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COMMUNICATION FROM THE COMMISSION

"Further guidance on allocation plans for the 2008 to 2012 trading period of
the EU Emission Trading Scheme"

COMMUNICATION FROM THE COMMISSION

"Further guidance on allocation plans for the 2008 to 2012 trading period of
the EU Emission Trading Scheme"

(Text with EEA relevance)

1.
Introduction

1.
This communication provides guidance to Member States for the design of the national allocation plans for the second trading period (2008 to 2012). This communication is not part of the ongoing review of the Emissions Trading Directive
 ("the Directive"), under which the Commission will produce a report to the European Parliament and the Council in June 2006, including proposals for improving the functioning of the EU Emissions Trading Scheme ("EU ETS"), as appropriate. In preparing this review, the Commission acknowledges input from stakeholders on a wide range of issues on the functioning and impact of the EU ETS.

2.
This guidance supplements the Commission's guidance of 7 January 2004
 for the implementation of the criteria listed in Annex III of the Directive. The previous guidance document contains in particular a technical analysis of the interpretation and interplay of the different criteria in Annex III and explains their role in the Commission's assessment of allocation plans. Key messages from the first guidance document are summarised in Annex 3.

3.
The Commission considers it necessary to provide additional guidance to consistently incorporate the lessons learnt from the first allocation phase. It notes that the general nature of the criteria listed in Annex III of the Directive leaves scope for their implementation and shares the view of Member States and many stakeholders that more guidance is needed
 to ensure more coherent allocation plans for the second trading period.

4.
In general, Member States and stakeholders also stress a preference for increasing harmonisation of allocation rules. The Commission considers it necessary to achieve more coherence in the second trading period, to the extent that the divergent progress by Member States towards their individual Kyoto targets allows for. In addition, further harmonisation is desirable beyond 2012. The Commission will consider these issues in the context of the strategic review of the EU ETS. On the basis of this review, the Commission will come forward with proposals, as appropriate, to improve the functioning of the scheme whilst safeguarding regulatory stability.

5.
The Commission urges Member States to work towards simpler plans for the second trading period. Simple allocation plans boost the understanding of the instrument among stakeholders and also increase transparency and predictability. Member States should strive to keep the second national allocation plans as simple as possible, in particular with respect to allocation methods and rules on new entrants and closures. Member States should critically assess the necessity and efficiency of rules contained in the first round national allocation plans and keep only those deemed absolutely essential.

6.
To further improve transparency of plans the Commission has developed and annexed a set of tables
 which summarise in a standardised manner some basic information contained in a national allocation plan. The Commission regards these tables as an integral part of second round national allocation plans and expects Member States to make use of them. Furthermore, it urges Member States to continue using the Common Format
 elaborated for the first allocation plans and, as in the first phase, will ensure a fully consistent assessment of all plans.

2.
Summary of experience gained from allocation plans for the first phase (2005-2007) and general Lessons for the second phase (2008-2012)

7.
The first phase allocation process spanned about 15 months, from the deadline for notification on 31 March 2004 until the last Commission decision on 20 June 2005. This was much longer than envisaged in the Directive. The approval process extended well into the first trading period which started on 1 January 2005. The late notification, approval and finalisation at national level of some plans introduced uncertainties not only for the respective national authorities and business but also for actors in the allowance market across Europe. This underlines the importance of timely notification of complete national allocation plans for the second allocation phase. The Commission considers that the three month period foreseen in Article 9(3) can only commence once a complete national allocation plan has been submitted. It therefore reminds Member States of their obligations to respect the deadline of 30 June 2006 in order to enable the completion of the second allocation process, including the subsequent final national allocation decision, well before the start of the second trading period on 1 January 2008. The Commission will not accept amendments to national allocation plans notified after the deadline of 31 December 2006 specified in Article 11(2) of the Directive, other than those required by the respective Commission decision on a national allocation plan.

8.
Recognising the first phase as a learning period, the Commission assessed the first period allocation plans in a pragmatic manner. Some notable characteristics, summarised below, emerged from the first allocation process, resulting in a convergence of choices and approaches across Member States (for more details see Annex 4):

· More use of emissions trading is necessary to meet the Kyoto targets cost-effectively.

· Allocations have in general been more restrictive for power generators than other sectors covered by the scheme. 

