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I will provide my professional view on indirect costs based on more than 6 years hands on experience with the EU ETS. Please note this speech is on a personal title, not on behalf of Ecofys, or any stakeholder.
 

There are quite some issues around the compensation for indirect costs: inconsistency in the benchmarks used as compared to the free allocation, the free choice for MS to compensate or not and the discussion around the right emission factor to use in the indirect compensation. Not all of them are that easy to solve. I focus today on an issue that is relatively straightforward to solve: the inconsistency in the leakage lists used for the free allocation and the indirect compensation.    

 

Imagine today you are an industrial investor. 

You see the huge potential of untapped energy efficiency and you decide to build a new glass wool factory. In setting up the factory, you can choose between a melting oven which is gas-fired or one that is electricity-driven. You do the investment calculations and find out that, after taking into account all costs, they are equally expensive over their lifetime. The only cost factor you have not assessed yet is the carbon costs.

 

You realize that from a carbon footprint point of view, an electricity-driven process would by far be preferred over the fossil-fired process. From a long term 2050 perspective, where the EU sees electrification as an important driver for decarbonisation, the electricity-driven process would be the preferred option as well.

 

So you do the calculations and, strikingly, you find out that from a financial point of view it is the other way around. 

 

How is that possible?

 

· Mineral wool is on the carbon leakage list for free allocation, so for the direct emissions from natural gas combustion you will get a great deal of allowances for free, leaving limited net carbon costs.

· Mineral wool is not on the carbon leakage list for financial compensation to cover indirect carbon costs. The electricity you purchase bears carbon costs, as these costs are passed through in the electricity price, even if you buy power from renewable sources
. For these costs you get no financial compensation, because you are not on the carbon leakage list for financial compensation.

· Hence, in terms of the lowest possible carbon costs, the fossil-fired solution is the preferred one… 

 

Isn't that weird? Isn’t that inconsistent with what are trying to achieve in Europe?

 

In this example I took glass wool as a case, but the same would hold for several other products which can be produced through either heat or electricity (e.g. several glass products, several construction products, several food products, salt). The full list of sectors which currently experience a discrepancy between the treatment of direct and indirect costs, and which have a CL-indicator larger than 0.17, is shown in the Annex. 
 

How to solve this? 

There is a relatively straightforward solution to solve this: make one, single, technology-neutral carbon leakage list, that determines eligibility for both allocation and financial compensation. A single carbon leakage list makes no differentiation between carbon costs faced directly or indirectly. A sector on this list, would receive free allowances for the direct emissions and financial compensation for the indirect costs. The issue of MS discretion to provide financial compensation is another issue, which I skip today.

 

Why are the two list currently so different? Because they are created in two different ways, favoring fossil emissions: The CL list for free allocation takes both direct and indirect emissions into account, so it is easier for a sector to meet the threshold and get the CL status - but only the direct emissions benefit from it. The CL list for financial compensation only takes indirect emissions into account, so it is more difficult to get the CL status. So the electricity-driven processes may even help their fossil-fuel driven competitors to get free allocation, while they themselves receive nothing.

 

Creating one carbon leakage list is on paper a very simple solution to this problem. This would, as required by the EU Council conclusions, contribute to a better level playing field between direct and indirect carbon costs. 

Annex: List with sectors currently compensated for direct carbon costs, not for indirect carbon costs, and with a CL-indicator larger than 0.17
	NACE 2.0
	Sector
	Direct cost intensity

	Indirect cost intensity2
	Trade intensity2
	CL-indicator

	On CL list for direct?
	Fin comp? 

