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Ending free allowances in the EU ETS

to the benefit of innovation

Since 2005, the European Union Emissions
Trading System (the EU ETS) has been
presented by the European Commission as a
“cornerstone” of EU climate policy.' Pricing
emissions can be a powerful climate tool,
and the EU ETS has proven effective in
reducing the greenhouse gas emissions of
the electricity sector. So far, it has however
failed to trigger a deep decarbonisation of
EU energy-intensive industries.? EU policy
makers now need to reform the EU ETS to
make it a tool that also works for climate
innovation and industrial decarbonisation.

In a world where more than

, we need an effective
reform of the EU ETS. It must be aligned with
the EU’s new climate objectives, and be able
to bring clean industrial technologies from
lab to market to secure the

of the European economy.

This policy brief focuses on EU ETS free
allowances, which are given to most ener-
gy-intensive industries. Currently, 94% of
industrial emissions are covered by free
allowances,® muting the carbon price signal
and, therefore, the incentive to innovate and
invest in cleaner production processes.
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After laying out how the system of free
allowances has worked so far, this policy
brief provides recommendations on how
policy makers can use the opportunity
presented by the revision of the EU ETS to
stop subsidising pollution and instead invest
in innovation, kick-starting the decarbonisa-
tion of the EU energy-intensive industries.

| . How the EU ETS works

The EU ETS is a “cap and trade” carbon
pricing scheme. Contrary to a carbon tax
where a public authority determines a
specific price to pay for pollution,* a ceiling
(cap) is set on the maximum amount of
emissions that can be emitted.” The cap is
split into individual allowances, each repre-
senting the right to emit one ton of CO2egq.
In a cap and trade system, covered actors are
allowed to buy and sell those allowances on
the market, resulting in a fluctuating market
price. The EU ETS currently covers around
40% of the EU’s total emissions, including
those from the electricity sector, energy-in-
tensive industry and aviation.
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| FROM DEFAULT TO DEROGATION: WHO
RECEIVES FREE ALLOWANCES AND WHY?

During the first two phases of the EU ETS,
from 2005 to 2012, nearly all allowances
were handed out for free. This responded
to the need to test how emissions trading
works in practice and allow covered actors to
get familiar with the trading and compliance
practises, without imposing any costs on
them.

Starting from the third trading period (2013-
2020), with the aim to apply the “Polluter
Pays Principle”,® auctioning has become
the proclaimed “default method” for the
allocation of allowances in the EU ETS. In
practice, however, a differentiation was made
between three groups of actors:

e Electricity producers, who would no
longer receive free allowances;

* Energy-intensive and other manufactu-
ring industries at risk of carbon leakage,’
for whom free allowances would remain
the default- allocation method,;

* Other industries not at risk of carbon
leakage, who would see their free
allowances gradually phased out.

| FROM GRANDFATHERING TO BENCH-
MARKING: HOW FREE ALLOWANCES
ARE HANDED OUT IN PRACTICE

Up until 2012, free allowances were mainly
handed out through grandfathering, meaning
that installations received allowances equal
to their historical emissions. Starting in

2013, this changed to a fixed benchmar-
King approach where the 10% most efficient
installations in each sector determined
the amount of allowances other installa-
tions received. While the former method
was initially chosen for its simplicity, it was
important to transition to the benchmarking
approach after the initial pilot phase to also
incentivise emission reductions in sectors
deemed at risk of carbon leakage.

In reality, however, both systems had consi-
derable flaws in how they were designed. As
both grandfathering and fixed benchmarking
were based on historical reference periods,
neither was able to correct for any shocks or
structural changes in the economy,? changes
in technologies or in production levels
of individual actors. Indeed, allowances
handed out for free as late as 2020 were
based on benchmarks established on the
basis of 2007-2008 data and assumed that
production levels did not change over that
time period, thus disregarding technolo-
gical or productivity changes throughout
that period.’ This led to a situation where
many actors received more allowances for
free than they emit, leading to significant
amounts of overallocation.

| FREE ALLOCATIONS AND
ENERGY-INTENSIVE INDUSTRY:
A STORY OF OVERALLOCATION

Since 2005, industrial sectors received
~10.4bn free allowances worth over €138
billion.”” Over the same time period, those
sectors’cumulative emissions only amounted
to ~9.1bn ton, meaning they received ~1.3bn
allowances more than necessary (cf. figure 1).

