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Abstract

The allocation of emission permits in cap-and-trade systems such as the European Union Emis-
sions Trading System (EU ETS) plays a critical role in the system’s fairness and efficiency. This
thesis investigates the fairness of the EU ETS’s free allocation mechanism, utilizing the princi-
ples of fair division and distributive justice, specifically focusing on Moulin’s framework. We
begin by providing a comprehensive background on cap-and-trade systems and the EU ETS,
highlighting the importance of equitable permit distribution.

Through data analysis and experiments, we explore the presence of horizontal equity in
current allocation practices between EU member states. Our findings indicate significant dis-
parities that suggest the need for a more nuanced allocation approach. To address this, we
employ cluster analysis to identify groups of countries with similar economic and energy pro-
files, aiming to achieve a relaxed version of horizontal equity within these clusters. Despite
this approach, unequal explanatory ability persists, indicating limitations in existing allocation
mechanisms.

In response, we propose a linear optimization model that incorporates the fitness princi-
ple of Moulin into its objective function, while allowing other fairness principles to be im-
plemented through constraints. This model offers a flexible and straightforward method for
achieving a balance between fairness and efficiency at both the country and sector levels. We
compare our model with the Uniform Linear Mechanism from the literature, using synthetic
data to assess performance. The results demonstrate that while our model may result in lower
consumer surplus, it ensures higher profits for the firms involved, indicating a potential trade-
off between efficiency and equity.

This research contributes to the ongoing discourse on fair allocation in emissions trading
systems, providing practical insights and methodologies for enhancing fairness in the EU ETS.
Future work includes further refinement of the model and exploration of its implications on a
broader scale.

Key words

Fair Distribution, EU ETS, Uniform Linear Mechanism, Linear Problem, Classic Principles of
Distributive Justice, Resource Allocation, Optimization, Cap and Trade, Environmental Eco-
nomics, Regulatory Mechanisms, Greenhouse Gas Emissions
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KepaAoto 0

Extetapévn EAAnvucq Hepidnyn

0.1 Epmopro POnwv EU ETS

0.1.1 Ewaywyn

H xApoticy adloyn ommotelel pioe oo TIG TAEOV ETMELYOVGES KOl TTEPUTAOKESG TTPOKAT|OELS
yia T Sebvr) kowdtnta. H toyeia adEnomn twv exmopmdv aepionv tov Beppoxniov Adyw Pro-
HIXOVIKOV SPAGTNPLOTHTOV KL KATOVAA®MGTG 0PLKTOV KALGIHwV £xeL jOn odnyroeL ot on-
povtikr avodo tng Beppoxpaciag, ennpedlovtag apvTikd OLKOGLGTHIATO, OLKOVOHIEG KOl TN
dnpooia vyeio [35]. H 81eBvrig avtamdkpion oe autd to tpdPAnpa, 6mtwg n Xoppoacn-IIiaicto
twv Hvopévov EBvdv yio nv Kotk AAdayr (UNFCCC) [50], to IIpwtdkorro tov Kidto
(48] xou 1 Zvpgwvia tov Hapoiov [49], vroypappilel T onpacio TG TaykOCHLOG GUVEP-
yooiog yia ) peiwon tov ekmopnov. [lapdAAnia, e€etdikevpéva TpwTOKOAA KoL KAaSLKEG
pwTofoviiec, 6wg To IpwtdkoAiro Tov Movpea [47] kou 1) tpwtofovArioc CORSIA, evow-
HOTOVOLY GUHTANPOHOTIKE HETPO G€ TOHEIS LYNADY EKTOUTOV.

S mepupepelokd emimedo, Evor oIt TOL TTLO XOPAKTNPLOTIKG Topadeiypota amotelel To X0-
otnpo Epropiog Atkowpédtov Exopndv tng Evponaikng Evwong (EU ETS). Anpovpynpévo
70 2005, To EU ETS vioBetei tn pebodoroyia «cap-and-trade», Bétovtag éva oLuVoALKO 6pLo oTIg
EKTTOMITEG KOLL ETILTPETTOVTOG OTLS ETLYELPTOELS VA AVTAAAAGTOLY SLKOULMOUATA EVTOG LLTOD TOV
opiov. Exovtag avadetybei oe kevipikd GEova NG eLPWITAIKTG TOALTIKAG Yia TO KAipa, To EU
ETS Aeitovpyel wg mapddetypo yior AAAES TEPLOYES TOL TTAAVTTI] TTOV ETLILOKOLY VO HELOGOLY
TLG EKTTOWITEG PLE OLKOVOLKA artodoTikd TpoTo.

H napovoa diatpPry Oa emkevtpwdei ota cvothipata «cap-and-trade» (6mwg to EU ETS)
ko O e€ethioel T Sadikacio dwpedv katovoprng dikouwpdtov exmopndv. H avédivon Ba
emkevTpwBel ot StkoooLVT TG KATAVOUNG QUTNG, HE 6TOX0 TNV avalntnon dikaiwv Ko
amotelecpatikdv peBddwv mov e€looppomovv v meptPariovTikr] {npic pe TNV OLKOVOLKT
BloopdtnTo Ko TNV KovwvikT otodoy.

0.1.2 Xvotnuata Cap-and-Trade

O1 moMtikég «cap-and-trade» otnpilovtal otov kabopiopd evog avatartov opiov (cap)
OTLG EKTTOPTTEG Kol 0TT) SLVATOTNTA EPTOPLG SIKAUWUATWV eKTOPTOV (trade) peta&d TwV GUY-
petexovtov. Xe avtifeon pe évav @opo avBpoka, o omoiog BéTel pio Tn Ywpig va Steooiilel

23



TO eminedo pelwong eKTOUTOV, Eva cOoTNHa cap-and-trade eyyvdtal T HEYLOTN TOGOTNTO €K-
TOPTTOV, APT)VOVTOG TNV XYOP& VoL SLAPOPPDOGEL TNV TN TWV SIKALOHATWV.

Se éva tumikd ovotnpa cap-and-trade, ov emiyeproelg Aopfdvouv 1 ayopdlouvv Sikonkd-
potor ekmopntev. Oceg HELOVOLV TIG EKTTOUITTEG TOVG TEPLOCOTEPO AUTO OGO AVTLOTOLYEL OTLG
&deteg ov Tovg £xouv KartavepnBei, prropovv v ovAfjoovv ta emutAéov dikardparta. Oco to
AVATOTO OPLO HELOVETAL CTASLUKA, ) TIUN TV StkalOpATwY avEavetal, divovtag L.oxvupoTepo
KIVITPO O& OAEG TIG ETLYELPT|OELS VO HELOOOLV TIG EKTTOUTTEG TOVG JLE OLKOVOHLKAX OTTOSOTIKOVG
TpoTOUG [22].

Me avtov Tov TpodTOo, Tor cuoThpato cap-and-trade Tpoopépouvv mepifariovtikn) Pefod-
TNTO, OLKOVOULKY atodoTikdTnTo Kot oupPartdtnta pe Siebveig ayopés, petdvovtag mopa-
AnAo Tov KivdLVo SNHOGLOVOULKOV TECEWY GTH KPATN-HEAT.

0.1.3 To Xvotnpoa Epnopiag Atkaiopdtewv Exmopnodv tng Evponaikng
‘Evwong (EU ETS)

To EU ETS, oe Aettovpyio amtd to 2005, epoppdlel v mpooéyylon cap-and-trade yio voo
HELDOEL OTAOLOKA TLG EKTTOUTTEG oEeplwv Beppoknmtiov amtd Topelg LVYNAGV ekmopndv oty Evu-
pwmnaikf Evoorn. K&be dwkaiopo avtiotolyei oe éva tovo tooduvapov CO2 (tC'O2¢e). O cuvo-
Acog aplBpog Sikonwpdtov petdveton pe otobepd pubpd kdbe xpovo, eV OL GUUHETEXOVTEG
opeilovv 610 TéAog kGBe ETOLG Vo KOADYOUV TIG EKTTONTTEG TOVG HE TOV avdhoyo optOpd Si-
KOLOPATOV.

Katd tig Sidpopeg paoelg Aettovpyiag Tov cvatrpatog (Paon 1: 2005-2007, daor 2: 2008
2012, daom 3: 2013-2020, Pdon 4: 2021-2030), To EU ETS éxel mpocappootel dote va evioy el
v meptforrovtikn @Lhodoia, vo dievpivel To medio eQappoyAg TOL (T.X. 0EPOHETOPOPEGS,
vooTidio) ko vo ovolBewpel TV ovodoyio Swpedv KOTAVOUGOY Kot STHOTPATOVHEVWY SLKOLW-
patwv. 21d)0g eivor 1) emtitevEn vYNAOTEPOV PELOOEWV, 1] SLACPAALGT] TNG CUHHOPPWOTIG KOLL T
KatooAépnom tng drappong avlpaka, eve ToapGAANAa TapEXOVTaL KIVITPO YLot KOULVOTOHEG
TEXVOAOYLEG YOHUNADV EKTTOUTTAOV.

0.1.4 Kotavopn Awpedv Atkotopdtowv Exntoprtov

H Swadikacio xatavoprig dwpedv Sikatwpdtwv ekmopncdv oto EU ETS amotedel kpioio
otolyeio, kabwg ennpedlel TNV AVTUYOVIGTIKOTNTA TOV KAAIWV, TN SIKALOGOVT TG EQOPHO-
COpEVNC TTOALTIKTG KO TNV OUTOTEAEGHATIKOTN T 0T HelwoT exkmopmov. H e€éMEn g karto-
vopng dwpedv SikowpdTov avtikatortpilel T otadioky petdfocn amd pio apyikr gdon
«paBnong» mPog éva Lo o TNPO Kol ArodoTIkO GUGTNHAL

déon 1 (2005-2007): 3TNV TAOTIKY GAOT), 1] GUVTPLITTIKY TAELOVOTNTA TV SIKOLOUATOVY
SrovepnOnke dwpedv pe Paon wotopucd enineda exmopnadv (grandfathering). Avtr n taxtik,
OV KOtL ATAOLKT], ITOOKOTOVOE GTNV OHOAT ELCXYWYT] TOL cLGTHHATOS. EvrovTolg, 1) éAderym
aflomotwv dedopévwv 0dnynoe e vITEPPOALKT KATAVOUT SIKALOHUATWY, e ATOTEAEGHA GTO
TENOG TNG TePLOdOUL 1) Tun v elvot pndevikr).
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déon 2 (2008-2012): T va evBvypapuotei pe Tig deopevoelg Tov MpwtokdArov tov Kidro,
n EE peiwoce 10 cUVOALIKO avdTATO Oplo Kol peiwoe eEAAPPDG TO TOCOGTO dWPedy KATOVO-
unc. Qotdoo, 1) Leeot Tov 2008 SnpLoLPYNCE TAEOVAGH SIKOUWPATOVY, SLATNPOVTIG XOUHUNAES
Tig Tés. Tedewwvovtag 1 dedTepn PAoT), TEXVIEVTOG KpaTHONKe YOUUNAX 1) pELOTOTNTA TWV
SIKALWUATWOV EKTTOUTTAG KoL TTAEOV 1) AVAYKT) Yo avo T poTepeg peBOSoVG KTavoung €yLve ep-
pavrg.

