholder Event – January 2014 



5 EU ETS Structural Reform Stakeholder Event – January 2014 

• Current cap is not aligned with 2030 and 2050 targets 

• Surplus of  around 2 billion allowances, and growing 

• System lacks flexibility to respond to external shocks 

• Need to protect energy intensive industries at risk of carbon leakage – 

current Directive does not specify any free allocation to industry after 2020 – 

need to give industry investors certainty of post 2020 landscape. 

• Without reform ETS will not give clear carbon price incentive to low carbon 

investment and so make meeting EU decarbonisation goals more expensive 

• Industry and electricity generators have long capital 

    investment horizons. Investment decisions for post  

    2020 already being made 

Why reform of EU ETS? 

The EU ETS is the most cost-efficient means to help the EU achieve 

our emissions reductions goals for industry. 



Carbon Leakage and free allocation 
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• 510m free allowances to be distributed to industrial installations in the 

UK over the course of Phase III – 2013 allocations now issued 

• £210m allocated to compensate electricity-intensive industries for the 

indirect costs of the EU ETS 

UK position on carbon leakage 

• Recognise the real risk of carbon leakage for the most energy-

intensive sectors and support measures to mitigate it. 

• Proportion of allowances auctioned should increase over time. 

• Assessment should be based on sound analysis of the risk, and the best 

available data. 

• Evidence indicates that only a few sectors are likely to be at high risk of 

carbon leakage – current list gives free allowances to many sectors not at 

risk. 

• Protection should be focused on the most energy-intensive sectors, to 

ensure they continue to receive sufficient compensation. 
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Explaining the surplus 

Surplus of around 2 billion allowances, and growing. 

Why?  

Recession - lower than expected GDP with impacts on 
heavy industry dramatically reducing production = lower 
than expected emissions. 

Policy overlaps e.g. Energy Efficiency Directive, RES target. 

Cap set too loosely – huge surplus of allowances from 
Phase II carried into Phase III. 

High level of access to project credits. 



Explaining the surplus 
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• Backloading agreed and allowances will be removed soon. 

 

• European Commission consulted on six options for structural reform in 

the November 2012 Carbon Market Report.  

 

• UK and allied Member States have called for legislative proposals on 

Phase III structural reform as soon as possible.  

 

• Strong link to the wider debate about the 2030 climate and energy 

package.  

 

The structural reform story so far  
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Commission 
currently 

considering draft 
proposals on 

reform 

Proposal expected 
from Commission 

22nd January 
alongside 2030 

White Paper 

Your input will help 
us inform the UK 

response to 
proposals 

What’s next? 
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Structural reform – UK position 

We support: 

• Early adjustment of cap to align it with 2030 and 2050 targets and 

cancellation of an ambitious amount of existing surplus. 

• Consideration of a supply side flexibility mechanism (a supply 

reserve). 

 
 



Increasing the Linear Reduction Factor (LRF) 
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• Could bring the cap more in line with longer term targets  
– UK view: 30% in 2020, 50/40% in 2030 and 80% in 2050 

 

• Would provide the market with the certainty it needs to make investment 
decisions. Expectations about tighter supply in the future would provide 
support for the carbon price. 

 

• But limited impact on the surplus as reduction in supply is small initially 
– For example, if the LRF is increased from 2021 to deliver a 40% 2030 target the 

surplus will still remain above 1 billion until the late-2020s, even assuming no access 
to project credits after 2020 

 

 



Cancellation of allowances 
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• Permanently removing (or retiring) allowances, putting them beyond use.   

 

• The simplest and most direct way to address the current surplus.   

 

• Would affect auctioning levels. There would be limited impact on the 
competitiveness of industry as free allocations would be maintained at 
present levels.   

 



LRF change and cancellation: an 

illustrative example 
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Cancellation of allowances 
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• Would not address the long-term issue with the EU ETS market as it 
would not align the cap with future targets. 

 

• The previous proposal for cancellation was not supported widely enough 
at EU level and the debate has now moved on - key potential allies are 
focused on other options.  

 

• Would not provide a clear mechanism to address future scenarios in 
which there is a supply-demand imbalance.  

 



Supply flexibility mechanism 
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A supply flexibility mechanism would act to avoid imbalances in the system 

by adjusting the supply of allowances in response to exceptional changes in 

demand. 

 

Open to consideration of a mechanism, but it should meet the following 

criteria: 

• Clear and transparent rules, predictable to the market; 

• Not provide any discretion to intervene outside these rules; 

• Respect UK fiscal sovereignty; 

• Preserve the integrity of the system; and  

• Be robust to a wide range of external circumstances. 

 



Focus on a potential supply 

flexibility reserve 
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EU context 

• European Commission expected to put forward a legislative proposal 

alongside 2030 package in late January. 

• France, Germany and other Member States are actively considering and 

there is growing interest from a range of stakeholders.  

Policy context 

• The cap is set at beginning of each phase and is rigid.  