· Member States experiencing considerable excess in actual emissions with respect to their Kyoto targets intend to purchase a substantial amount of Kyoto units. 

· The non-acceptance of ex-post adjustments is essential for the allowance market development. 

· Some allocation plans are more complex than necessary and not sufficiently transparent. 

3.
Further guidance on selected issues for the second period national allocation plans

3.1.
Progress to Kyoto targets

9.
In the 2005 progress report
 the Commission has assessed the progress of Member States to Kyoto targets. In the comparison of 2003 actual emissions to allowed emissions in the period 2008 to 2012, a considerable number of Member States have gaps to close, some of significant magnitude. At present, it would appear that in particular Austria, Belgium, Denmark, Finland, Germany, Ireland, Italy, Luxembourg, the Netherlands, Portugal, Slovenia and Spain are not sufficiently on track towards meeting their Kyoto targets. In these Member States, more needs to be done during the second trading period to respect the Kyoto targets, which does not imply that further measures are not necessary in other Memer States as well. As it is unlikely that gaps can be closed solely by requiring emission reductions in the non-trading sector or relying on purchase of Kyoto units, the EU ETS needs to be used more to fully realise the potential of emissions trading.

3.2.
Setting national caps

10.
According to criterion 3 of Annex III (see Annex 2 attached to this document for the criteria of Annex III of the Directive), the quantity of allowances shall be consistent with the potential, including the technological potential, of activities covered by the scheme to reduce emissions. This means that the combination of the respective economic and technological potential to cut emissions sets an upper limit for the cap at national level.

11.
Two of the most important factors driving emissions trends are economic (GDP) growth (with higher growth leading to higher emissions) and carbon intensity (emissions per unit GDP, with reductions in carbon intensity lowering emissions). In principle, the faster an economy grows, the faster new technologies are put to use and the faster the capital stock is renewed, thereby improving productivity and carbon intensity. The growing share of the tertiary sector and the parallel decline of the secondary sector experienced in European economies further contribute to this effect. Furthermore, the introduction of the EU ETS and the EU-wide carbon price in the trading sector will stimulate further reductions in carbon intensity. 

12.
Historically (in the period 1990 to 2000) carbon intensity reductions have balanced or even outweighed economic growth, which means that greenhouse gas emissions remained stable or declined. The following table indicates that this trend is likely to remain stable in the course of the ongoing decade (2000 to 2010). It needs to be emphasized that the estimates for the period 2000 to 2010 do not account for the incentives created by the first phase of the EU ETS and are therefore very likely to underestimate the actual reductions in carbon intensity during that period.

Table A: Historic and estimated GDP growth rates and carbon intensity trends
:


Annual GDP Change in %
Annual Carbon Intensity* Improvement in %
Combined Net Effect on Annual Emissions Trend in %

Actual development 1990 to 2000

EU25
2.0
2.3
-0.3

EU15
2.0
1.9
0.1

New Member States
1.7
3.9
-2.2

Estimated development 2000 to 2010

EU25
2.5
2.2
0.3

EU15
2.4
2.1
0.3

New Member States
3.8
3.6
0.2

Note: * Carbon intensity expresses the relation between CO2 emissions to GDP.

13.
In the analysis of the economic and technological potential to cut emissions, the Commission considers the annual GDP growth and carbon intensity reduction rates. The combined effect of these two factors gives the rate for the annual potential to reduce emissions. Starting from actual emissions in an appropriate year (e.g. 2003), assuming the trading sector to have a constant share in emissions and a similar potential to reduce emissions as the entire economy, the indicative cap consistent with criterion 3 in Annex III can be derived.

14.
The cap for the first phase is therefore a starting point in determining and assessing the total quantity for the second phase both at EU and Member State level. Due to criterion 1 some Member States have to lower the first period caps to respect the Kyoto target. Other Member States need to maintain their first phase caps to align the plan with the potential to reduce emissions (criterion 3). Correspondingly, the annual average EU-wide ETS cap in the second phase should be lower than the first phase cap. 

15.
A number of Member States have a gap to close between their 2003 actual emissions and allowed emissions according to the Kyoto target. The total gap for these Member States is 296.5 million tonnes CO2 equivalent. This figure therefore represents the excess emissions which these Member States still need to reduce by using the instruments at their disposal to secure compliance with the Kyoto targets. 