déon 3 (2013-2020): e authv TN edon TpaypatomotOnke o pLlikr] avabedpnon:

e H dnpompdtnom éyive o kOpLog TPOTOG KATAVOUNG, TtepLlopifovtag dpacTikd Tig dwpedv
KOTOLVOLLEG.

o O1 dwpedv KTovopES eTTLKEVTPWOONKOVY o8 Topelg LYNAOD KIvdbvou dwapporig GvBpaka,
pe oTOX0 va TPocToTELOEL 1) AVTAYWVIGTIKOTITA TNG EVPWITAIKNG PLOpnYoviag.

e EworxOnoav onpeia avagpopdg (benchmarks) otn féon tov kaddtepwv dobéciwv te-
XVIK®OV: Ol EYKATACTAGELS TTOV ENMLTUYXAVOLY EKTTOUTTEG KATwW atd To benchmark Aog-
Bavouv ovolaoTikd emapkeic SwPERV KATAVOUEG, EVEM OL ALydTeEpO arodotikég whodvTal
va fertiwBoiv.

daon 4 (2021-2030): H mo mpdoatn @aor otoxebel 6T peyloTomoinomn g meptfoiio-
VTIKNG Prhodofiag:

o AvEnOnke o ocvvteAeoTng eTOLOG HELWOTIG TOLV GLVOALKOD ALVATATOL OPLOL, MOTE VX
evappoviletal e Toug atdyovg Tov 2030.

o Ilepinov 10 57% TwV SIKAUOPATWV TTpoopileTal yio SHoTpaTNON, EVK T LITOAOLITO dLot-
TiBevton dwpedv oe Topeig pe LYMAS kivduvo Srapporig avBpaxka, pe otodiakn peiwon
QUTOV TOV dWPERY KATOVOUDV.

e Egoappolovtan avotnpodtepa benchmarks, otnpilopeva oe mpayportikd dedopéva amo-
doTiKoTNTOG.

o Ewdikég dratdlelg, 6mwg to Apbpo 10c, emitpémovv oe oplopéva KpaTn-péAn xopnAo-
TEPOVL ELGOSNHATOG VAL X PTOLUOTOLOVY SWPEAV SIKOLOHOTO YLOL TOV EKOUYYPOVIGHO TOU
EVEPYELOLKOD TOVG TOHEN, HELOVOVTOS GTadLotkG TNV eEGPTNOT OO PLTTOYOVES TINYEC.

JUvoALKd, 1) TPk TIKY TNG dwpedv katavopng éxel eEeAtyOel amd o yevikevpévn tpocéy-

yLo1 otolnpiwaong TPOG Lo L0 GTOYEVHEVT) GTPATNYLKT), 1] ontoia Baciletal oe avTLKeEHEVIKA

KpLrrpla amodotikdTnTog Kot Kivdvvou drapporig avBpoaka, evioybovtag £ToL T HeTATONLON
npog kabapotepeg Propnyavikég diepyocied.

0.1.5 To IIpofAnpua tng Awappong AvBpaka

H Swaxppon} avBpoaka amotelel pot oNHOvTIK TTPOKANOT] YL TLG TTOALTIKES KALUOTIKTG LA~
Aayric. Otav opiopévol kAadotr avtipetwrilovy avEnpévo k66Tog AOYw TTePPAAALOVTIKGV TT0-
MTIKOV (71X, AOY® yopis SIKOLWUATWV EKTTOPTTOV), EVOEXETOL VAL LETAPEPOLY TNV TTAPAYWOYT
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TOUG GE XWPES HE ALYOTEPO Lo TNPEG pLBicELg, 0dnydVTag oe adENoT TV TUYKOGULOV €K-
TOUTTAOV KL AKVOPWOT) TwV TEPLPOAAOVTIKGOV operdv [[16, 22].

310 mhaiowo tov EU ETS, éxyouv Angbel pétpa yioe tnv avtipetdmion g dtappong &v-
Opaxa:

o Egpappoyn Benchmarks: Ta dwpedv dikonmdpoato Stoevépovtol pe onpeio avapopig tnv
KoAOTepr Swabéoyun texvoroyia. Avtd meplopilel tnv vrepPolikr) emiPpaPevon pumo-
YOV@V TTPOKTIKGV, EVE TAVTOXPOVWG HELWOVEL TO KOGTOG CUHHOPPOGTG YO ATOd0TLKEG

ETLYELPTIOELG.

o Mnxaviepoi Exkouyxpoviopod: Méca omwg to ApBpo 10c¢ ko o ExovyypovioTikog kot
Kouwvotopikdg Mnyaviopdg emttpémovy e AyOTePO OVETTUYHEV KPATN-HEAT] VAL TPO-
wOnoovv emevdioelg ot kabapég texvoloyieg, petdvovtag Tov kivduvo pallkng guyng
Bropnyoviov.

Moapd tig dvokorieg otnv TANPN eEGAELYT TOL PALVOUEVOU, T PETPAL VTA GUHPAAAOLY
OTO VO TTEPLOPLETOVY OL GTPEPADTELS OTNV AVTAYWVLOTLKOT T Kot vor St pnOei 1) wepLfoi-
AOVTIKT] otoTeEAEGUATIKOTN T TOV cvoThpartog. H ocuveyng avabewpnon twv kpLtnpiov kot 1
TPOCOPHOYT] TWV KATAVOU®DV, e Bdon emukaipomotnpéva dedopéva, dtacparilovv 6tL To EU
ETS mopapével epyoieio mov cuvdvalel kApatikn @llodotio pe otkovopikr) Plwcipdtna.

0.2 Mop&lovrog Alkarax

0.2.1 Ewaywyn

H Sikoun dwoevopr (fair division) aupopd T diéBeon evog 1) mepioocdTepwv ayabmv oe 8o 1)
meplocdTEPOLG Tapdyovteg (agents) kotd TpodTO TOL TANPOL KpLTrpLa Sikooovvng. IIpdxet-
TOL Y10 EVOL KEVTPLKO TTPOPATHAL GTOL OLKOVOULKAL, TO LOOTHOTIKG KoL TV ETTLOTHN TWV VITOAO-
YLOTOV, KO EVIAGGETAL O€ £VaL EVPVTEPO EPELVNTLKO TTESLO TOL AUPOPX TNV KATOAVOT TOPWV
peto€d TOAAGOV epmAexopévav [[11]. Xtdxog eivon 0 TPosdoplopdg PLag KATAVORAG TOL Vo
Oewpeiton Sikoun ad 6GAOLG TOVG GULHHETEXOVTEG, AP TIG TLOXVEG SLopopEég GTIG TPOTIUN-
o€Lg TouG. Xe awtd TO Keahato, Oa peletrioovpe Tig Paoctkég évvoleg tng dikatng Savopr|g,
TEPLAAPPAVOVTOG TOUG OPLGHOVG, TOVG TOTTOVG TV YaBdV, TN HOVTEAOTOINGT) TPOTIHNCEWY,
KOG KoL To KuPLOTEPXL KPLTHpLa SLkotocvng. O emSLOEOLE VO TAPOLGLAGOUNE Evar JOpUN-
pévo TAxioLo KaTavOno g TOL TPOTOU (e TOV 07Toio oL TdpoL PTopovy va dtovepnBovv dikoo
petatE TapoyOVTOV e SLUPOPETLKEG TTPOTLUNGELS.

0.2.2 Opwopog
H Sixoun Sravopun propei va oprotel wg e€ng:
Alxoun Swavourj eivan n mpaén Siaipeanc 1 dikbeong ayabwv petabv mapayoviwv mov
T emBupovV, YpnouomoldvTas vey alydpibuo mov mANpoi GUYKEKPILEVR KpITHpLa

SikaLoovvig.
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[ vor ok TrioeL vonpo avtodg 0 opLlopog, aonteital o koeboplopog twv e€ng ototyeiwv:

1. ITolog dravépet Ta oryoaOc;

2. ITowot eivon ot Afmteg; (o1 TaparyovTeg)

3. IHowx ayoBd Srxvépovrat; (TOmOg TOPWV)

4. Ilog opifovTal oL TPOTHNOELG TV TAPAYOVIWV; (AVOTOPAGTACT) TPOTIUCEDYV)

5. ITowo eivar to kprtipro dikarocdvng; (fairness criterion)

0.2.3 Iloiog dievepyei n Sraxvopn;

H Swavopr prropet v mpaypatomownet atd pia kevrpikn apyn 1 HEow cuvepyotikodv dia-
dikaoLdv 6oL cuppeTéyovy OAoL oL mapdyovtes. To olog éxel tnv evBOVY NG dripeong emn-
pedlel Tnv avtiknyn mepl StkatooVVNG. X OPLOPEVES TTEPLTTAOGCELS, £Vag 0LdETEPOG pecolofr)-
g (mediator) propel vo emiPAéner ) Swadikaoia, eEacpaiifovtag v ThHpNoT TV APV
dikatocbvng.

0.2.4 TIlouot eivar ot Afmteg;

Eotw éva menepacpévo cbvolo mapaydviwv (agents) N = {1,...,n}. Avtoi oL mopd-
YOVTEG GUUHETEXOLV 0TO TTPOPANHa TNG Sikang SLVOHNG KL TPETEL VAL ATTOPAGIGOLY TTOG
Bo xatavepnBovv ot mopol petakd Tovg. OL Topdyovteg Pmopel vor eilval ATopa, OpyavVIGHOL 1)
07T0LEG SN TOTE OVTOTNTEG TTOL EXOVLV TPOTIHNTELS Yia Toug Stabéaipovg TOpoLG.

0.2.5 TiAwxvépetay (Tomor AyaBov)

To ayaBé ov Sravépovton propel va eivor vAKE (.. yn, TpOQLa) 1) dvlo (.. Stkond-
poto TveLpaTikg ok tnoiog). Zopeova pe [[11], to ayabd katnyopromotobvtal Kupiwg oTLg
eENg katnyopleg:

o Awxipeta vs. Adronpetd: Awoupetd ayo®d propoltv va polpactodyv Ge omoladnmote
avoloyia, eved adionpetd dev emTpémovy emipepLlopo.

o Ytatikd vs. Avvopukd: Opiopéva ayoba datnpotdv otabepn akic, eved dilo propet
v adrolwBovv 1} va Aj€ouv (m.x. evtadn TpoOPLURL).

e Oporoyevn vs. Erepoyeviy: Ta ayab& propet va eivon mavopoldtuma 1§ va Srapépouvv
OTO XOPAKTNPLOTIKA KL TNV ol TOVG Yl SLPOPETIKODG TAPAYOVTEG (T.X. Hlol TOVPTX

e Srpopetikég yevoelg oe dbpopar pépm).
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0.2.6 Avarnoapaotoon IIpotipnocewyv

H xotovonon tov mpotipoeny Tov tapayoviey eivol kpioir. Ot TpoTiuncelg Hropody
vo avotopactafoiv wg eEng:

e AmnoAvtn Ilpotipnon (Cardinal Preferences): Xpnoipomoteiton pio cuvéaptnon xpnot-
potntag u : X — R mov amodidel aplBuntucég Tiég oe k&Be evardoTik.

e IIpotepatdotnta Mpotnoemv (Ordinal Preferences): Xpnowomoteiton poe dvadikr
oX£0T] 7 OV KATATAGGEL TIG EVAAAOKTIKEG KATR GELPA TPOTIUNONG.

o Avadwkn IIpotipnon (Binary Preferences): Awaywpilovton ot eVOAAOKTIKEG G «QITO-
SeKTECH KO «p1) TOSEKTEGY.

