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2005 saw the launch of the EU Emissions Trading 
Scheme for Greenhouse Gases (ETS). The EU ETS sets 

a limit on overall emissions of carbon dioxide (CO2) from 
around 11,000 industrial facilities and power plants. 
Under the programme, EU member states have created 
and distributed fixed quantities of emissions allowances 
that entitle the holder to emit one tonne of CO2. At the 
end of each year, operators of facilities (or installations) 
covered by the programme must hand over enough 
allowances to cover their emissions in that year (or face a 
substantial fine for every tonne of emissions in excess of 
their allowances). 

Because there is, in theory, a scarcity of allowances, the 
EU ETS imposes a cost on plants emitting CO2 – including 
those in the oil and gas industry. Refineries are explicitly 
named among the industries covered, whereas emis-
sions from upstream production, including gas flaring, are 
covered primarily under the category of combustion instal-
lations. In addition, some emissions associated with the 
transportation of crude oil, gas and fuels are also covered 
– for example, emissions from fuel use at pumping and 
compression facilities and gas-processing terminals.

Contentious allowances
The first phase of the scheme, intended as a pilot 
phase, ran from 2005 to 2007. The second phase 
will run from 2008 to 2012, coinciding with the first 
Commitment Period of the Kyoto Protocol. During both 
Phases I and II of the EU ETS, member states allocated 
most allowances for free to installations, but a small 
proportion of allowances have been (and will be) auc-
tioned. In Phase I, less than 1% of allowances were 
auctioned or sold by member states; and under Phase 
II, the share is likely to be around 5%. 

So far, free allocations have blunted the effects of 
the CO2 price. Phase I was characterised by substantial 
volatility in allowance prices, which rose as high as €30 a 
tonne of CO2 before falling to near zero for most of 2007. 
This volatility resulted from a lack of good information 
about the emissions from covered installations, which 
led to significant over-allocation of allowances. For Phase 
II, information has improved, and market participants 
and companies have learned a great deal about how the 
market is likely to work. With most of the decisions about 
Phase II now settled, attention is turning to what will hap-
pen when the scheme enters its third phase, in 2013. 
The economic effects of the ETS in Phase III look set to 
be substantially greater than under the previous Phases. 

In January 2008, the European Commission pub-
lished its proposed amendments to the EU ETS for the 

period following 2012. These amendments follow an 
extended period of review of the ETS, involving govern-
ments, affected companies and industry associations, 
environmental groups and other non-governmental 
organisations, and other stakeholders. The review iden-
tified a need to harmonise implementation of the policy 
in different member states (particularly the method of 
cap-setting and allowance allocation); increase predict-
ability to provide certainty for investment; and raised 
various possibilities for expanding the scope of the 
scheme and streamlining its operation. 

The January 2008 proposals to revise the programme 
are being debated by affected stakeholders and govern-
ment officials. Before becoming official policy they must 

be approved by both the European Parliament and the 
European Council of Ministers (which represents the 
governments of each member state), so they are by no 
means final. Nevertheless, the Commission wants to 
have the proposal adopted by the start of 2009 – a very 
ambitious timetable. 

As expected, the most significant and controversial 
proposals relate to the level of the overall quantity of 
allowances issued, and the method of allocating these. 
The Commission has proposed a tightening of the over-
all emissions cap that requires ETS sectors to shoulder 
more of the burden of achieving the EU’s overall 2020 
emissions targets than other sectors. The Commission 
has also proposed scrapping the existing system by 
which member states separately draw up their National 
Allocation Plans, replacing it with a centralised sys-
tem. And has proposed a substantially greater role for 
auctioning than under Phase I or Phase II allocation 
plans. The extent to which these proposals would affect 
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individual installations remains subject to uncertainty, 
however, even in the proposal. 

The cap proposed by the Commission would require a 
reduction in emissions from covered sources of around 
21% relative to 2005 levels by 2020. And, subject to 
international negotiations, the cap could be reduced fur-
ther to reflect the EU’s commitment to reduce emissions 
by 30% if a suitable international agreement to succeed 
the Kyoto Protocol is adopted. An important question is 
what an international agreement would need to look like 
to spur the Commission to propose further cuts. 

