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Under the Kyoto Protocol industrialised countries

commit themselves to reduce their greenhouse gas (GHG)
emissions. They must meet their targets primarily through
national measures but as an additional means, the Kyoto
Protocol provides three market-based mechanisms to
create a “carbon market”. These three mechanisms are:

A. Emission Trading Scheme (ETS)
B. The Clean Development Mechanism (CDM)
C.Joint Implementation (JI)
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The creation of a carbon market plays a crucial role in
emission reduction. The mechanisms further aim to
stimulate sustainable development through technology
transfer and investment, help countries to meet their
targets by reducing emissions or removing carbon from the
atmosphere in other countries in a cost-effective way and
encourage the private sector and developing countries to
contribute to emission reduction.

Today we will focus on the first mechanism, the Emission
Trading Scheme.
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On January 1, 2005, the European Union (EU) has
developed the European Union Emissions Trading
Scheme (EU ETS), creating thereby the largest multi-
national greenhouse gas emissions trading scheme in
the world. At present the system is limited to CO2 only.
The first phase of trading was in the period between
2005 and 2007. Since beginning of 2008 the second
phase of trading is under way.
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Under this scheme, each signatory country has drawn a
National Allocation Plan (NAP) setting annually CO2
emissions quotas for all major industrial units across the EU.
Emitters were initially allocated with allowance to emit CO2 for
free from their governments. Around 12,000 large industrial
companies account for about 40% of the EU’s total CO2
emissions. Large emitters must monitor and report their CO2
emissions annually. These quotas are materialized by
allocations of European Emission Allowances (EUAS). In the
case that an emitter’s allowance is not enough it can buy
allowances from the market. An industrial facility has several
choices:

- reduce their emissions,
- purchase EUAs from others facilities, or
- acquire carbon credits from Kyoto flexibility mechanisms. 7




Within the emissions trading scheme, emission allowances can be
freely sold and purchased on the market. If an emitter does not need all

of his allowances because it could

reduce its CO2 emissions, it can sell
the excess allowances on the market.
That means that companies
participating in emissions trading may
compensate their costs for emission
reduction through sales of allowances.
Thus, companies have an incentive to
reduce emissions and sell allowances
to other industrial units who are in need
for them.

Since the total amount of
allowances assigned to the companies :
Is smaller than the volume of emissions ;455 (5100108 (5104108
without the trading system, allowances
are scarce and therefore they are
priced upon demand. glf

Source: http://www.carbonpositive.net/viewarticle.aspx?articlelD=1055
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Each company can compare its costs for emission reduction with
the market price. If the market price is higher than it is worth to invest in

emission reduction technology and sell the not-used allowances. If the
market price of the allowance is lower than the costs for emission
reduction it is better to purchase allowances from the market. Own
iInvestments would be more expensive than the purchase.

Command-and-control vs. Emission Trading

The costs of emission abatement are different for every
company. Let’s say for company A one ton emission reduction costs
€100. For another company B it costs €70 to reduce one ton of CO2.
Under a command-and-control approach the reduction of emissions to
a level of 160 tonnes (40 t reduction) would cost € 3,400. Under the
emissions trading scheme company A will buy emissions allowances
from company B, as company B has lower abatement costs. The total
costs for reduction are lower. 15



Command-and-Control Emission Trading

- Emissions before (blue block) and after (green block), and unit cost of emissions reduction
by 8 conmpamy:

=

Total cost of eméissions reduction:

Company A | !l‘.lt:: 100€t | 2 000€ Company A | 100 x 100€4 —800C | 1 300C
Company B | 20tx 7oER | 1400€ Company B 5m:mn+a§§ 1 300€
Total cost . 3 400E Total cost | 3 100€

In the next part we will get to know more about the second flexible
mechanism of the Kyoto Protocol - the Clean Development Mechanism.

Source: http://www.esprojects.net/en/policy/directives/emissionstrade/basics ?6
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