0.2.7 Kpunpiwx Aikatoodvng

Ta kprrrpra dikooovvng kabopilovv modTe pia kotavopr] Bewpeiton dixain. Ta o covn-
Biopéva kpuripla eivat:

e Avev ®0ovov (Envy-Freeness): Kopio ovtotnra dev mpémel va tpotipd to pepidio &-
Aov TapdyovTo TopoTtavVe atd To SLko TNG.

o Avaloykotnta (Proportionality): KéOe mapdyovrag mpémet va Aapfével tovddyiotov
% TNG GLVOALKTG 0loG CUHPWVAL HE TLG OLKEG TOL TPOTIUNGELS.

¢ Iootwia (Equitability): Olot ot tapdyovteg mpémel va atolapfévouy ion xpnopdtnto
oo To pepidi Toug.

o Anodotikotnta katd Pareto (Pareto Efficiency): Aev vmépyel GAAn katavopr| mov va
BeAtidvel tn Béon kamolov aphyovta Ywpig vo xelpotepetel T Béon dAlov.

H emoyn tov katdAAniov kpitnpiov eEaptdton amd To TAKIGLO Ko TOVG GTOXOVG TNG
KOTOVOUNG.

0.2.8 O téooepelg kKAaoikég apxég Atavepuntikng Atkatoovvng: Ot Apyég Tov
Moulin

Apxikd, vou oTHELOOOVHE WG oL apxég mov Ba avagepBoiv dev avrjkovv otov Moulin,
oUte moté diekdiknoe ekeivog kTt Tétolo. Eivar Opeg 0 KovTivoTepog eMLOTIHOVIKY, O 000G
éxeL amodeAtidoel TOoo Kabopd Tig apyég awtés. Etol, otnv cuvéyela Oa avapepduoocTte oTIG
apxég tov Moulin, yia vo JUAT)GOVE OTNV TIPOYHATIKOTHTO VIO TLG OPXES TTOV OUITAMG OVOLPEPEL
0 Moulin o710 debtepo kepdroro Tov Prriov Tov [31].

O Hervé Moulin, facl{opevog 6Tn YVOGTH priot) ToL APLGTOTEAN «Ta loa Vot aVTIETWTI{0-
vTar eElo0V Kot T AVIO® AVICOUEPS, AVAAOYXL JLE TIG TXETIKES OUOLOTHTEG Kt OLPOPES», 0plleL TNV
évvolax g Opilovtiag Iootntag (Horizontal Equity). Xe avtd To mAaicio, o Moulin Sakpivel
TECOEPLG KEVTPLKES apyEG SrovepnTikrig Stkowoovvng [B1]:
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1. Apx1y Atolnpimong (Compensation): Ot akovoteg Stapopég PeTaED TV TAPAYyOVT®V
(.. avamn pieg, meplopiopot) Sikatoroyodv dviom katavopr Topwv yix tnv eEopdAvvon
AUTOV TOV HELOVEKTNHATOV.

2. Apxn Avtaporfrig (Reward): O exodoteg Stopopég (m.x. mpoomddera, amodotikdTnTa,
totoptkr) evBbvn) mpémel va avtopeifovton fj va TiHwpodVTL, 0dNY®OVTOG GE GvioT) Kot
TAVOT) TTOPWV pe KpLTriplo tnv VOOV 1} TNV TPOCPOPE TOL TAPAYOVTAL.

3. Apxn EEwyevov Awkaiopdtov (Exogenous Rights): Yrndapyouvv Sikaumdpoata avefdap-
TNTO ATTO T XOPOKTIPLOTIKE TOV ToPoyOVTwv (1.). ioo dikaiwpa oe focikoig tépovg),
T oToio TPETEL va YivovTo oePAoTE KATA TNV KOTOVOLT).

4. Apyxn KataAAniotntag (Fitness): Ot mépol mpémel va StavépovTon oe €KELVOLG TTOL
WITOpOoOV va TOUG aELOTTOL|GOVY KAADTEPQ, HEYLGTOTOLOVTOG T CUVOALKT] WPEAELX.
0.2.9 Iapaderypa: To Ailnppa tng Zwoifrag Aépfov

davrtaoteite éva mAoio ov Bubiletat, pe pia povn cwaoifro Aéppo mov dev pmopet va xwpé-
o€l 6Aovg toug emiPartes. [1dg amopacilel kaveig molog Oa emiPifactel; O dropopeTiicég apyég
0d1yolv o€ SLoupopeTikéGg eMAOYEG:

e Exogenous Rights: Tuyaia katavopn (kAnpwtida) ya iceg evkalpieg oe GAovg.
e Compensation: IIpotepatdtnra oe evdAwtovg emtPhreg (.. moudid, acbeveig).

e Reward: AmokAelopog dowv mpokdresay to atdiynpa (tipwpia) 1 tpotipnon oe 6oovg
ovvelcépepov BeTikd.

e Fitness: IIportijunon oe ekeivoug pe xpriotpeg de€lOTnTeG (T.X. VAUTIKOL), OGOTE VO PEYL-
otonow el n mbavotnTa Sidkowong.

To mapdderypo avTd KaTadelikvOeL TIG EVTATELG PeTaED TV apyX®dV Ko TOVILEL TNV avayk
npooekTikng Nokrg otabong.

0.2.10 Egappoyn tov Apxav otn Aoyikn t@v Cap-and-Trade Xvotnpatwmv

Sta ovothpata epmopiog dikowpdtov exmopnov (CAT), To StkaldPATO EKTTOPTOY 0UTo-
TeAODV évay TOpo 1oL Tpémel va katavepnBei dikano. H apyr) tng dixoung drovoprig tpooap-
poCeton €8¢d: TO SIKALOPOTA EKTTOPTTOV elval opoloyevr] kol Bewpovton mepimov dioupetd. H
opxkn Kotovopn twv Sikouwpdtwy (r.y. otnv EE) ennpedler tn otabepdtnta, tnv omotede-
opaTKOTNTA Kot TNV avTiAnymn dikatocvvng tov cvotripatog [51].

Apopa kpitripia éxovv mpotabei ot PfAioypapic, evbuypopptldpeva pe TIg apyEég Tov
Moulin:

e Exogenous Rights: Ioopeprig xatd kepaAnv kotovopr StKoLopAToy.
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e Compensation: [Tepiocotepa Sikoumpata oe AydTEPO VETTUYHEVES XWOPES YL EELGOP-
POTINOT) AVICWV EKKLVICEDV.

e Reward: Atydtepal SLKQUOUATE O XDPES HE LOTOPLKA LYNAEG EKTTOUTIES, TIHOPDVTOG ETOL
v naperboloa pomavon.

e Fitness: [Tepiocotepa Stkadpoto oe TOpELG LkavoDg Y pON v pelwoT) eKTOUTOV, HEYL-
OTOTOLOVTOG T CUVOALKT] OTTOSOTIKOTITCL.

Me avtov tov Tpomo, ta kpitrpla dtavepntikng dikatocvvng tov Moulin mapéyovv éva
Bewpntikd vTOPabpo Y TN SopdpPwon Slkowy Kol ATod0TIKMOY GUOTHHATWV KOTOVOUAG
ToOpwV, eite mpokeLTon yior Paotkd oyod eite yior SIKOLOUATO EKTTOPTOV, G€ TOADTAOKO pLO-
potkd eptpailova.

Kheivovtag, eivot onpavticd To va ovopépoupe TG 6T TAXIGL TNG SITAWHATIKAG, OAAL
Ko Yevika ota podnpotikd ko ) Bewpio maryviov, xpnotpomoteital o 6pog «dikoo» oto-
KOppEVOG amtd TNV évvolx tng Nokng, Tov kahov kot Tov kakol. K&be nbukr) amopaon éxel
oupfel Tpv va apyicovpe epeig Tnv avadvor. Avtr 1 didkpion eivar ToAD onpoavtikr. ITov-
Beva ot dudpkelo avtrg g SimAwpatikng dev nbucoloyoovpe, ovte Loyvpllopacte oS Bo
WITOPOVCAYLE VO TO KAVOULLE.

0.3 E&epedvnon Opilovrtiag lootntag

0.3.1 Ewaywyn

H évvow g opilovtiag dikaoovvng, 1 omoio otnpilel Tnv apxn 0Tt “ioo ovTipeTwi-
Covtan ioa”, atotelel Bepédlo yioo tnv a€loAdynon tng dikalochvig 6TV KATavopr] dwpedy
Sikowpdtov exmopnav (free allowances) evtog tov Zvotripatog Epmopiog Atkowpdtov Ex-
nopntov ¢ Evpomnaiknig Evwong (EU ETS). H avalftnon g optlovriog dikaoobvng kobo-
dnyel v avédvon pog, emdiokovtog va SIcPOALGOUHE OTL XWOPES HE TTALPOHOLA X XPOKTTPL-
oTIKA AOPPAVOLY TOPOHOLEG KATOVOHES, VTOVOKADVTOG £TOL PO SLKOLY KXL LGOPPOTTNHEVT
TPOCEYYLOT).

T va e€epevviooupe oLtV TN VTOBeoT), TAPOLGLALOLE TPLA TELPRPATO TTOV GTOXEVOLY
OTNV WTOKAAVYIT) GUOYETIGEWV HETAED TWV XUPOUKTIPLOTIKOV TV XWPWOV KL TOV KATOUVOU®OY
TOV WPV SLKALWIATWV EKTOPTTOV Toug. Kébe meipapia oyedidotnie e 0Komd vo amavtrioet
0€ GUYKEKPLUEVEG EPWTNOELG OYETLKA PE TNV eQappoyn Tng optlovrtiog dikaoovvng oto EU
ETS:

1. Heipapa 1: Opootnra Xapaktnpiotik®v vs. Oportdtnta Katavopwmv Adyog dieéa-
yoyric: NoeEetdoovpie v 1) OHOLOTITAL GTOL OLKOVOULKX KOlL EVEPYELOLKA XOLPOKTIPLOTLKG
TOV XWPOV OVTAVAKAXTAL GTNV OHOLOTI T OTLG KATOVOHES TV SWPERY SIKALOPATOV
EKTTOUTTOV, LITooTNpilovtag £ToL TNV évvola TG 0pLlovTLag StkolooVNG.

2. Ieipapa 2: Median Xopa wg Xnpeio Avagopdg
Adyog Sietaywyrig: No aElohoyrioouvpe eqv 1) xprion pog “péong” Xwpog oG onpelov avo-
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Qopag propel vo PEATLOGEL TNV KATAVONOT) KOL TNV EPUNVELR TWV KOATOVOUMVY, TTPOCTIOL-
Bwvtog va evioydooupe TV opllovTLa StKaloc OV HEGK HLOG KEVTPLKTG AVapOPAg.