FIGURE 1. Verified emissions and free allowances given to industry
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From 2008 onwards, allowances became
indefinitely bankable,”” meaning that any
allowance handed out since then, can still
be used today for compliance reasons, or be
sold on the market. Since 2008, industrial
sectors have been overallocated about
~1.1bn allowances.'? While it is likely that a
part of these allowances have been sold on
the market since then, these allowances
would, in theory, be worth over €90bn at
the current market price (€85/tC02).

To put it simply, for EU industry, the
“polluter pays principle” has only ever
applied in theory. Europe’s most polluting
industries have received billions of euros
worth of subsidies via the EU ETS.” This
has muted the carbon price signal they have
faced, reducing the incentive to invest in
cleaner production processes.

Unsurprisingly, greenhouse gas emissions
from the industrial sector have remained
largely flat between 2013 and 2019 while
the electricity sector, which pays the ETS
carbon price, decreased its emissions signi-
ficantly (cf. figure 2)."* Of course, there are
other factors at play that held back industrial
decarbonisation, which are reinforced by the
hand-out of free allowances, including the
comparative lack of mature low-carbon tech-
nologies, energy-intensive industries’ high
capital intensity and long investment cycles,
and lack of supportive policy frameworks for
industrial decarbonisation.

FIGURE 2. EU ETS emissions during Phase 3
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Several improvements have been imple-
mented for the fourth phase (2021-2030).
However, they remain insufficient to unlock
the full potential of the ETS as one of the key
climate policy levers to help innovate, create,
develop, demonstrate, scale and deploy the
clean solutions we need for the European
industry to lead the way for global climate
action.

Il .« ETS free allowances:
from an inherited right to
pollute for free, to a privilege
earned through innovation

| FROM AN INHERITED RIGHTTO
AN EARNED PRIVILEGE

Energy-intensive industries’® have received
free allowances since the very creation of
the ETS. Some industrial lobby groups and
policy makers therefore have the tendency
to see them as an “inherited right”. Such
an approach fosters a political dynamic
that favours the status quo. The ongoing
reform of the ETS should review the raison
d’étre of ETS free allowances. They were
granted over 15 years ago to avoid the risk
of carbon leakage,” at a time when the EU
did not have other means of achieving that
objective. This is no longer the case. The EU
is putting in place a holistic framework to
address the risk of carbon leakage through
several policy levers, including a Carbon
Border Adjustment Mechanism (CBAM).®
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direct support for zero-carbon production
processes, and requlations that contribute
to market creation, such as green
product requirements and green public
procurement. As the EU CBAM, and other
policies to support industrial abatement are
phased in, free allowances should become a
measure of last resort rather than a default

policy.

Any allowance handed out for free should
be seen as form of public support given for
a limited period of time, attached to strict
climate conditions, and given only to those
who earn it.

| FROM FUNDING POLLUTION
TO FUNDING INNOVATION

Largely because of free allowances, flawed
benchmarks and previously low carbon
prices, the EU ETS has so far proved
ineffective at fostering industrial climate
innovation.” Indeed, the combination of a
malfunctioning EU ETS with a general lack
of concerted climate policy aimed at decar-
bonising energy-intensive industries, has
undermined the EU’s opportunity to seize
the “first-mover advantage” of being the first
regional economy in the world to develop
and scale the clean technologies the world
needs to reach climate neutrality.

As EU ETS prices increased significantly
over the last few years, free allowances have
become a major financial asset. Based on
the current market price and preliminary
free allocation data, the 560 million free
allowances the EU is set to release in 2022
alone are valued at ~€50 billion.??" In the
current political context of higher climate
ambition, constrained government budgets
and social acceptability and equity concerns
about the climate transition, giving such
subsidies without any emission reductions to
show for them is not easily justifiable.

There are better ways to use that money.
Rather than handing those allowances out
for free, they should be reinvested in a
portfolio of innovative industrial projects
that help fight climate change. This portfolio
should include clean technologies that are
not fully mature yet (e.g. green steelmaking
with 100% electrolytic hydrogen direct
reduced iron), as well as solutions where
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the technology is commercially available
but needs integration at scale to become
competitive (e.q. large-scale heat-pumps).??
It should include all sectors that are relevant
for industrial decarbonisation, ranging
from innovative circular economy business
models, to the scale-up of innovative
renewable energy sources or the production
and use of hydrogen for the production of
green steel and other materials.

Crucially, allocating these allowances to
innovation rather than handing them out for
free would not change the amounts of money
flowing to EU industry. It would however
change the way the EU channels that
money. Rather than subsidising pollution, it
would invest in innovation to create the new
generation of clean technologies (through
tools such as the EU Innovation Fund).