16.
Member States with a gap to reach the Kyoto target should aim for a balanced mix of (i) lowering the allocation for the second phase and (ii) implementing additional measures in the non-trading sector, potentially supplemented by the (iii) government purchase of Kyoto unit credits. A balanced mix makes reductions practically more feasible and economically more efficient.

17.
The table in Annex 1 lists the share of the emission trading sector expressed as the first phase allocation in comparison to 2003 actual emissions. At EU level the share amounts to some 45%. If the emissions trading sector were to contribute a proportionate share of the reduction in Member States with a gap to close, the second period total allocation in the EU-25 would be some 6% below the first period allocation, resulting in an annual average allocation of 2.063 billion allowances. To meet the Kyoto targets a reduction of less than 6 % would imply stronger efforts by the non-trading sector.

3.3.
Substantiation of intended government purchase of Kyoto units

18.
In view of the state of market development and constraints in the supply of Kyoto units, Member States face a considerable challenge to realise the volume of intended purchases. The decision by a Member State to purchase with public funds Kyoto units eases (as much as the purchase by companies under the terms of the Linking Directive) the need for domestic emission reductions. 

19.
For the above reasons, the substantiation of the intended government purchase of Kyoto units is crucial for the consistency of a national allocation plan with criterion 1 in Annex III. Therefore this was already an important element in the assessment of first period plans. Several Member States did not fully substantiate the intended purchase in the first period national allocation plans and some caps were accordingly lowered. Each Member State relying on the government purchase of Kyoto units, even if already indicated in the first round national allocation plan, thus needs to substantiate more thoroughly the intentions and demonstrate progress in realising these purchases. The Commission will base its assessment on the cumulative criteria outlined in Annex 5 and assess these aspects in a stringent manner. Where a Member State fails to satisfactorily fulfil the full set of criteria the Commission will require a proportional reduction in the cap proposed.

3.4.
Substantiation of other policies and measures

20.
The substantiation of the effects of implemented and additional policies and measures by Member States is crucial for a national allocation plan's consistency with criterion 1 in Annex III of the Directive. In the first period national allocation plans Member States listed a number of existing and additional policies and measures. Each Member State relying on implemented and additional policies and measures, even if already indicated in the first round national allocation plan, needs to substantiate the effects and demonstrate progress in implementing or adopting them.
 The Commission will base its assessment on the cumulative criteria outlined in Annex 6 and assess these aspects in a stringent manner. Where a Member State fails to satisfactorily fulfil the full set of criteria the Commission will require a proportional reduction in the cap proposed. 

3.5.
Guidance on criterion 12 – limit on JI and CDM compliance use by operators

21.
Criterion 12 of Annex III of the Directive, as amended by the Linking Directive
, states: "The plan shall specify the maximum amount of CERs and ERUs which may be used by operators in the Community scheme as a percentage of the allocation of the allowances to each installation. The percentage shall be consistent with the Member State's supplementarity obligations under the Kyoto Protocol and decisions adopted pursuant to the UNFCCC or the Kyoto Protocol."

22.
Criterion 12 is mandatory in the sense that the national allocation plan must specify the maximum amount of CERs and ERUs that may be used for compliance purposes by operators in the EU ETS.

23.
Criterion 12 states that the established percentage must be consistent with the Member State's supplementarity obligations under the Kyoto Protocol and decisions adopted pursuant to the UNFCCC or the Kyoto protocol. The Marrakesh Accords state that "the use of the mechanisms shall be supplemental to domestic action"
. No quantitative definition of the supplementarity obligations is available in the Kyoto Protocol or the UNFCCC or the decisions adopted thereunder
. It should also be noted that the meeting of the conferences of the parties to the Kyoto Protocol in Montreal took a range of important decisions to stimulate the use of CDMs, to which EU emission trading can contribute. 

24.
The supplementarity requirement is applicable to aggregate greenhouse gas emissions of a Member State and not separately for individual sectors. Therefore, the intended government purchase of Kyoto units also needs to be taken into consideration when evaluating the fulfilment of this requirement.

25.
The Commission considers that Member States are free to choose whether to apply the limit individually in respect of each installation, or collectively to all installations. For greater flexibility, Member States are recommended to apply the limit for the entire trading period and collectively to all installations.