3. Ieipapa 3: BéEAtiotor Ipappikoi Xvvdvaopoi
Adyog Siskaywyris: Epmvevopévo amd tnv apyr) tov AplototéAn OTL oL 6XETIKEG OLOLOTN-
Teg Tpémel v AapPAavovTal LITOYN AVOAOYLKE, AUTO TO TELPOpOL ETTLOLOKEL VAL EVTOTLCEL
TOV KOADTEPO GUVOVAGHO XAPAKTNPLOTIKOV Pécw PeATioTonoinong Twv Papodv Toug.
Ykomdg eival vor avakoADYOVHE TTOLX YOPOKTIPLOTIKA ELVOL TTL0 GTHOVTLKG Yo T €€nj-
YNOT] TOV KATAVOUDV, avalnTdvTog £ToL Ta o ouoLddn kpLtipla tng optlovtiog di-
Koo hvng.

Ou deikteg (m.x. [TAnOvopde, Katd Kepoadrjv AEIL Evepyeiaxn Evtaon) mepiyphgpovror oe
nponyovpevoug mivakee (BA. [Table 4.1), evér 1 evBuypéypyuot Toug pe Tic apxée Tov Moulin
napovstéletar ot [Table 3.4 H avélvon mpaypatomoteitar avi éon tov EU ETS (dbor) I:
2005-2007, ®éon II: 2008-2012, déon III: 2013-2020), pe Pacikd Seiktn aflohdynong to R?
oTtO YPOUULKEG TTOALVE PO GELS.

0.3.2 Ileipopa 1: Opordotnra Xapaktnpiotik®v vs. Oportotnta Katavopwmv

Ytoxog: Nadwmiotwbel edv xmpeg pe Tapopolx xapaktnpLotikd Aapfavouy mopopotes dw-
PEAV KATAVOEG, LITOGTNPLlovTag TNV évvola TNG opLlovTiag dIKaLoGHVNG.

T k&Be Ledyog xwpav (4, j) vrooyilovton oL aocTdoelg 6 xapakTnpLotikd (D, ;) ko
oe katavopég (Dy;; ).

Amotedéopato:  Ilapakdte mtapovsialovron tpia ypagnpate (ard tig Paoeig I, II ko I1I)

1ov deiyvouv tnv thon cvoyétiong. H mAnpng avadvor Bpicketon otn TNG PXLKTG
epyociog.

Yxnpa 0.1: Evdewcticd ypogrpato yux to Ieipapa 1 oe Swopopetikég paoetg. Ot opllovtiol
aEoveg Oely VoLV ITOGTACELG YOUPAKTIPLOTIKAOV, EVED Ol KATAKOPLPOL AITOCTACELS
OTLG KOLTAVOREG.

2t Paceig I kot Il mapatnpeitan loxvpOTEPT) GLGYETLOT): XWOPEG HE TOUPOHOLAL XOALPAKTTPL-
oTIK& AopPdvouy mapopoLleg katavopég, viroaTnpilovtog Ty apyt TG optlovTiag dkatocv-
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wng. Zmn ®aon 11 n cvoyétion petdvetal, evoeXopéveog AOYyw 0AAXY®OV GTOUG KAVOVES KOTO-
vopr|g (teplocoTepn EppocT) oe SNHOTPATHOELS).

0.3.3 Ileipopa 2: Median Xopa og Xnpeio Avagopdag

Y1oxog: No a&oroynBei av n «péon» xdpo wg onpeio avapopdg PeAtidvel Tnv eppnveio
TOV KATOUVORMV, TPOXYOVTHG ETOL TNV 0pLlovTIX SikooovvT).

Mé0oSog:  Hmedian yodpamposdiopiletou fhaet tne katdragng oe k&de Seixtn (PA. hlgorithm 3).
T kGBe xdpar & HETPATOL 1) ATOGTACT] XOPAKTNPLOTIKOV arrd Tn) median yopo kol cuykpive-
TaL pE TN SLaPOopa KOTAVOUTNG.

Amotedéopato:  H median yodpa Sev Bedtidvel onpavtikd v eppnveio. To R? mapopével
xopnA6 (Table 4.4). Opiopéveg xwpec, dmwg 1 Teppavia, Aettovpyody kadiTepa k¢ oNpeio oava-
@op&g ard pua Tumikr) median, VITOSNAGVOVTAG OTL 1) «KeEVTPLKOTNTO» Sev elvo TTarvaKeLor oo
NV emitev€n opllovtiog StkoosHVG.

0.3.4 Ileipopa 3: BEAtiotor Ipappikoi Xvvdvaopoi

Ytoxog: Noa evromiotodv oL kaAbTepOL GUVOVOGHOL XOPOAKTNPLOTIKGOV Héow PeATioTomoin-
oNgG TV Papwdv Toug, avalnTOVTOG ETOL TA TTLO 0VGLMON KpLTHpLa TNG opLtlovTiag Stkatoohvng,
OGS TEPLYPAPEL O APLOTOTEANG.

Mé60odog: Xprnowomoteital évag alyoplBpog feAtiotomoinong yu va tpocdloploTel o ko-
AOTEPOG YPOLKOG GLVILAOPOG XopakTnpLoTikedV (.. GDP/cap, Population, Energy Intensity)
7oL e€NYel TIC KATOVONEG, EMOLOKOVTAG TNV VIEP-TIPOCAPHOYT] VLo TNV AVOKAALYT TOV TTLO
OYETLIKOV TAPAYOVTOV.

Amoteléopato:  Onwg paiveton otov mivake [Table 4.6, opiopévec xopeg (.x. Sovndia, Tep-
pavia) emituyydvouy vimA& R? (>0.85), vmodnAdvovTag OTL 1 Sopr TV YopaKTNPLETIKGV
TOUG ELVOL LPKETA «OLVTUTPOOWITEVTIKT». AvtiBeta, dAheg ydpeg (.. ToAwvia, Tadlia) mo-
popévouv dvokoda eENYNoHEG AKOUN KOL e VTTEP-TIPOCAPHOYT], LITOYPAHHILOVTAG TNV TOAL-
TAOKOTNTA TWV TPAYHATIKGOV KATOVOH®DV.

Yuyva, 1 Total Energy Supply Aoppéver peydro Bapog, vodetkvoovtag tn onpacio g
evepyelokng dtapBpwong. Kamoleg ywpeg amartovv eldikd mpodTuma Papadv, 0mwg vPnAo Pa-
pog otn Metamoinon 1 otn Fewpyin, avTovakAOdVTag €ToL TIG SLPOPETLKEG OLKOVOULKEG KO
EVEPYELOKEG TOVG OOPEG.

[Mapatnpodpe TAVTWG TG 0L SLVATOHTNTEG ALTOV TOVL HOVTEAOV, 6TO Vo e€nyel v Kata-
vop, elval eplopiopéveg. Ta avtd owg artarteitar vor SokIpdoovpe KATL Lo eLOLKO.
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0.4 Xvotadonoinon (Clustering) yix tn BeAtiwon tng Epunveiag
tov Katavopwv

Se avTO TO KeQAAaLo, epappolovpe aviivon cvatadomoinong (clustering) yia va opado-
mowjoovpe T kp&tn-péAn g EE Phoel otkovopk®dv kot evepyelok®dv SelkT®dv, He oTOXO TN
BeATiwoT TG EPUNVEVTIKTG LKAVOTHTAG TWV KATAVOUDV SWPERY SIKOLOPATWV EKTTOUTOV GTO
EU ETS. Epmtvevopévol amd TG apyég dikaroovng tov Moulin ko n BifAtoypagio [55, 19],
eMLOLOKOVE LA TTLO GTOYXEVHEVT) TTPOGEYYLOT) TTOL Aopfdvel LITOYT opoeLdelc OPASES X WPDV.

Emiloyn Asiktov: O deikteg (m.x. IIAnBuopog, Katd KepoaAnv AEIL Zvvoiwkr) Evepyelok
[Ipoogopd, Evepyeraxn Evraom) emdéyovton :doTe vo avTikatonTpilovy apyég 0mmg 1 tkovd-
TNTO TANPOUNG, 1) EVEPYELOKT) TOSOTIKOTN T, 1] Propnyavikn évtaon kot ta eEwyevr] dikal®-
pata. O T e katdhoyog eppaviletar otov mivaka b.1.

Xpovikn K&Avyn: Aedopéva Pacewv I, II, IIT (2005-2020). Ov adhayég otn peBodoroyio
Kotovoprg (.. oo grandfathering oe benchmarking/Snponpacieg) mapéyouvv pa Svvopkn
elkOvaL TG eEEMENG TNG KATAVOUTG.

Kavovucornoinon kat Zvotadonoinon: To dedopéva kxavovikomotobvtot diatpdvtag kdbe
Tir pe Tov péco Opo Tov delkTh Yo OAeg TIG YDpeg kot k&be étog. H cuotadomoinon mpaypo-
tomoteiton e k-means, evé to NbClust 6to R mporteivel ouyvéd 3 cvetddeg (XprnoLtpomotdvTag
T0 2018 WG oNpELo AVOPOPAg).

Amotédeopa Xvotadomoinong: Me 3 cvotddec:

e Yvotdda 1: Meydheg evpwmaikég otkovopieg (leppavia, TadAia, Hv. BaciAeio, Itahia,
IMoAwvia, Iomavic).

o Yvuotada 2: AVOTOMKOELPOTAIKEG XWPES, pe LYNAOTEPT evepyelakt) évtaot (energy
intensity) (BovAyapia, EcBovia, Povpavia k.é.).

o Yvotada 3: MikpOTepeg/Hecaieq OLKOVOLIEG e EPPOATT) GTNV evepyelakn amtddoot (Av-
otpia, Bédyro, Toundia k.4.).

H emAoyn 3 cvotddwv emitpémel pio eOAoyn tafvopnon: Zvotdda 1 = peydieg ko pumo-
yOVeg oLkovopieg, ZvoTada 2 = aAvaTOAKEG XDOPES pe SLOKOALEG, ZvoTadn 3 = 7TL0 ATTOSOTLKE-
G/UTNPEGLOKEVTPLKEG OLKOVORIEG.

Avalvon Katavopmv Ava Yvotada: O dwpedv kotavopég petdvovror amtd tn ddon I
ot ®don I, avtavakAdvtag T oTpoPn TPog avaTnpdTeEPT TOATIKY. Ze amdivta peyéon,
OL HEYOADTEPES OLKOVOLES £XOUVV TTEPLEGOTEPA SIKOULDHATA, ALK OVEL KATOLKO, 1) ELKOVA CLVOL-
TPETETAL VITEP TWV CLOTASWV 2 KL 3 OTIG TPWOTEG PACELS, LITOJEIKVOOVTOG KATTOLX HOPPT)
dikatocbvng.
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Yxnpa 0.2: Xéptng Zvotddwv (ukpdTeprn poper)

Mopaderypa Aedopévmv (Phase III):  Tapakdtw, mapovoidlovpe tpia ypapripoto (ukpo-
TEPT HOPYT)) O€ pia ypoppr] Tov Selyvouv Tn GLOXETLON TV SWPERY KATAVOR®V pe Tov ITAn-
Buopo, to Kata Kepodnv AEIL kau T Zuvoikr) Evepyetakr) IIpocpopd, otn o III.