Il . Policy recommendations:
Four joint actions to make the
“Fit for 55” fit for industrial
climate innovation

| PHASE-OUT ALL FREE ALLOWANCES
AT A PACE THAT PUSHES INCU-
MBENTS TO INNOVATE

While a CBAM, flanked by other measures,*
can offer a sustainable solution for mitigating
the risk of carbon leakage in the long term,
a phase-in period is likely necessary given
CBAM’s legal, technical and geopolitical
complexity.?

The European Commission has proposed a
10 year phase-out period starting in 2026
for the sectors to be covered by the CBAM.
This would be too slow, and risks seeing the
EU losing the global race for industrial decar-
bonisation.?® To put in place the necessary
incentives during this decade’s critical rein-
vestment window for EU’s energy-intensive
industry,?¢ all free allowances should be fully
phased-out by 2030 at the latest.””

I ALLOCATE THE NEWLY PHASED-OUT
FREE ALLOWANCES TO BOOST
THE INNOVATION FUND

By phasing out free allowances, large
amounts of additional revenues will be
generated through auctioning, which should
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be channelled to finance innovative projects
and the deployment of clean technologies
at commercial scale. This should be done
through the EU Innovation Fund, which would
ensure that all companies in all EU Member
States have equal access to this new source
of funding.?®

Doing this at the EU level would also increase
the overall effectiveness and efficiency
through putting those companies in a fair
competition with each other. It would also
shield this critical funding from the risks
of national stop-and-go policies that have
hampered the energy transition in other
sectors, such as the deployment of renewable
energy sources.?’

However, the scope of the Innovation Fund
should be expanded to facilitate the scale-up
and deployment of innovative clean techno-
logies, including through Carbon Contracts
for Difference.*® Compared to the status quo,
this proposal would channel a significant
amount of money towards innovation.*
It would however create winners and losers.
Companies that innovate and propose
high-quality projects to the Innovation Fund
would win as they would get more money
through this Fund than what they would
have gotten through free allowances. On
the flipside, those companies that refuse or
fail to create innovative projects would lose
money. With such a reform, the European
Union would clean industrial innovation is
vital to boost the competitive sustainability
of the EU industry in the 21st century.

I NO FREE LUNCH: REMAINING FREE
ALLOWANCES SHOULD ONLY BE GRANTED
ON THE BASIS OF STRINGENT CONDITIONS

As a result of the need for a transition period
during which companies can adapt, a share
of free allowances would likely continue to
be granted during this decade. EU policy
makers must ensure that the remaining free
allowances do not undermine innovation
and decarbonisation by introducing condi-
tionality measures to ensure that recipients
innovate. This could include, but is not limited
to:
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* Requiring sectors to develop climate
neutrality roadmaps, as called for by
Article 10 of the EU Climate Law, in order
to be eligible to receive free allowances.*?

* Onlygrantingfreeallowancesonthebasis
of a thorough revision of the applicable
benchmarks. It is clear that the current
methodology to determine the scope of
product benchmarks puts innovative clean
technologies at a competitive disadvan-
tage.*® The European Commission needs
to determine such revised benchmarks as
soon as possible,and by 2025 at the latest,
on the basis of independent and verifiable
data. Minimum conditions for this revision
include ensuring that the benchmarks 1)
are based on products rather than specific
production processes; 2) do not refer to
(fossil fuel) combustion capacities; and
3) take into account emission reductions
through circular approaches and material
substitution.

* Adopting requirements for companies in
exchange for receiving free allowances.
This could include adopting net-zero
transition plans, including setting inter-
mediate emission reduction and resource
efficiency targets, timelines for the
phase-out of existing carbon-intensive
activities, making commitments to
investments in cleaner processes and
subscribing to a transparent governance
framework to monitor the progress of
these plans.

I MITIGATE THE RISKS OF CARBON LEA-
KAGE THROUGH OTHER TOOLS

Carbon leakage measures which mute decar-
bonisation incentives are incompatible with
deep decarbonisation and competitive sus-
tainability. Indeed, continuing the practice of
handing out free allowances would severely
undermine the EU’s ability to meet its climate
neutrality targets. Going forward, the risk of
carbon leakage will have to be addressed
through means that do not undermine but
strengthen climate efforts. Over time, all
sectors facing a genuine risk of carbon
leakage should be covered by the EU CBAM
and receive dedicated support through other
means, including the Innovation Fund and
sectorial requlation. «



FIGURE 3. Summary of the four joint policy recommendations
to make the ETS work for climate innovation
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A Source: Thomas Pellerin-Carlin & Domien Vangenechten, "No more free lunch. Ending free allowances
inthe EU ETS to the benefit of innovation", Jacques Delors Institute & E3G, January 2022.
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