In addition to the declining trajectory of the overall 
cap (and, therefore, in the number of allowances avail-
able to ETS installations), the Commission has pro-
posed that a substantial share of allowances should 
be auctioned starting in 2013. The power sector – any 
facility generating and selling electricity – would not be 
eligible to receive free allowances, although an excep-
tion is made for combined-heat and power (cogenera-
tion) plants. For other sectors, the default proposal is 
for 20% of allowances to be auctioned starting in 2013, 
rising to 100% (full auctioning) for all sectors by 2020. 

(Where free allowances are distributed, there will 
likely be greater use of benchmarking – the allocation 
of allowances on the basis of historical production or 
capacity – applied uniformly across all member states. 
But in many industries, benchmarking is challenging: oil 
and gas production, for example, is difficult to bench-
mark because of differences between field characteris-
tics. The Commission proposal indicates it will adopt the 
rules/measures for free allocation by June 2011.) 

The shift to full auctioning is controversial, for both the 
power sector and other industries, because of concerns 
about European industrial competitiveness. The proposal 
holds out some possibility that certain carbon-intensive 
sectors could receive higher levels of free allocation than 
this default level. To qualify for higher allocations, they 
must demonstrate that without such allocation, foreign 
competition would displace EU production and result 
in higher overall global emissions. This phenomenon, 
known as emissions leakage, may occur in industries 
where EU producers lose market share to foreign com-
petitors that do not face emissions constraints. 

The proposal gives a deadline of June 2010 for the 
Commission to decide which sectors are likely to be 
exposed to international competition and leakage. If there 
is no suitable international agreement, the Commission 
will review the options and propose possible remedies 
(including higher levels of free allocation) by 2011. 

The Commission proposal sets out various factors 
that it will consider in assessing whether a sector is 
sufficiently exposed to international competition to 
warrant higher levels of allocation – among them the 
costs imposed by the ETS on each sector; the ability 
of a sector to reduce emissions; industry and market 
structure and the extent of the geographical market; the 
ability to pass on the costs of the ETS in product prices; 
the effect of such price changes on profits and market 
share; and the policies in place in foreign countries. 

These provisions have focused the attention of com-
panies on the need to assess – and they hope, demon-
strate – their exposure to international competition. This 
will require detailed analysis of trade flows, transport and 
investment costs, the scope of geographical markets, 
and how prices are set for different products. The value 
of allowances at stake is large: CO2 emissions from the 
EU refining sector, for example, are around 150m tonnes 
a year, so, at an allowance price of €30/tCO2, full auction-
ing would cost the sector €4.5bn a year. 

Implications for oil and gas industries 
The Commission’s proposals, if adopted, could have sig-
nificant implications, which may be greater for oil-refining 
activities. One effect of the tightening of the overall emis-
sions cap is that allowance prices will probably increase 
relative to today’s levels (2008 allowances are trading for 
around €25/tCO2, while projections for 2013-20 are for 
prices of €30-40/tCO2, or higher). Many analysts believe 
European allowance prices are positively correlated with 
the price of oil, primarily because European gas prices 
are indexed to oil prices. Upstream, higher crude prices 
and revenues will also result in higher emissions costs. 

But because emissions costs appear low relative to 
upstream profits, the effect of the scheme on upstream 
industry may not be large. For example, the emissions 
intensity of the UK offshore industry is 0.10-0.15 tCO2 per 
tonne of oil equivalent (toe): producing 1 toe results in 
emissions costs of €2-4/toe at today’s allowance prices.

The effect of emissions costs and prices on down-
stream activities could be greater. The emissions inten-
sity of European refining is around 0.2 tCO2 per tonne 
of throughput, with higher emissions intensity for more 
complex refineries. Depending on allowance prices and 
refinery configuration, the costs of emissions could 
amount to €5-10/t of refined product (or around €1 a 
barrel). Costs of this magnitude, if not passed through 
to customers, could significantly reduce average refin-
ery margins (see Figure 1).  