• Certainty of supply has not delivered certainty for market participants 

• Consequences if there is a significant demand shock: 

• Significant price swings, large surplus/supply crunch 

• Discussion of ad hoc changes  and uncertainty for market 

• Credibility of EU ETS undermined 

• Significant surplus likely to persist into late 2020s even after the cap is 

tightened to deliver 2030 targets. 

 

 

  

Why consider supply flexibility? 
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A properly designed mechanism might: 

• Provide a more stable low carbon investment signal by increasing stability of long-

term prices;  

• Improve policy resilience by allowing the EU ETS to respond, in a timely and 

predictable manner, to unanticipated outside shocks or events; 

• Increase certainty about how and under what circumstances supply would be 

adjusted within phases;  

• Help address the current surplus and prevent a recurrence of chronic supply-

demand imbalance.  

 

However: 

• Supply flexibility would be a novel and potentially complex reform 

• Calibrating and negotiating the right trigger levels is likely to be challenging 

• Risks of unintended consequences such as price volatility, over correction and 

potential loss of market efficiency 

 

  

Potential benefits and risks 



Initial design assumptions  
• Total emissions should not exceed the cap - supply flexed through use of 

a reserve of allowances.  

• Allowances only able to enter and leave the reserve under specified 

conditions.  

• If a mechanism was implemented in Phase III, we would not expect a 

reserve to impact on levels of free allocation.  

• Supply adjusted only to respond to significant, unexpected changes in 

demand not ordinary business cycle fluctuations. 

• Defined scope and timing for review of rules. 

• Some limits on volume adjustment in any year likely to be needed to 

prevent excessive short-term impacts on allowance availability.  
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• In the current circumstances, allowances would be placed in the reserve and could 

then be used as a buffer against future unexpected shocks. 

 

• The volume of supply adjustment (and the price impact) is largely dependent on 

the level of thresholds set, whatever triggers are used. 

 

 

 

How a supply reserve could work 
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Four trigger examples for discussion 

1. Surplus maximum and minimum threshold  

2. Surplus maximum threshold and price ceiling or maximum price 

rise 

3. Price ceiling and price floor  

4. Deviation of economic indicators from expected level (e.g. GDP or 

production) 
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Other key design issues 

• Level of thresholds determining whether supply adjusted 

• Volume of supply response (if set by policy makers) 

• Frequency of supply adjustment (several times a year, annually, 

end of phase) 

• Timing and scope of review of thresholds and other rules 

• Implementation date – pre or post 2020 
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Overview: initial comparison of triggers 
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Surplus  Price  GDP 

Transparency 

and data 

-Measurable 

-Data published annually 

-Measurable 

-Prices available daily 

-Measurable 

-GDP data published annually 

-Other production data less 

available and transparent 

Supply 

responsive to 

-All factors that have impacted 

demand 

-Retrospective only 

-All factors impacting demand  

-Both retrospective and market 

views on future demand 

-Changes in economic activity 

only 

-  Retrospective only 

Volume of  

supply 

adjustment 

-Set by rules  -Could be set by market - Set by rules 

Setting 

thresholds 

- Limited information about the  

level of surplus required for 

market functioning and how 

this might change over time 

-Limited consensus on what 

constitutes unacceptably high 

or low price 

-Agreement on thresholds likely 

to be very challenging 

-GDP & emissions currently 

correlated but may decouple in 

future 

 

Operation in 

the market 

-Question about how reserve 

will be priced  & effectiveness 

of surplus minimum  

-Price floor guarantees min 

return on low C investment  

-Ceiling limits potential returns 

(while limiting costs) 

-Market still vulnerable to other 

shocks e.g. technology or 

change in overlapping policy  

Nature of 

trigger 

-Retains quantity focus of EU 

ETS 

-Fiscal sovereignty concerns 

with floor price 

-Moves toward intensity based 

scheme 



Any Questions? 
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Considering trigger examples – 

breakout session 
We would like you to: 

1. Consider the relative pros and cons of each option in groups, using the 
guiding questions. 

2. If one option stands out as a preferred option, feel free to go into more 
detail. 

3. Consider whether it is possible at this stage to say whether any option for 
supply flexibility could deliver on our objectives. 

4. Capture your thoughts, ideas, concerns and questions for DECC’s further 
analysis. 

5. Nominate a representative to provide a summary to the group. 
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Plenary session 

• A summary of your group discussions. 

• How did each option stack up? 

• Was there a preferred option across the group? 

• Was there a common view on whether a supply  

reserve could deliver our objectives? 

• Was there support for supply flexibility overall? 

• Any other thoughts, suggestions or concerns. 
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Next steps….   
 

• Commission proposal on a supply reserve – late January 

• Agreement of 2030 targets – March 

• UK vision for phase IV of the EU ETS -  Summer 2014 

 

• Welcome further feedback at any time at: eu.ets@decc.gsi.gov.uk 

 

• Any final questions? 
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Session close 

 

 

 
Thank you for attending today.  
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