3.6.
Issues related to new entrants and closures

26.
The Commission considers it premature to draw conclusions and identify best practice with respect to new entrants and closures. Further details are specified in Annex 7.

3.7.
Further guidance on allocation at sector and installation level

27.
In fixing installation level allocations in the second phase, the Commission considers it necessary that Member States do not rely on first phase emissions or other first phase data. Otherwise installations which have actively reduced emissions in the first trading period are unduly disadvantaged by receiving in the second phase a smaller share of allowances than installations that have not reduced emissions during the first period.

28.
By not relying on first phase emissions or other first phase data, early action is adequately recognised, which substitutes therefore for the set-up of an early action reserve or any other means of accommodating early action. 

29.
In order to reduce the complexity and administrative effort the Commission considers it inappropriate to maintain special provisions at installation level on process emissions.

30.
As already stated above, the importance of achieving a simpler design of second phase national allocation plans compared to the first phase cannot be over-emphasized. Simpler allocation rules at sector and installation level increase the transparency of the allocation process and lower the costs in particular for small- and medium-sized enterprises covered by the scheme.

3.8.
Further guidance on other allocation aspects

31.
EU-wide benchmarking is not a sufficiently matured allocation method to be used for the second phase. Member states may however find appropriate use for benchmarking at national level for the installation level allocation in certain sectors and for new entrants, e.g. in the electricity sector. Experiences from such use will be examined by the Commission in the context of the review. The Commission is interested in whether the additional data requirements for benchmarking can be mastered and whether Member States consider the additional administrative effort worthwhile.

32.
The Commission stresses that Member States can make use of auctioning within the 10%-limit permitted under Article 10 of the Directive in the second trading period. Making more use of auctioning would allow Member States and the Commission to collect more experience in applying this allocation method and to inform the strategic review with practical experience. It reminds Member States that proceeds from auctioning can, amongst others, be used to cover the administrative costs of the scheme and the government purchase of Kyoto units. Where Member States choose to auction allowances the Commission encourages them to specify the details of the auction process well in advance, preferably in the national allocation plan, especially as regards timing and quantities involved.

33.
With respect to public consultation provided for by Articles 9(1) and 11(2) and criterion 9 of Annex III of the Directive, the Commission expects Member States to provide appropriate timelines to ensure a more effective public consultation with respect to the establishment of the second phase national allocation plan. Member States should aim to conclude the public consultation pursuant to Article 11(2) and criterion 9 of Annex III in time in order to respect the deadline of 31 December 2006. As there should be less time pressure in the preparation of the second trading period than was the case for the first phase, the Commission is confident that Member States will duly comply with this requirement under their own responsibility and discretion. 

4.
Interpretation of the Scope of Annex I of the Directive

4.1.
Combustion installations

34.
With respect to the interpretation of combustion installation in Annex I of the Directive, the Commission notes that some Member States based the first phase national allocation plans on an interpretation which included all combustion processes fulfilling the specified capacity, regardless of whether the combustion process produces energy independently or as an integrated part of another production process. Other Member States applied variants of a more narrow interpretation, excluding some or all combustion processes as integrated parts of another production process.

35.
The Commission regards this situation as highly unsatisfactory. From an Internal Market perspective it needs to be avoided that the same type of installation is covered in some Member States but not in others while applying the same Directive. A consistent interpretation and coverage of combustion installations across Member States in the second trading period is vital in order to avoid significant distortions of competition throughout the Internal Market.

36.
The Commission considers the interpretation of combustion installation given in Annex 8 as the appropriate one. It understands that some Member States would have to include a number of additional installations, including large installations with significant emissions as well as some of the smallest emitters. However, in the light of the following chapter, the Commission recognises that it is not useful to include additional combustion processes which are typically carried out by small installations. In order to remove inconsistencies in the second trading period, all Member States should therefore in any case include also combustion processes involving crackers, carbon black, flaring
, furnaces
 and integrated steelworks
, typically carried out in larger installations causing considerable emissions. The Commission reserves the right to take all necessary measures to avoid significant distortions. Details about the Commission's interpretation of combustion installation are contained in Annex 8.