Yxnpa 0.3: Evdewctica ypagnpata I[TAnOuopotd, GDP/cap wau ZuvvoAiikng Ev. IIpocgopig
(Phase III)

Cluster

(a) M\nBuspog (Phase 1) (b) GDP/cap (Phase III) (c) Zvvohwry E
(Phase III)

iy

IIpocgopd

Amd autd ta Sy pappato gaiveton 0t o porog tov Katd KepoaAnv AETT wg eEnyntrig eivon
mepLopLopévog, eved o IIAnBuopdg ko 1 Zuvolikr] Evepyetakr) IIpoopopd éxouv toxvpdTepn
oxéon, Wlaltepa Lo OpLopEVES GUOTADEG.

IMaAwdpounon: H ypappuxr maivdpopnon emiPePaidvel Tov kpioipo poro Twv eoindev-
pévov ekmopnedv (Aoyw tou totopikot grandfathering) kot tnv av€avopevn onpacio evepyela-
KoV etV o¢ petayevéotepeg paoelg. To Kot Kepoinv AEIT mopopével adbvapog mopa-
yovtag. Ot diapopormotrioelg petafd cuoTAdWY avVadelkvdoLY OTL L eVIOLX «GUVTOYT)» €E1)-
ynong dev emopkel.
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Yupnepaopata: H cvotadomoinon mpoo@épel pio o AeTTOpEPT] ELKOVA: VT VoL GUYKPL-
VOUpE OAeG TIG XDPEG HETOED TOVG, OpadOTOLOVpE TIG OpOLEG HeTAED TOVG, KATOVOOVTOG KOAD-
Tepa OV Kot yoti oybet 1j dev toylel ) oplovtix todtnTo. Qotdc0, Tapd T PeAtivo, mo-
popévouv aveEnynta otolyeia, TPOTEIVOVTAG TNV AVAYKT Yl TTLO TTponypéveg peBddoug (..
BeAtioTOMOLNGT KOl TTOAVKPLTN PLAKES TTPOCEYYITELS).

H epyacia mov mpoékvye amd ta kepalowa 5 kal 6 odnynoe oe dnpocievon oto Global
NEST International Conference on Environmental Science & Technology, vroypoppilovtog
611 1) cvotadomoinon eivon éva evdiapeco Prpa mtpog pLa TAnpécTept), StkandTePT Kot arrodo-
TIKOTEPT) KOLTOLVOUT].

0.5 Awpoppwon evog Moviédov Katavopung péow I'pappikng
BeAtiotomoinong

Je oqvTO TO KEPAAALO, TEPVANE OO TNV avdAvoT] NG SIKXlooVVIG Ko 0toSOTIKOTI TG
TWV LITAPYOLOOV TPOKTLKOV KATOUVOUNG O€ HLA TPOTOOT) KATAVOUNG dikatwpdtov yio to EU
ETS, wg mpofAnpa Pedtiotomoinong. Bacilopevol otig mponyodpeveg avaiboelg (Y. cvoTo-
domoineor, TaALVOPOUNCELS), GTOXEDOVUE VO LGOPPOTTHOOUHE TIG OPYES SIKOOGDVNG KOl OLKO-
VOHLKTG 0TT0S0TIKOTNTAG GTNV KATAVOUT) dwpedv SIKAwPATWV ekTopmaov. To povtéAo emiyet-
PEL VOU KOHLOYEVOTIOLNOEL» TOL KPLTHPLOL KATOVOUNG, eKPPALovTag T o€ eviaia Pdor, OdoTe vau
emOLOEEL pLol LoOPPOTTT KOLVWVLKT] eVNpeEPLar HETAED TWV KPATOV-HEADV.

Kabmg n péxpr topa mpocéyyion emikevpobnke katd Pdon oto eninedo TV Y0POV, TO
TPOTELVOUEVO HOVTENO TTpooTtadel vo cuvdudoel ko TNV omTiky Twv kKA&dwv (sector-level).
Avayvopileton 6TL 1) kaBopd «eBvikn» Bempnon dev eival afdoipn, aldd amalteiton 1) evow-
HATOOT) KoL TV SLXTOPEaK®OV TTopapétpwy. ETot, 1o povtého mapovoidlet éva evéAkto TAai-
G10: 1) OLKOVOHLKT) OTTOSOTIKOTTO OTTOTUTOVETAL GTI] CUVAPTNGT GTOXOV, eV 1) dlkatoovvn
ELOAYETOL HECW TTEPLOPLOPMV. Me TPOTOTOINGT) TWV TOPAPETPWVY KOl TEPLOPLOHADV, LITOPOVHE
VO TTPOCGOPOLOGOVHE SLoPOPeTIKEG apXEG StkatoohVNg Kot vor afLoAOYiCOUHE TOV aVTIKTLTTO
TOUG.

> to TéAog Tov kepaAaiov, Tapovsidlovtot SLdpopeg SLATLTTOGELS TOL TTPOPANHATOC, LITO-
deLkvOoVTOG MG EVAANAKTIKES AVTIATPELS TTepL SIKaLoGUVING HITOPO UV Vot eVEOHAT®wOOVV 6TOV
HNXOVIOPO KOTOVOUNG.

0.5.1 Mabnpatikn Atatdnwon

MetafAntég kon Hapapetpor:
o Xopegi € C: ZOVOLO KPATOV-HEADV.
o KA&dor j € S: Zvolo Topéwv v1td kabeoT®OG ePTopiog SIKALWHATOV.
e 'Etn t: Xpovikég mepiodol avédvongc.

¢ I1060016 Swpedv KATAVOUNG V; j ¢ To TOGOGTO TV GLVOMKOV dwWPEAY SIKAUWHATWY
7oL aodideTon aTn X WP i, KAGSO j yiot To €10g L.
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o Axabapioto Eyxawpro IIpoiov GDPF; ;;: To AEII Tov kA&dov j 6T x®po @ Yl To £TOG
t.

e EnoaAnOevpéveg Exmopmég e; ;: Exmopmég kA&dov j otn xwpa i, tog t.

o Ilpotumomoinon Avvapikng Ayopaotikng Ikavotntoag PPS;: Ilapayovtag mov pe-
tatpémnel to AEII piog yodpag oe 0povg oryopaotiknig SOVaNG.

e Yuvolikn Awpedv Katavopun v, v;: ZUVOALKO TOGOGTO yia XOpa ¢ kot KA&SO j avTi-
oTOLYWG.

o IToAlamAaoiootég ag: [IoapapeTPOL YL TNV EVOWRATWOT) pX DOV SLKOLoGOVNG KoL EAEY-
XOU TOKALGEWV.

Yuvaprnon X1oxov

H ouvéptnon otdyov peytotomolel tnv otkovopkt amodotikdtnTa, SnAadt] TNy tkavoTrTo
TOV XWPOV/KA&SwV v tapdyovv AEIT avé povada eKTopUnaV, Tpocappocpévn pe to PPS;,
MOTE TO YIVOUEVO VO TTEPLYPAPEL ALyOPOCTIKT] SUVOLN:

GDP; ;i ;_
maximize Z = Z va"t el L PPS;; (0.1)
ieC jes Cijt-1

Avti) 1) cuvapTtnon avtopeiPel KaTavopég ae XWPEG Kol KAADOUG TTOL TapiyoLvV TePLOGO-
TEPT) AYOPACTIKY) SOV VA EKTIEPTTOHEVT) LOVASA, COHPOVAL [E TNV OpXT) OTTOSOTIKOTNTOG
(fitness) tov Moulin.

ITepropiopoi

Yuvolwkog Iepropiopdg IMAagov  H ouvolikr) katovopr dev mpémel va viepPaivel To oved-
TATO OPLO EKTTOPTOV (KOVOVLKOTOHEVO 0TO 1):

szi,j < 1 (0~2)

i€C jes

Ilepropiopoi Xopag kar KAadov Zuvvoyilouv Tig katavopég kdote v Stac@aiiletar Ao-
YIKT] cuvémeLo:

vy = Zvi’j VieC (0.3)
JjeS

v; = Zviyj Vjes (0.4)
e’
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Iotopikd Oprx AnokAiong (Historical Deviation Bounds) T'a v atogevyBobv ammdTopeg
oAAayég ad €Tog o€ €T0G:

o1 Vi1 < v <ag-vig—1 Viel (0.5)

Qa3 - Vji—1 < Vjt < ay- Vjt—1 Vjes (0.6)

Avtég oL cuVONKeG avTovakAoOV TV apxT TG Amolnpiwong (Compensation) tov Moulin,
divovtag TpocappooTikd Xpovo oe XOpes/kKAASoug.

Awkaroovvn Pfacet ITAnOvopod T va avtikatontpiletor 1 «eEwyevig LoOTN T SIKoLpd-
twv» (Exogenous Rights), propodpe vor amoitjoOuHE 0L KATOVORES XWOPOG VoL elvon mepimov
avaloyeg pe Tov TAnBuopod g

Population,
> _icc Population;

VieC (0.7)

’Ul'%

Avaloyikotnta Owkovopikng Apaostnprotnrag o va tiunBei n apyn avrapopric (Reward),
oL kA&dol ov cuvelsPépovy meplocdtepo oto AEIT Ba mpémel vae AapPdvovy avaloyikd me-
pLooOTEPQL SLKOULMUATOL:

GDP,;
. Ui
GDP;

To Topamdve propodv va ekPpacTolV wg IoOTNTEG/aVICOTNTEG e TTePLODPLA ATOKALOTG.

Vie C,Vjes (0.8)

Vij

HNoapaderypa Extédeong  Xpnopomowdvrog dedopéva 2017 yix tpoPAeyn katavopcdv 2018,
HE LoTOPLKO TEPLOPLOHO TOKALGTG 6TO 20%, TTAPATNPOVHE XAAAYES GE CUYKEKPLUEVES XDPES.
o) (ke poTEpPN pOPOT), TTarpovoLaleTor Selypo ATOTEAEGUATOV e TUPH VA TOVG LOTO-
pLKOUG TTEPLOPLOHODS. XTO TANPEG Kelpevo mapatiBevtor avaAvTikd ol TIéG Kot peyadiTepo
deiypo.

IMivakoag 0.1: Asiypoa IpoPremndpevov Katavopdv (pikpotepn éxdoon). BA. A pn wivaka oto
Kuplwg Keipevo.

Xopa Amodot. | Ilpaypart. 2018 (%) | IIpoPA.(%) | Avag.(%)
Youndia 11.95 3.27 3.95 21.07
Teppavio 6.30 20.95 19.77 -5.62
EAMGS o 1.95 2.04 1.58 -22.47
EcBovia 1.70 0.46 0.53 13.74

Moapatnpodpe otL xopeg pe vYMAR amodotikotnTa (1t.X. Zouvndia) teivovv va éyovv od-
ENon oTNV KATAVOUT, EVG ALYOTEPO AITOSOTLKEG XWPEG 1) eKELVES TTOUL YV LYNAEG KATAVOEG
petdvovtot. Avto evBuypappiletar pe Tnv emdinén amodoTikOTNTAS TG CLVAPTNGTG GTOXOU.
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Ilepropiopoi Aedopévmv kot Athovotevoelg Katd tnv mpoomdbeia epoppoyng tov po-
vTélov o€ Aemtopepés, emimedo TOPEWY TG OLKOVORiG, cuvavTrioope SuoKoAieg oTOV aVTL-
otolylopd TV kKedikov dpactnpiotntag tov EU ETS pe tovg kwdikobg NACE tng Eurostat.
AbYyw avTrig NG Sucappoviag, TopovcLicale KATOLOUS eVPELG «LITEPKAGSOUG», AN SeV TOVG
OELOTIOLCOE VIO TQL TLELPAUATA HOG.

