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1. The EU environmental framework 

1. In order to respect the objective of limiting global warming to 2°C as compared to preindustrial 
levels, annual global emissions should be reduced by around 17 GtCO2 equivalent by 2020 as compared to 
the baseline scenario. With this effort, annual global emissions would be 44 GtCO2eq in 2020.  

2. In order to help reach this international objective, the EU has committed to reduce its annual 
greenhouse gas emissions from 5.5 GtCO2eq in 1990 to 4.5 GtCO2eq in 2020. To this end, the EU has 
defined its 20/20/20 objectives by 2020: 20% reductions in greenhouse gas emissions as compared to 1990 
levels, 20% of renewables in energy consumption by 2020 and 20% reduction of primary energy 
consumption by 2020. The 20% emission reduction target is shared between the ETS (-21%) and non-ETS 
sectors. In case of international commitment, the 20% emission reduction objective in 2020 will be shifted 
to 30%. 

3. Several instruments are in place in the EU in order to achieve the 20/20/20 objectives:  

• The EU ETS (Emission Trading Scheme), which covers certain sectors (the ETS sectors) 
representing 2 billion tCO2eq in 2009, i.e. around 50% of the annual EU CO2eq emissions; 

• The revised Renewable Energy Directive; 

• Other instruments (Directive creating a legal framework for Carbon Capture and Storage, 
legislation on CO2 and cars, Fuel Quality Directive, Buildings Directive, energy efficiency 
legislation). 

2. The EU ETS 

4. The EU ETS has been introduced in order to address the fundamental problem that market prices 
of products have not adequately reflected the cost of their production and consumption in terms of the 
impact on climate change. To the extent that companies and consumers do not bear the full cost of the 
environmental harm arising from their activities, the market fails to allocate resources in an efficient 
manner. While this negative externality of production is not taken into account by producers, these costs 
are nevertheless borne by society as a whole. 

5. In order to address this market failure, the Union has decided, in the first instance unilaterally, to 
pursue a higher level of environmental protection by introducing a cap-and-trade system of emission 
certificates in the Union. The EU ETS makes the cost of greenhouse gas emissions explicit and the price 
signals complete as regards the costs of greenhouse gas emissions. While these more adequate price signals 
create additional explicit costs for certain undertakings and consumers in the Union, this increase in the 
prices of products that result in greenhouse gas emissions improves total welfare compared with the market 
failure situation. Given the starting point of over-emissions, EU society gains more by reducing emissions 
than what it loses from this reduction. 

2.1 Key features 

6. The EU ETS was launched on 1.1.20051. It not only concerns CO2 but, as of 2013, also other 
greenhouse gas emissions. It is based on the following key principles:  

                                                      
1 Directive 2003/87/EC of the European Parliament and of the Council of 13 October 2003 establishing a 

scheme for greenhouse gas emission allowance trading within the Union (OJ L 275, 25.10.2003, p.32).  
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• It is a cap-and-trade system. This means that the total volume of emissions is capped per year at 
EU level and the cap is decreasing over time. Within the cap, the emission allowances can be 
traded. The scarcity of emission allowances creates their value for companies, therefore the 
(limited) quantity sets the price. 

• The participation is mandatory for the installations in the sectors and activities covered by the 
legislation;  

• An international link is foreseen under the Kyoto framework with equivalences between EU and 
certain non-EU emission reduction projects2. 

7. The EU ETS focuses on direct emissions from production processes. It operates at installation 
level, and concerns installations that are covered by the annex of the ETS Directive. Installations covered 
by the Directive but which emit less than 25,000 tCO2eq a year can be excluded from the scheme if 
equivalent measures are imposed. Around 11,000 installations are covered under the ETS from the 
following sectors3: 

• Power and heat generation;  

• Energy-intensive industrial sectors (e.g. combustion plants, oil refineries, coke ovens, iron and 
steel plants, manufacturers of cement, glass, lime, bricks, ceramics, pulp and paper, certain 
producers of chemicals); 