4.2.
The smallest installations

37.
Certain concerns have been raised by Member States and stakeholders with respect to the coverage under the Directive of the smallest installations, claiming in particular that the costs of participation for the smallest installations outweigh the benefits of being covered by the scheme. The Commission recognises that the benefits and costs of participation of certain small installations merit further consideration in the review of the EU ETS pursuant to Article 30 of the Directive.

38.
The Commission underlines that some participation costs incurred by the smallest installations are "one-off" costs in the run-up to the first trading period, and will not occur in the future. In terms of recurring costs, which are largely related to the annual costs of monitoring, reporting and verifying emissions, the Commission pays particular attention to realising the potentials for cost savings for the smallest installations in the ongoing review of the monitoring and reporting guidelines. The Commission aims for entry into force of the revised guidelines by 1 January 2008, thus coinciding with the start of the second trading period.

39.
Moreover, it reiterates the importance of using simpler allocation rules for the second trading period in order to benefit the smallest installations and look also at other aspects, besides monitoring and allocation, to alleviate the participation costs for these installations. The Commission is confident that this will further improve the relationship between benefits and costs for such installations of participating in the EU ETS.

40.
The Commission invites Member States to explore the flexibilities identified in Annex 9 in the establishment of their second phase national allocation plans. It intends to consider in the review more comprehensively the scope of the Directive with respect to the coverage of the smallest installations, including the possibility to propose an amendment to the Directive to enable the removal of some small installations from the EU ETS in the course of the the second trading period. In that context, the Commission is considering the possibility that combustion activities below a certain size threshold, such as up to 3 MW, should not be counted for the purposes of the so-called aggregation rule. The Commission is also examining the possibility of removing the part of the aggregation rule that provides for the adding together of the capacities of activities that are operated by the same operator on the same site. 

ANNEX

Annex 1: Background data

Member State
2003 national greenhouse gas emissions
Allowed emissions annual average 2008-12 under Kyoto Protocol 
ETS share

First phase cap annual average 

2005-07 according to Commission decisions


Austria
91.6
68.3
36.0%
33.0

Belgium
147.7
135.8
42.6%
62.9

Cyprus
9.2
n.a.
62.0%
5.7

Czech Republic
145.4
176.8
67.1%
97.6

Denmark
74.0
55.0
45.3%
33.5

Estonia
21.4
40.0
88.6%
19.0

Finland
85.5
70.4
53.2%
45.5

France
557.2
568.0
28.1%
156.5

Germany
1017.5
986.1
49.0%
499.0

Greece
137.6
139.6
54.1%
74.4

Hungary
83.2
114.3
37.6%
31.3

Ireland
67.6
61.0
33.0%
22.3

Italy
569.8
477.2
40.8%
232.5

Latvia
10.5
23.3
43.4%
4.6

Lithuania
17.2
46.9
71.2%
12.3

Luxembourg
11.3
9.2
29.8%
3.4

Malta
2.9
n.a.
n.a.
2.9

Netherlands
214.8
200.3
44.4%
95.3

Poland
384.0
531.3
62.3%
239.1

Portugal
81.2
75.4
47.0%
38.2

Slovakia
51.7
66.0
59.0%
30.5

Slovenia
19.8
18.8
44.3%
8.8

Spain
402.3
329.0
43.4%
174.4

Sweden
70.6
75.2
32.5%
22.9

UK
651.1
657.4
37.7%
245.3

Total



2190.8

Note: All emission figures are in million tonnes CO2 equivalent.

Annex 2: Criteria for national allocation plans referred to in Articles 9, 22 and 30 of Annex III of the Directive

1. The total quantity of allowances to be allocated for the relevant period shall be consistent with the Member State's obligation to limit its emissions pursuant to Decision 2002/358/EC and the Kyoto Protocol, taking into account, on the one hand, the proportion of overall emissions that these allowances represent in comparison with emissions from sources not covered by this Directive and, on the other hand, national energy policies, and should be consistent with the national climate change programme. The total quantity of allowances to be allocated shall not be more than is likely to be needed for the strict application of the criteria of this Annex. Prior to 2008, the quantity shall be consistent with a path towards achieving or over-achieving each Member State's target under Decision 2002/358/EC and the Kyoto Protocol.

2. The total quantity of allowances to be allocated shall be consistent with assessments of actual and projected progress towards fulfilling the Member States' contributions to the Community's commitments made pursuant to Decision 93/389/EEC.