0.5.2 Ilapadsiypara Xevapiowv

IMapovoidotniay evalloktikd cevapia (1.x. avEnpévn eveliio, meplopiopot faoel TAn-
Buopov, avticTpoen avaroyio wg tpog to katd kepainv AEIT) yix va povel Tdg StapopeTikég
TOPAPETPOL dLKALOGVVNG emNpedOLY TNV KOTOVOUY. Xe K&Be mTePInTWOT), TO HOVTELO ETLTPE-
TEL EVAAAXYT] TV TOAAXTAXCIXGTOV KL TOV OVIGOTHTWV, SivovTag éva eVEAKTO epyaieio
TOALTIKT|G.

Ot dokipég awtég emiPePoatcddyvovy 0TL, avaAoya e TO TOGO TEPLOPLOTLKOL 1) EVEALKTOL Elvo
oL TTEPLOPLOHOL SLKALOGVVNG, OL KATAVOUESG PItopolV va petafailovtal plikd, viodetkvoovtag
TO TG droupopeTikd petypata opydv (.. éppoot otov mAnBuopod, wotopikég evbibveg, avti-
otpogn Paoet katd kepaAniv AEII) 0dnyodv o€ SoupopeTikd amoTeAéCHATA.

3t ovvéyela, Ba cuYKPIVOUHE TO TPOTELVOUEVO PHOVTENO pe GAAO PN XAVIGTIKA 1) BewprTLKd
BéAtiota oxfpata, dote va afloloyrjoovpe TNV atddoct] TOL Ko Vo SIUTLOTOGOVHE KOTX
OG0 emLTLYYAveL TNV emBuuntr) woopporio petad SikotooOVNG Kol Tod0TIKOTNTOG.

0.6 O Oporopopgog I'pappikog Mnyaviepog (ULM) twv Lin & Lu,
WG OewpnTikd Xnpeio Avopopag

Y10 kepdrono autd, eiodyovpe tov Opotopop@o Tpoppikd Mnyoviopd (Uniform Linear
Mechanism, ULM), 6mtwg meptypdpetor amtd toug [28], yia TV KATOVOT SIKOLWIATWY EKTTO-
prov. O ULM emdiodkel vor HEYLOTOTOLOEL TNV atod0TIKOTHTR KoL TO KOW®VLKO 6¢elog (To
TPOCOUPHOCHEVO TAEOVOGHA TOV KOTAVAAWTT), TPOoPEPOVTHG éva kabapd, BewpnTikd vITo-
detypa. H onpacio tov éykeltal oto yeyovog 0Tt pag mopéxel Eva onpeio oOykplong, éva «Oe-
@PNTKO VLKO», EVOVTL TOV 0TTOLOV HITOPOVHE VO AELOAOYT|COVLE TO TTPOTELVOUEVO PHOVTENO
BeAtiotomoinong tov Kepaiaiov 6.

Iotopiko ko Kivintpo: X210 Keparawo 6, avantdope éva povtého Peltiotomoinong mov
npoonabel va suvdudoet apyég Sikatoovvng (Compensation, Reward, Exogenous Rights, Fitness)
pe TNV olkovopLkn autodotikotnto. Qotdco0, dev eiyope éva Bewpntikd onpelo avapopdg yio
va afloloyncouvpe OGO pokpid 1) kovtd Pprokdpacte amd to «BéAtioto». O ULM Aettovp-
yel ©g avtd to onpeio avopopdg: o éva WOavikd mePPAALOV atdALTG TANPOPOPNIONG KOl
opBoroyikotnTag, o ULM peylotomotel To TAEOVAGH TOU KATAVAAWTT KL EAOXLOTOTOLEL TO
KOLVWVLKO KOOTOG TNG pUTAVGT|G.

Baowkn [6éa tov Movtédov ULM: Eotw N emuyelprioelg o o ayopd opoLtoyevoig mpoi-
6vTog, TOL AglTovpyolv VIO cLVOTKkeg avtaywviopoL Cournot. H mapaywyr) ¢; tng ke emi-
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xelpnong ¢ empépel exmopTéG x;, 0oL Ywplg pelwon (abatement), z; = ¢;. O emiyelprioelg
HITOPODV VO HELOGOLV TIG EKTTOPTTEG TOUG He k00T0G fi(qi — x;), P kuptr] kou pn @Oivovoa
GLVAPTNOT), AVTAVAKAOVTOG XLEAVOHEVO 0pLatkd KOGTOG pelwoNG.

H 1 ayopég p(Q) e€aptatar amd tn cuvolikn mapaywyn @ = . ¢;. T puo ypoyppik
ocuvaptnon {nong:
p(Q)=b—aQ, a,b>0. (0.1)

O puBotig katavépel Swpedv SkatdPATO POTAVETG HE VOV OLOLOHOPYO, YPAHILKO Ka-
vova:

dnAadn n emiyeipnon ¢ AoapPavel Stkou®dpATa OVOAOYLKE TPOG TNV Topoywyt TNG. Av 1) emtL-
Xelpnon pumaivel TapaTtdve amd Ta SLKOLOPATA TOL KOTéEXEL, oryopalel emumAéov Sikoumpata
oty ayopd otnv Tipn 7. Av pumaivel AyOTePO, PITOPEL VAL TTOVAT|GEL TO TAEOVAOHE TNG.

To képdog tng emyeipnong ¢ elvo:

IL =p(Q) - ¢ — filgi — x;) — 7(x; — i(q))- (0.3)

K&Be emiyeipnon emdéyet ¢; KoL x; yLot vow LEYLOTOTOLGEL TO KEPSOG TNG. e LOOPPOTTiQ, 1)
ayopd eEloopportel Otav:

Z zi = ¥i(q), (0.4)

dnAadr] oL GUVOALKEG EKTTOPTTEG LOOVVTAL e TA GUVOALKG StaBéotpa Sikodpata.

Y16xog Tov Pubpioti: O pubotrig emdicdkel va LEYIGTOTOLGEL TO TPOCAPUOCUEVO TTAE-
OVOOHX KOTAVAAWTN:
ACS(®) = CS(Q) — S(K), (0.5)

omov Q =), ¢, K =), x; xou S(K) eivan o avotnpd adv€ov kotvwvikd k6oTog poaverng.
To CS(Q) eivor To TAEOVAGHA TOV KATAVAAWDTT YLot GUVOALKTY TOGOTH T ().

O [28] amodetkviovv 011, pe ®;(q) = ag;, n woopportia eival povadikr ko peytotomotel
10 TAeOVaop Katavalwtr. Etol, évag amtddg, otabepdg moANamtAaclaoTi o yia Ohet Tt g;
e€aoalilel kowvwvikd BEATIOTN KoTovour] SikowpdTwy. AUTh 1) OTAOTITO VTAVOKAG TNV
apxn avtopolPrig (Reward principle): 6oL Tapdyovv meplocdTEPA KOL TPOGPEPOLY PEYOAD-
TEPO KOLVWVIKO 6@eL0g Aopfdvouy meplocdTepa SLkonmpata.

IIpaktikoi ITepropropoi kot Xoykpion pe to Ilpotervopevo Movtédo:  Xtnv mp&én, dev
éxOULpE TéAEL TANPOPOPNOT YL TIG KapITOAES (TN OTG, TG GLVAPTHOELS KOGTOUG KL TIG LKA~
VOTNTEG HELWOTG EKTTOPTTOV TV emLyelprioewy. I'V avtd, 1) epappoyn Tov ULM eivon adovarn.
Qo1oo0, 0 ULM mapapiével éva Bewpntikd epyoreio otykplong. Eto Kepdharo 6 mpoteivaye
évol LovTéNo Tov, Ywpig va atartel TéAelo yvaorn, tpoomabel v meTOXEL pio dikon Kot oto-
doTikn KoTovopr. Zuykpivovtag To atoTteAéGpHATA TOL dLkoD pag HOvTéAOU (T.X. péow ouvle-
TV dedopévwv) pe avtd Tov ULM, propodpe va eKTIHGOVHE OGO KOVTR BPLOKOPNRGTE GTO
aviko.
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HNopaderypa — ZvvOetucd Aedopévor:  Tax va Sokipacovpe tov ULM, dnpovpyodpe cuvle-
Tt dedopévar (.. mivakeg pe Atyotepeg otnieg ed®, 0TO KLPLWG Keipevo TARpNG Tivakag)
Ko e€eTllovpe SLaPopeTIKE GEVApLEL, OTTOG OAAXYEG OTO AVAOTOTO OPLO EKTTOPTGV (cap) 1} otV
avaloyio dwpedv SIKALOPATWVY € CLYKEKPHEVOLS kKAGSoUG. Ol Tpocopolwoelg deiyvouv Tag
petafaArovTon n ToPOywYT, oL EKTTOUITTES, Ta KEPST), KOL 1) TIHT TOV SIKXLOPATWV, KaB®OG oA~
AGalel o xaTopeplopdg Sikotwpdtwy kotd ULM.

Yxnue 0.4: Evdewkticd Ipagnpa ULM (pikpotepn popen)

Output and Emission vs Free

300

Output and Emission

Free

To mapomdve ypaenpa amotelel delypa amd éva oevaplo omov petafdAdetal 1) dwpedv
Kotovopn oe évav kA&do. Kabwg avEavetal o moc0otd dwpedv dikatwpdtony, aAlalovv 1)
TOPOYWYT] KO OL EKTTOUTTEG. XTO TANPEG KElHEVO GLINTOVHE AETTOPEPDOG TAL ATTOTEAECHATOL.

Oewpntiko [6emdeg vs Ipaktuch IToArtikn:  To ULM pég deiyvel évav «ovtomikd» kOGO,
Omov Alyeg amAég avaloyieg apkoldv yio To PEATIOTO KOLVWVIKO autoTédeopa. Avtibeta, To
povtédo PedtioTonoinong mov avorttoape amattel Atyotepa dedopéva, amodéyetal afePond-
TNTEG Kot Tpoomadel var emiTOXEL Pior SiKOn KXTAVOT) o€ TPoypHaTiké eptPaAlovta pepikng
YVOOTNG. ZUyKplvovTag TIG emTLdO0ELS TOV SLKoU oG HOVTEAOL e TO LOOVIKA OUTOTEAEGHATAL TOV
ULM, prtopotpe v dovpe OG0 e@lkTd eival va mpooeyyicouvpe To Bewpntikd 1dewdeg ko vor
TPOTELVOUE PEATIOCELS 1] TTPOCAPHOYEG OTLG TTPALYHATLKES TTOALTIKES KATAVOHNG SIKOLOPATWV.