• From 2012: in addition, greenhouse gas emissions from aviation4; from 2013: in addition, 
installations undertaking the capture, transport and geological storage of greenhouse gases, 
greenhouse gas emissions from the petrochemicals, ammonia and aluminium, nitrous oxide 
emissions from chemical production5, and other emissions from aluminium production6; 

8. The EU ETS is implemented in three periods:  

• Phase 1 (2005-2007) and Phase 2(2008-2012) 

Phase 1 was a pilot, preparatory period to generate and verify the annual emissions data in order 
to set the caps on national allocation of allowances in Phase 2. Phase 2 corresponded to the first 
commitment period under the Kyoto Protocol (Kyoto emissions targets). In order to ensure the 
political acceptability of ETS, emission allowances were mainly granted for free to emitters (only 
10% at most can be auctioned). This was done under the premise that it would substantially 
reduce the costs for installations, while keeping the economic incentives to reduce emissions,. 
This allocation was done by the Member States through so-called national allocation plans and 
had to be approved by the European Commission.  

• Phase 3 (2013-2020) 
                                                      
2 In practice, for example, a Spanish company can either comply with its emission targets by acting on its 

own emissions or by purchasing the equivalent Clean Development Mechanism (CDM, for projects in 
developing countries) and Joint Implementation (JI, for projects in other industrialized nations) credits 
through the funding of an energy-efficiency project in Kenya, for instance; 

3 From 2008, the EU ETS geographically covers the 27 EU Member States, Iceland, Liechtenstein and 
Norway. 

4 Flights from, to or within the EU, irrespective of the airline nationality. 
5 Production of nitric, adipic an glyoxylic acid. 
6 Perfluorocarbon emissions. 
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The system of national allocation of allowances in phase 1 and 2 is replaced by a single cap on 
allowances for the whole EU7. The cap will be linearly reduced every year until 20208, providing 
investors with a predictable evolution. Auctioning will become the basic principle for allocating 
allowances: 100% of allowances must be auctioned in the power sector (with the exception of 
some Member States, which may temporarily derogate from this rule). For other sectors, a 
transitional system shall be put in place for which free allocation in 2013 shall be 80% of a 
relevant benchmark and to be reduced to 30% in 2020. Overall, at least 50% of allowances will 
be auctioned in 2013, with the aim to reach full auctioning by 2027.  

Exceptions from the normal approach for industry (80-30%) are foreseen for sectors deemed to 
be exposed to a significant risk of carbon leakage. These sectors shall in principle receive 100% 
of a relevant benchmark throughout the whole third trading period from 2013 to 2020. However, 
the total number of allowances that can be allocated for free is limited and a correction factor will 
be applied if necessary.  The Commission determined9 a list of sectors10 which are deemed to be 
exposed to a significant risk of carbon for their direct emissions costs (i.e. ETS installations' costs 
of buying allowances).  

The allocation of the transitional free allocation of allowances shall be made in accordance with 
Union-wide and fully-harmonised rules based on so-called ex-ante benchmarks. The ex-ante 
character implies that allocations must be fixed prior to the start of the third trading period. The 
rules for transitional free allocation shall take account of the most efficient techniques, 
substitutes, alternative production processes, while the starting point for the development of ex-
ante benchmarks shall be the average of the 10% most efficient installations of a sector or 
subsector in the Union in the years 2007-200811. 

3. State aid in the context of the EU ETS 

9. When adopting Directive 2009/29/EC (hereinafter ETS Directive), the Council and the European 
Parliament deemed it necessary to lessen the burden on certain undertakings to allow stricter Union 
legislation imposed by the Directive as from 1 January 2013. Therefore, some special and temporary 
measures are foreseen for certain undertakings. For example, for increases in electricity prices resulting 
from the inclusion of the costs of greenhouse gas emissions (commonly referred to as "indirect 
emissions"), Member States may adopt financial support measures in favour of sectors determined to be 
exposed to a significant risk of carbon leakage due to indirect emissions, subject to state aid rules. 