	20.11
	Manufacture of industrial gases
	3.9%
	6.3%
	4.5%
	0.17
	YES

	NO

	24.46
	Processing of nuclear fuel
	0.8%
	5.4%
	34.5%
	0.74
	YES
	NO

	23.51
	Manufacture of cement
	42.0%
	4.7%
	6.3%
	1.27
	YES
	NO

	23.13
	Manufacture of hollow glass
	4.8%
	3.5%
	23.7%
	0.78
	YES
	NO

	07.29
	Mining of other non-ferrous metal ores
	0.0%
	3.2%
	82.8%
	0.88
	YES
	NO

	16.21
	Manufacture of veneer sheets and wood-based panels
	1.3%
	2.6%
	21.7%
	0.31
	NO

	NO

	24.45
	Other non-ferrous metal production
	0.2%
	2.6%
	79.9%
	0.76
	YES
	NO

	23.52
	Manufacture of lime and plaster
	46.7%
	2.4%
	4.5%
	0.97
	YES
	NO

	20.17
	Manufacture of synthetic rubber in primary forms
	2.1%
	2.1%
	49.9%
	0.82
	YES
	NO

	23.14
	Manufacture of glass fibres

	1.9%
	2.1%
	23.7%
	0.37
	YES
	NO

	10.62
	Manufacture of starches and starch products
	4.6%
	2.0%
	15.7%
	0.43
	YES
	NO

	23.32
	Manufacture of bricks, tiles and construction products, in baked clay
	9.5%
	2.0%
	3.4%
	0.17
	YES6
	NO

	11.04
	Manufacture of other non-distilled fermented beverages
	17.5%
	1.9%
	17.5%
	1.47
	YES
	NO

	11.06
	Manufacture of malt
	1.2%
	1.9%
	29.3%
	0.34
	YES6
	NO

	13.95
	Manufacture of non-wovens and articles made from non-wovens, except apparel
	0.1%
	1.9%
	35.2%
	0.24
	YES
	NO

	08.99
	Other mining and quarrying n.e.c.
	5.6%
	1.8%
	172.8%
	5.34
	YES
	NO

	23.11
	Manufacture of flat glass
	8.2%
	1.8%
	24.0%
	1.02
	YES
	NO

	23.43
	Manufacture of ceramic insulators and insulating fittings
	0.1%
	1.7%
	45.3%
	0.28
	YES
	NO

	19.20
	Manufacture of refined petroleum products
	16.4%
	1.6%
	25.3%
	1.98
	YES
	NO

	23.31
	Manufacture of ceramic tiles and flags
	5.2%
	1.5%
	33.1%
	1.99
	YES
	NO

	05.10
	Mining of hard coal
	0.1%
	1.4%
	58.9%
	0.30
	YES
	NO

	08.93
	Extraction of salt
	3.6%
	1.4%
	14.8%
	0.31
	YES
	NO

	20.12
	Manufacture of dyes and pigments
	0.9%
	1.4%
	46.9%
	0.41
	YES
	NO

	24.31
	Cold drawing of bars
	0.3%
	1.4%
	34.6%
	0.21
	YES
	NO

	27.20
	Manufacture of batteries and accumulators
	0.0%
	1.3%
	57.9%
	0.25
	YES
	NO

	23.19
	Manufacture and processing of other glass, including technical glassware
	0.8%
	1.2%
	42.8%
	0.32
	YES
	NO

	24.41
	Precious metals production
	0.0%
	1.2%
	113.6%
	0.45
	YES
	NO

	10.41
	Manufacture of oils and fats
	1.6%
	1.1%
	39.5%
	0.43
	YES
	NO

	13.20
	Weaving of textiles
	0.1%
	1.1%
	54.6%
	0.22
	YES
	NO

	21.10
	Manufacture of basic pharmaceutical products
	0.2%
	1.1%
	77.0%
	0.35
	YES
	NO

	23.42
	Manufacture of ceramic sanitary fixtures
	0.8%
	1.1%
	34.7%
	0.25
	YES
	NO

	23.49
	Manufacture of other ceramic products
	0.3%
	1.1%
	41.8%
	0.21
	YES
	NO

	24.20
	Manufacture of tubes, pipes, hollow profiles and related fittings, of steel
	0.5%
	1.1%
	48.5%
	0.29
	YES
	NO

	23.20
	Manufacture of refractory products
	3.8%
	1.0%
	43.2%
	0.87
	YES
	NO

	32.99
	Other manufacturing n.e.c.
	0.0%
	1.0%
	68.3%
	0.23
	YES
	NO

	13.91
	Manufacture of knitted and crocheted fabrics
	0.1%
	0.8%
	60.3%
	0.19
	YES
	NO

	22.11
	Manufacture of rubber tyres and tubes; retreading and rebuilding of rubber tyres
	0.4%
	0.8%
	40.5%
	0.18
	YES
	NO

	23.44
	Manufacture of other technical ceramic products
	0.1%
	0.8%
	62.0%
	0.19
	YES
	NO

	20.59
	Manufacture of other chemical products n.e.c.
	0.3%
	0.7%
	55.4%
	0.20
	YES
	NO

	23.41
	Manufacture of ceramic household and ornamental articles
	0.9%
	0.7%
	64.8%
	0.41
	YES
	NO

	26.11
	Manufacture of electronic components
	0.0%
	0.7%
	82.3%
	0.19
	YES
	NO

	26.80
	Manufacture of magnetic and optical media
	0.0%
	0.7%
	99.6%
	0.23
	YES
	NO

	19.10
	Manufacture of coke oven products
	33.3%
	0.6%
	116.3%
	17.45
	YES
	NO

	14.20
	Manufacture of articles of fur
	0.0%
	0.5%
	99.1%
	0.17
	YES
	NO

	06.10
	Extraction of crude petroleum
	2.1%
	0.4%
	50.1%
	0.53
	YES
	NO

	10.81
	Manufacture of sugar

	5.9%
	0.2%
	19.4%
	0.52
	YES
	NO


� It is the marginal power plant that determines the price, and the marginal plant is most often fossil-fuel driven.


� Numbers taken from the European Commission’s CL assessment for the 2015-2019 CL list; available at: � HYPERLINK "http://ec.europa.eu/clima/policies/ets/cap/leakage/docs/carbon_leakage_detailed_info_en.pdf" �http://ec.europa.eu/clima/policies/ets/cap/leakage/docs/carbon_leakage_detailed_info_en.pdf�


� Emission intensity x trade intensity. This is the new CL indicator proposed by the EU Commission for the period post-2020; proposed threshold level is 0.2.


� Sub-sectors are on the CL list.


� Not on CL list for free allocation 2015-2019, but would qualify for CL compensation based on emission intensity x trade intensity.


� This sector includes glass mineral wool.


� Low indirect cost intensity because of on-site CHP plants which are accounted for as direct emissions. This could also be valid for other sectors with large CHPs on site, like pulp, starch, wood-based panels, etc.