0.7 Xvykpion tov Opordpopov I'poppikod Mnyaviopov (ULM)
pe to IIpotewvopevo Movtédo BeAtiotomoinong

Y& avTO TO KEPAANLO, GLYKPLVOULLE OO SLapopeTikéG TpooeyYioeLg Yo TNV KaeTaevopr] Si-
KOLWUATOV ekmopmedv 6to mAaicto Tov EU ETS: tov Opotopopgo I'poppucd Mnyoviopd (Uniform
Linear Mechanism, ULM) kot to potetvopevo povtédo PeAtiotomoinong mov avantoope o
mponyovpeva kepatata. O ULM, 6mwg meprypagpeton amd toug [28], Oewpeiton Oewpntikd PEA-
TLOTOG L0 GLYKEKPLUEVESG TToPASOXEG, EVED TO HOVTELD poG TTpootabel Vo EVOWUATOCEL ETTL-
TAEOV TTOUPOPETPOUG, OTTWG dedopévar ortd TOAAATAODS KAASOUG KAl XDPES, YO VAL ETTLTUYEL Lo
710 dikoun Ko PEAALGTIKT] KOTOVOLT).

Kowvé Aedopéva kan Iapapetpor: T va cuykpivoupe dikoto Tovg S0 punyxovicopovg, xpn-
olpoToLovpe kowvy Péor dedopévwv kat idieg ouvBrkeg (1810 avadTaTo dpLo eKTOpTOV, idLo TTo-
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60010 dwpedv katavopmy). [eptlopPdvovpe Tévie POVTUOTIKEG XDPES HE ILOLPOPETLKO KATA
kepaAnv AEIT ko mocootd Propnyaviog, €L kAadoug pe Siapopetikég cuvaptroelg {rjTnong,
Kait 30 ETLYELPTOEL e SLAPOPETIKEC CLUVAPTHOELS KOGTOVG peiwong ekmopmcyv (BAéme Table 8.1,
KO TTLVOKOL ETTLYELPT)CEWY GE GUVOTTLKT) HOPQTY).

ITivakag 0.2: Xapaktnpiotikd Xopov (Evvomtiky) Moper)

Xopa AEIl/xé&r. | % Bropnyxaviag
Atlantis 400 30%
Omashu 350 25%
Hogsmeade 450 20%
The Court of Miracles 300 15%
Lilipoupoli 250 10%

(T TAp1) wivoke, PA. KOpLO Kelpevo.)

Avédoya, oL kAol éxouv Stapopetikéc cuvaptroelg {ftnong (.. yix tov xdhvpo: p(x) =
200 — 0.1x) xou ot emiyeprioelg £xovv KLPLKEG GUVOPTHOELS KOGTOUG HELWOTG EKTTOPITMOV, OO TE
VO QUTOTUTIOOOLV TO KUPTO KOOTOG TNG HElWoNG pUTTOV.

Kowég YnoBéoerg: - OAkd avdtato Oplo ekmopmov: 80% twv ekmopnov BAU. - 40% tov
Sikowpdtov dwutiBevron dwpedv. - Ta dedopéva eivon ovvBetid ko dev avtikatonTpilovy
TPOLYHOTLKES OLKOVORLEG. ZTOXO0G elvaLL 1) TOLOTLKT] KOTavOn o) TNG SUVOHLKTG.

IIpocappoyég oo ULM kot 6to Akd pag Movtédo: T va epappocovpe tov ULM oe éva
oAvKAadLKO TTepLPdArov, vtoBéTtoupe OTL 0 pLBpLOTHG pTopel va opioel évav ToAAaTAaoia-
oTN Qg VA KAADO, OO TE 1) KATOVOUT SIKOLOPATWV VO YIVETOL OVOAOYLK& TTPOG TNV TOPAYWYT
oTov KAGS0 avTo, TNPHOVTAG TO 40% TOUL cap WG dWPERV KATOVOLLT).

To mpoTelvOpEVO PHOVTENO HOG, AV KoL €XEL oXeOLOTEL Yia VO EKPETAAAEDETOL LY POVLKE
kivntpa (1m.x. v evBappivel meplocoTepn peiwon poumwv oe PaBog xpdvov), ed® mepLopileton
o€ AVAALOT) € Ve £T0G. AUTO HELOVEL TV UTOSOTIKOTITO TOL OTHV ETLTEVEN HOKPOTTPOBEG WV
BéATioTV Aboewv, alld emitpémel pia &peon ovykpion pe tov ULM.

Baowkég EElomoceig Iooppomiag: Ko ota o povtéda ioybdouvv mapodpoleg cuvlnkeg Loop-
pomiag:

8]:[1 — / . —

Dab; 0= —C)4(ab;))+7=0 (0.1)
o1l , ,

o0 0= p'(¢:)q +p(gi) — 7+ 7P;(qi) =0 (0.2)

Ko 1) ouvOTn K LOOPPOTTLAS TG CLYOPAG SIKALWUATOV:
> ai=) %ia).
i i
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Qotdo0, 6T 1) Kotovopr Sikawpatewy Bewpeiton otatikr (kaw 6xL cuvapTOT TOL ¢;), O
opog 7P (g;) expndeviletan, otepmdvTag artd To povTéNo pag to kivTpa Yo adénon mapoyw-
Yig/peiwong.

AmoteAéopata:  Ilapdho mov To ToporyOpevo oLkovopLko Tpoidv (output) eivor opdpLoLo Ko
ota 800 povtéda, Tapatnpovpe 6tL: - O ULM emituyydvel vPnAotepo TAEOVAGHO KATAVOAWTY
KoL LeyadOTepr) oUVOALKT] peiwaor (abatement), xAAG T KEPOT) TV MLYELPTIOEWVY ELVOLL XOYN)-
Aotepa. - To ducd pog povtédo divel peyahOtepn ERPaoTt) oTo KEPST Ko TELVEL VoL KATOVENEL
T SWPEAY SIKALOUAT TTLO LoOppOoTTaL PETAED XWPWV Kot KAGSwv. - Ot eAdeifelg 6To Xpovikod
OKEAOG TOV HOVTEAOV HOG HELOVOUV TNV ATTOTEAECUATIKOTITA TOL GTNV ETLTEVEN ATTOSOTIKOV
KWVATPWV HELWOTC EKTTOUTTOV.

Epunveia: O ULM éyxel mheovéxtnpa o 0poug BewpnTikrg LEYLOTOTOINGNG TOL TTAEOVAGHO-
TOG KATOVAAWTH Kol TNG Helwong pumtwv. Qotdoo, otnpiletal oe vobécelg TAipoug AN po-
POPNONG KL OHOLOPOPPLaG, SVOKOAES VAL EPAPUOGTOVV TNV TTPAEN.

To mpoTelvopevo HOVTENO HOG, AV KoL ALyOTEPO GpTLo BewpnTIK, €lvol EVEALKTO, EVOWHO-
TOVEL TEPLOGOTEPES TOPAPETPOLG SLKALOGVVIG KAl PITOPEL VL eQappooTel oe oLV KEG TTEpLO-
plopévng mAnpoeodpnong. Hapéyel emiong peyoaddTepn EpQoot oo KEPOT TWV ETLYELPTICEWV,
OQVTAVOKADVTOG JLoL TTLO PEAALGTIKT] TTOALTLKY emmihoyr) pe trade-offs peta€d Sikaootivng, auto-
doTikoTNTOG KoL KEPSOPOPLaG.

Yopunépaocpa: Hobdykpion ULM pe 1o tpotevopevo povtédo fedtiotomoinong katadetkvoet
otLn Bewpnrikn) aptiotnTo tov ULM Sev petagpé petar ebkola oe ToAvkAadikd, toAveBvikd me-
ptpéArovta. To povtélo pag, Topd TOLg TEPLOPLGHOVG TOV (LovoxpovikT] avdAvoT, EAAelym
KWV TPWV HotkportpOBecpng HelwaTG), TPOCPEPEL LA TTLO PEXALOTLKT], EVEALKTY) TTPOCEYYLOT).
H otyxpion avtr pog Pondda va katavorcovpe kadbtepa Tovg oUpPLBocong petad Bew-
pntikng PéATIoTNG ADONG KO TTPAKTLKAG TTOALTIKTG, TOVILOVTOG TNV OVAYKT Yol HEAAOVTLKEG
enektdoelg mov Ba cuvdvdlovv To KaADTEPO KL atd Tovg SO KOGHOUG.

0.8 Xvpunepaopota kot MeAhovtikn Epyaocio

Y& avTO TO TeAevTaio kepaAato cuvoyilovtol Ta evpriHaTa Ko oL GUHPOAES TNG TapoD-
ong SUTAWPATIKAG epyaoiag. ApYLKE, EOTIAGANE OTNV OpLlOVTIO LEOTNT HETOED XWPDV GTO
mAaiolo Tov EU ETS, Stommiotedvovtag 0Tt amhéc OTATIOTIKES TPOCEYYITELG deV ApKOUV YLol Vo
e€nyroouv T Stopopég otnv katavopr] dwpedv Sikonwpdtwv. H cuotadonoinon (clustering)
Beltiwoe Tnv eppunvevTiky tkavotnTa, aAAX avédelEe TNV avaykn yiol Lo L0 GUGTNHATLKT,
BeAtioTomowmpévn pocéyyion.

T ToV 6KOTO AVTO, TPOTELVOE EVOL YPOHHLKO HOVTEAO PEATLOTOTOINONG, EVOOHATOVO-
vtog pnta apyég dikatocvig tov Moulin pali pe tnv emidiwén oukovoptkng amodoTikOTTaG.
Avto 10 povtélo emitpémel evehiéia TNV KaTavopr], AapPavovtag vtoYn SLaPoPETIKES AVA-
YKEG Kot oUVONKES TOV XWPOV.
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H otykpion pe tov Opotopoppo Tpappicd Mnyaviopd (ULM) édei€e Oti, evedd o ULM pe-
YLOTOTTOLEL TO TAEOVOOHA KATAVAAWTY LTTO WOoVIKéEG GUVONKEG, TO TTPOTELVOHEVO HOVTEAO HOG
elvor o e@appocipo oe peadlotikd meptfeAlovta, dixtnpidvtag tnv kepdogopio TwV emLyEL-
PNCEWV KO EVOWIATOVOVTOG TTOAAATAEG ap) €S dIKALOGDVNG.

T peAdovtikn epyacio, tpoteivovral:

o Evowpdtnotn cuvaptoemy KOGTOUG TAPAYWYNG KL VEWV TEPLOPLOHDV GTO HOVTENO.
o AvéAvon moAaA®dV meplodwv, TpocOnkn pnyavicpody banking/borrowing.

o Xprjon mLo peAAGTIKOV SESOHEVOV KOL EKTTTOCEWY 6TO KOGTOG HelwoTG.