10. State aid can only be granted when it contributes to an objective of common interest. This is the 
case when the aid addresses a market failure, so that the aid increases welfare of the society. The primary 
objective of State aid control in the context of the implementation of the EU ETS is to ensure that State aid 
measures will result in a higher overall level of environmental protection (i.e. less greenhouse gas 

                                                      
7 Directive 2009/29/EC improved and extended the EU ETS with effect from 1 January 2013 (Directive 

2009/29/EC of the European Parliament and of the Council of 23 April 2009 amending Directive 
2003/87/EC so as to improve and extend the greenhouse gas emission allowance trading scheme of the 
Community, OJ L 140, 5.6.2009, p.63).  

8 By 1.74% every year. 
9 Commission decision of 24 December 2009 determining, pursuant to Directive 2003/87/EC of the 

European Parliament and of the Council, a list of sectors and subsectors which are deemed to be exposed to 
a significant risk of carbon leakage, OJ L 1, 5.1.2010, p. 10. 

10 164 sectors have been identified by the Commission. 
11 Article 10a (2) of the amended ETS Directive. 
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emissions) than would occur without the aid and to ensure that the positive effects of the aid outweigh its 
negative effects in terms of distortions of competition in the internal market. 

11. As far as possible negative effects of the aid measures are concerned, one is the relief of the 
beneficiaries from the full indirect cost of their emissions. Therefore, the aid is likely to limit the incentives 
for reduction in electricity consumption and related environmental innovation in the sector where it is 
granted. State aid may also result in long term negative effects, as it might reduce the incentive for early 
investment in energy efficiency and in developing low cost options for emissions reductions that can be 
replicated in other countries.  

12. Another negative effect of the aid might relate to the fact that the costs of reducing emissions will 
have to be mainly borne by other sectors of the economy, who won't receive financial support. Indeed, 
granting financial compensation to some sectors deemed to be exposed to a significant risk of "carbon 
leakage" would not only limit their incentives to reduce their electricity consumption, but would also 
increase the burden of all other ETS sectors, which would have to make even stricter emission reduction 
efforts, in view of the overall EU cap on emissions. This would imply disproportionately extra costs in 
terms of output and employment for these sectors. 

3.1 What is Carbon leakage? 

13. "Carbon leakage" describes a situation where there is an increase in global emissions, as 
companies move their production outside the regulated area (EU in this case) if they cannot pass-on this 
cost increase (due to indirect emissions) to their final consumer. 

14. CO2 is a global pollutant. This means that, unlike other pollutants which only affect those close 
to their emission, the real costs resulting from its emission are felt in the EU regardless of whether the 
emission takes place in the EU or outside the EU. These real costs are felt regardless of whether they are 
not monetised and remain external, or are monetised and internalised. 

15. Carbon leakage arises if the relocation of industry leads to an increase in global CO2 emissions. 
Because carbon leakage undermines the effectiveness of ETS in making EU residents internalise their CO2 
emissions, its avoidance enhances the environmental objective of EU ETS. 

16. Legally binding measures introduced in non-EU countries e.g. legally binding international 
agreement setting a CO2 cap in third countries, will not lead to increase in global CO2 emissions when 
companies relocate to countries which are parties of such agreement if the cap imposed by these States is 
sufficiently low to constitute a real constraint in all circumstances. Therefore, carbon leakage will only 
exist when relocation takes place to countries not subject to such an international agreement or equivalent 
self-imposed emission limits. 

3.2 Conclusions 

17. The Commission's state aid control in the context of the EU ETS aims to limit the potentially 
negative impacts of the aid on the efficiency of the EU ETS in terms of reducing global greenhouse gas 
emissions and on distortions of competition within the internal market.  

18. A balance needs to be struck between avoiding "carbon leakage", providing long-term incentives 
for domestic sectors to develop the low-greenhouse gas production patterns, defining long-term reduction 
targets and minimising the scope for distortions to intra-EU competition. 
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19. In order to ensure transparency and legal predictability, the Commission intends to adopt State 
aid Guidelines which will explain the compatibility criteria that will apply to the State aid measures 
necessary to the implementation of the ETS Directive as of 2013. 