3. Quantities of allowances to be allocated shall be consistent with the potential, including the technological potential, of activities covered by this scheme to reduce emissions. Member States may base their distribution of allowances on average emissions of greenhouse gases by product in each activity and achievable progress in each activity.

4. The plan shall be consistent with other Community legislative and policy instruments. Account should be taken of unavoidable increases in emissions resulting from new legislative requirements.

5. The plan shall not discriminate between companies or sectors in such a way as to unduly favour certain undertakings or activities in accordance with the requirements of the Treaty, in particular Articles 87 and 88 thereof.

6. The plan shall contain information on the manner in which new entrants will be able to begin participating in the Community scheme in the Member State concerned.

7. The plan may accommodate early action and shall contain information on the manner in which early action is taken into account. Benchmarks derived from reference documents concerning the best available technologies may be employed by Member States in developing their National Allocation Plans, and these benchmarks can incorporate an element of accommodating early action.

8. The plan shall contain information on the manner in which clean technology, including energy efficient technologies, are taken into account.

9. The plan shall include provisions for comments to be expressed by the public, and contain information on the arrangements by which due account will be taken of these comments before a decision on the allocation of allowances is taken.

10. The plan shall contain a list of the installations covered by this Directive with the quantities of allowances intended to be allocated to each.

11. The plan may contain information on the manner in which the existence of competition from countries or entities outside the Union will be taken into account.

12. The plan shall specify the maximum amount of CERs and ERUs which may be used by operators in the Community scheme as a percentage of the allocation of the allowances to each installation. The percentage shall be consistent with the Member State's supplementarity obligations under the Kyoto Protocol and decisions adopted pursuant to the UNFCCC or the Kyoto Protocol.

Annex 3: Key messages from the first allocation guidance document

In January 2004, the Commission provided guidance to assist Member States in the preparation of the national allocation plans
. The guidance contained in that document on the implementation of the then eleven
 criteria in Annex III to the Directive remainsrelevant for the second trading period 2008-2012. The Commission therefore wishes to reiterate the main elements.

Criterion (1) – Kyoto commitments

The Commission understands "likely to be needed" as forward-looking and linked to the projected emissions of covered installations as a whole, given that this criterion refers to the total quantity of allowances to be allocated. The Commission understands the reference to the "strict application of the criteria in this annex" to comprise the criteria with a mandatory character or containing mandatory elements - i.e. criteria 1, 2, 3, 4 and 5. 

In order to satisfy this requirement and fulfil all mandatory criteria and elements, a Member State should not allocate more than is needed, or warranted, by the most constraining of these criteria. 

It follows that any application of the optional elements of Annex III may not lead to an increase in the total quantity of allowances.

Criterion (2) – Assessments of emissions developments

Pursuant to Decision 280/2004/EC concerning a mechanism for monitoring Community greenhouse gas emissions and for implementing the Kyoto Protocol , the Commission undertakes an annual assessment of each Member State's actual emissions and projected emissions for the period 2008-2012, in total and by sector and by gas. Criterion 2 requires the total quantity of allowances to be allocated to be consistent with these assessments. 

Consistency will be deemed as ensured, if the total quantity of allowances to be allocated to covered installations is not more than would be necessary taking into account actual emissions and projected emissions contained in those assessments.

Criterion (3) – Potential to reduce emissions

A Member State should determine the total quantity of allowances resulting from the application of criterion 3 by comparing the potential of activities covered by the scheme to reduce emissions with the potential of activities not covered. 

The criterion will be deemed as fulfilled if the allocation reflects the relative differences in the potential between the total covered and non-covered activities.

Criterion (4) – Consistency with other legislation

Criterion 4 concerns the relationship between allocations under Directive 2003/87/EC and other Community legislative and policy instruments. Consistency between allowance allocations and other legislation is introduced as a requirement in order to ensure that the allocation does not contravene the provisions of other legislation. 

In principle, no allowances should be allocated in cases where other legislation implies that covered emissions had or will have to be reduced even without the introduction of the emissions trading scheme. Similarly, consistency implies that if other legislation results in increased emissions or limits the scope for decreasing emissions covered by the Directive account should be taken of this increase.

Criterion (6) – New entrants

Under criterion 6, the national allocation plan should contain information on the manner in which new entrants will be able to begin participating in the emission