This raises a fundamental question: if European 
refineries are faced with emissions costs of this mag-
nitude, will European products prices rise? If prices 
do rise, margins may be protected. But if they do not, 
European refineries could face serious challenges. 
Whether prices rise (and by how much) depends on the 

Figure 1: Implications of emissions costs for 
European cracking refining margins

Source: International Energy Agency; Nera
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structure of European markets and, in particular, on 
the likely future extent of international refined-products 
trade. At present, Europe exports a significant share of 
its gasoline output to the US east coast; and imports 
significant quantities of diesel and jet fuels from former 
Soviet Union and Middle East countries. The competi-
tiveness of European exports to the US is likely to dimin-
ish, while the competitiveness of imports to Europe will 
increase as a result of emissions costs. 

One way of assessing the potential threat from imports 
is to compare emissions costs to transport costs. If emis-
sions costs rise above the cost of transporting refined 
products from abroad, this suggests a significant poten-
tial threat (see Figure 2). But the threat is likely to be 
greater than a simple comparison would suggest. First, 
the existence now of significant trade in refined products 
between Europe and other trading partners suggests it 
is already profitable to ship products between countries. 
The additional incentive required to increase trade flows, 
therefore, may be substantially smaller than the full trans-
port costs shown in Figure 2. Among the future options 
raised in the Commission proposal is the inclusion in the 

ETS of emissions from international shipping. Although 
this would increase the cost of imports, the magnitude of 
increases would likely be significantly smaller than those 
associated with fluctuating shipping prices. 

Second, rising imports of refined products would 
imply a corresponding reduction in the need to import 
crude oil. The appropriate transport cost to compare is 
the difference between the cost of transporting crude 
and refined products – primarily because of the size of 
the vessels used. Subject to shipping and production 
capacity being available, even small additional costs 
could create incentives for significant increase in com-
petition from refineries outside Europe. 

A significant increase in EU imports (or in exports to 
the US that compete with European refineries) might 
require long-term investment in shipping capacity and 
infrastructure, as well as investment in refining capacity 
to serve export markets. Foreign producers may be reluc-
tant to make such a commitment and this could protect 
European refineries from the most serious threats. After 
all, if negotiators reach an international agreement on 
climate change, foreign competitors may face their own 
domestic emissions charges at some point in the future. 

Even so, the possibility of broad agreement on emis-
sions costs by all relevant countries seems remote. 
And by the time emissions costs are the same in all rel-
evant countries, so that the attractiveness of supplying 
Europe from abroad is sufficiently diminished, domestic 
demand in foreign regions may well have caught up with 
the capacity previously serving EU export markets. 

The EU is setting increasingly ambitious goals to 
reduce greenhouse-gas emissions and implementing 
policies designed to achieve these goals. Its hope is 
that by taking the lead on these issues it will encour-
age other countries to follow. If they do not, there is a 
risk that some EU industries will suffer declining sales, 
market share and profits, possibly with a much-reduced 
environmental benefit as a result of emissions leakage. 

So far, there has been very little effort to analyse or 
quantify the risk for the oil and gas industries, partly 
because of the complexity of the task – it requires an 
understanding of the global refining industry and its 
potential future developments, combined with an under-
standing of the likely developments in climate change-
policy not just in Europe, but worldwide. 

The recent proposal of the European Commission 
can be seen as its way of throwing down the gauntlet to 
force industry to prove it needs free allowances to avoid 
leakage and maintain competitiveness. Many repre-
sentatives of energy- (and carbon-) intensive industries 
in Europe have concluded that to maintain the health 
of their industries – and to secure funding for future 
investments – they must now rise to the challenge and 
present all the evidence they can to make their case.  n

Figure 2: Average shipping rates and  
emissions costs of EU production, 2007

Source: Bloomberg, 2007; Nera
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