AvTéG oL eTEKTAOELG HITOPOVVY VO 001 YHOOLV G TL0 SIKKLEG KOl ALTTOTEAETHUATIKES TTOALTLKEG
KOTOVOPNG SIkalwp&TwV, cupfadiiovtag otnyv enitevén twv kApatikov otoywv g EE pe
TOPAAANAN KOLVWVIKT) artodoxT).
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Chapter 1

Introduction

1.1 Background

Climate change is one of the most urgent and complex challenges facing the global community,
primarily driven by the rapid increase in greenhouse gas (GHG) emissions from industrial activ-
ities and fossil fuel consumption [35]. To address this crisis, various international agreements
and mechanisms have been implemented, emphasizing the necessity of coordinated global ac-
tion. Among these initiatives, the European Union Emission Trading System (EU ETS) stands
out as a significant market-based approach to reducing emissions [22]. Established in 2005,
the EU ETS operates on a cap-and-trade principle, setting a maximum limit on emissions and
allowing companies to buy and sell emission allowances within this limit [21]. This system in-
centivizes firms to reduce emissions cost-effectively and has become a cornerstone of the EU’s
climate policy.

Fair distribution principles are crucial in allocating emission allowances within systems
like the EU ETS. Fair division is the problem of dividing resources among agents in a way
that satisfies specific fairness criteria [[11]. In the context of emission trading, this involves
determining how to allocate limited emission permits to different countries or firms equitably.
Various fairness criteria, such as proportionality, envy-freeness, and equity, are considered to
ensure that the allocation is just and acceptable to all parties involved [31].

Integrating fair division theories into the allocation mechanisms of the EU ETS is essen-
tial to balance efficiency and equity in addressing climate change. By applying principles of
distributive justice, policymakers aim to design allocation methods that not only reduce global
emissions but also distribute the economic burden fairly among participants [24]. This thesis
explores the intersection of fair division principles and the EU ETS, focusing on developing fair
and transparent allocation methods based on Moulin’s framework and assessing their impact
on the effectiveness of emission trading systems.

1.2 Motivation

Climate change poses an unprecedented challenge to humanity, which requires immediate and
coordinated action to reduce greenhouse gas emissions worldwide. The European Union Emis-
sions Trading System (EU ETS) represents a cornerstone policy in the EU’s strategy to combat
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climate change by setting a cap on emissions and allowing for the trading of emission permits.
However, the allocation of these permits has significant implications for both fairness and ef-
ficiency. Existing allocation mechanisms have faced criticism for potential inequities between
member states and sectors, potentially affecting the effectiveness and long-term acceptance of
the EU ETS [21, 22].

In response to these challenges, the EU has continuously sought methods to improve the
functioning of the system. Actions such as forbidding the banking of allowances and intro-
ducing measures to restrict the liquidity of allowances serve as recent examples of attempts
to enhance the stability and fairness of the market. These policy adjustments indicate that the
EU recognizes the need to refine the system to achieve both environmental goals and equitable
outcomes.

Moreover, there is an increasing public demand for climate justice and the need for trans-
parent, accountable climate policies. Societal expectations for responsible and just environ-
mental governance are growing, especially in light of the alarming fact that the global average
temperature this year rose by 1.5 degrees Celsius above preindustrial levels. Fair allocation of
emission permits, guided by principles of distributive justice, can address these societal expec-
tations, fostering greater public trust and support for climate initiatives.

This thesis is motivated by the pressing need to improve the fairness of emission permit
allocation within the EU ETS. Using the principles of fair division, particularly the distribu-
tive justice framework of [24], we aim to develop allocation mechanisms that balance equity
and efficiency. Through rigorous analysis and modeling, this research seeks to contribute to
the design of a more equitable and effective emissions trading system, thus supporting global
efforts to mitigate climate change.

In addition, part of the motivation for this research stems from the need to address the per-
spectives highlighted in previous studies. Notably, Panagiotis Koromilas’s thesis demonstrated
the existence of leader-follower dynamics within the EU ETS, revealing underlying discrepan-
cies in how emission permits are managed and allocated. Although Koromilas’ work provided
valuable insights into the operational dynamics of the EU ETS, it also underscored the impor-
tance of examining the system through a lens that prioritizes fairness and distributive justice.
This thesis aims to complement and extend these findings by focusing on equitable allocation
mechanisms, thus offering a balanced approach that integrates both ecological imperatives and
principles of fairness.

In summary, this thesis is driven by the need to improve the fairness of emission permit
allocation within the EU ETS in light of evolving policy efforts, the increasing public demand
for climate justice, and the urgent need for comprehensive climate action, evidenced by signif-
icant temperature increases. By addressing these factors, the research aspires to support the
development of a more equitable and effective emissions trading system, contributing to the
global effort to mitigate climate change.
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1.3 Literature Review

Fair division began with Steinhaus (1948) [#3]. Since then, it has attracted interest from var-
ious disciplines, including mathematics, economics, and computer science [[7, 45, 32, 46, 33].
The literature on fair allocation can be divided into two main categories based on the type of
resources, whether they are divisible or indivisible. For the divisible and heterogeneous cate-
gory, known as cake cutting, there are multiple publications [37, 7, 45]. The allocation method
should be explainable to participants [38].

In environmental economics, fair division principles have been applied to carbon emis-
sions and the allocation of emission permits. Great effort has been made to construct theo-
retical models that describe the functions of emission trading systems [21, 22]. Although ac-
count banking and borrowing has been established, theoretical analyses remain scarce [40, [10].
Schennach [41] includes the uncertainty of the output market in the firms’ abatement decisions
over time. Zhang et al. [54] explore the effect of uncertainty in an intertemporal emission trad-
ing system.

Considering market power and strategic interactions, Hahn [23] introduced the idea of
market power in emission trading systems. Liski and Montero [29] study the effect of market
power on the equilibrium of a permit market. Chevallier [12] develops a differential Stackelberg
game with non-cooperative agents. Phaneuf and Requate [36] include multiple leaders in their
model.

Initial distribution of emission permits (EUAs) is important because it affects how many
allowances are available in the market. If the allocation is too generous, there might be no
scarcity, which would reduce the incentive for companies to cut emissions. Conversely, if the
allocation is too restrictive, it could make compliance too costly. Striking the right balance
ensures the system works efficiently while maintaining market stability [51]. Since its launch,
the European Union Emissions Trading System (EU ETS) has attracted global attention, with
numerous studies analyzing its allocation procedures [21, {1, 8]. These investigations have pro-
vided valuable insights into the distribution of emission permits within the system. Method-
ological advancements have further enriched our understanding of allocation mechanisms. For
instance, [2] introduced the synthetic control method, which has been applied to evaluate spe-
cific cases. [34] used this method to examine Poland’s free allocation of permits under Article
10c of the EU ETS, offering a detailed analysis of this policy approach. A key challenge in
this process is selecting an allocation principle and determining how to share responsibility
for CO2 emissions among member states. Over the years, studies have highlighted two pri-
mary criteria for allocation: (a) Fairness, emphasizing distributive justice and (b) Economic
efficiency, aiming to reduce abatement costs [55]. Examining the first phase of the EU ETS,
[13] argued that the allocation process was unfair and suggested a method to reallocate permits
equitably among member states. [24] introduced allocation rules based on population, histor-
ical emissions, and business-as-usual scenarios, advocating for equal-per-capita allocation to
benefit developing countries with large populations over wealthier nations with historically
high emissions. Béhringer and Helm [9] propose allocating the efficiency gains from the ini-
tial allocation rather than the allocation itself. Other studies have explored methods to balance
equity and efficiency. [30] proposed the Double-Weighted Constrained Equal Awards Rule,
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which considers both economic activity and renewable energy production. Using clustering
techniques, they analyzed how this approach affects allocation outcomes. Similarly, [39] stud-
ied China’s Emission Trading System, presenting a multi-criteria model to integrate equity and
efficiency in allocating carbon allowances. A valuable reference for understanding fair divi-
sion principles can be found in [55], a comprehensive review that cites most of the significant
works in this area.

Throughout the course of this thesis, numerous publications were instrumental in grasping
various concepts. Karpf et al. [25] study the EU ETS as a transaction network, showing that
a hierarchical structure has emerged. Yaverolu et al. [53] develop a framework for analyzing
and comparing networks. [28] present a game-theoretic problem which has an equilibrium
that resembles a fairness principle.

Schiiller et al. [42] propose a non-cooperative differential game where countries influence
their neighbors. Abebe and Goldner [3] discuss the need for different mechanisms to serve
social interests in social groups with challenges. Abebe et al. [4] analyze the importance of
subsidies in alleviating income shocks.

1.4 Outline of the Thesis

1.4.1 Chapter 1: Introduction

This chapter introduces the context of climate change and the importance of the EU Emissions
Trading System (EU ETS). It describes the motivation behind the research and sets the stage
for the subsequent chapters.

1.4.2 Chapter 2: EU Emission Trading System

Chapter 2 provides an overview of the European Union emission trading system (EU ETS) as a
cornerstone policy instrument designed to achieve the ambitious climate targets of the EU. The
EU ETS sets a cap on greenhouse gas (GHG) emissions and employs a cap-and-trade mecha-
nism to ensure efficient emission reductions. One of its primary objectives is to achieve a 55%
reduction in GHG emissions by 2030 relative to 1990 levels. The system has evolved through
four phases, steadily lowering the cap and thus intensifying the incentive to reduce emissions.
In the first two phases, the free allocation of allowances largely followed a grandfathering ap-
proach. In Phases 3 and 4, a benchmarking approach was introduced to better reflect industry
performance and efficiency standards.

However, the EU ETS faces multiple challenges. One pressing issue is carbon leakage,
where firms relocate production outside the regulated area to avoid costs associated with emis-
sions. To mitigate this, the system provides free allowances to companies at risk, aiming to keep
them within the regulatory sphere of the EU. To further stabilize the market and avoid abrupt
price fluctuations, the EU ETS allows a degree of allowance banking and borrowing. Over time,
the annual reduction in the cap has increased from the initial 1.74% to more stringent rates in
Phase 4 (ranging between 2.2% and 4.4%).

48



By distributing a valuable resource (emission allowances) for free under certain conditions,
the EU ETS inevitably raises questions regarding fairness and equity. These concerns prompt a
deeper examination of how allocation mechanisms can be not only environmentally effective
but also just. The chapter closes by transitioning to the conceptual foundation of fairness,
which will be explored in the next chapter.

1.4.3 Chapter 3: Foundations of Fair and Efficient Division

Chapter 3 introduces the essential concepts of fair division and distributive justice, connect-
ing the historical, philosophical, and mathematical perspectives that underpin these ideas. The
notion of dividing resources fairly dates back millennia, evident in philosophical and religious
texts, and even in the biological imperatives of single-celled organisms. Yet, the formal math-
ematical study of fair division is relatively recent, emerging in the late 1940s with the work of
Steinhaus [43], Banach, and others.

This chapter surveys key concepts such as cake-cutting algorithms, envy-freeness, propor-
tionality, equitability, and welfare-based fairness measures (e.g., egalitarian and Nash welfare).
A critical distinction is drawn between different types of resources—divisible vs. indivisible,
homogeneous vs. heterogeneous—and how participants or "players’ evaluate these resources.
In the context of emission allowances, we encounter a homogeneous, divisible resource that
must be allocated among multiple stakeholders with potentially diverse interests and objec-
tives.

The chapter also introduces the contributions of the economist Hervé Moulin, who re-
fined the theoretical underpinnings of distributive justice. His four classic principles, rooted
in ancient philosophical thought, including Aristotle’s assertion that ’equals should be treated
equally, and unequals unequally, in proportion to relevant similarities and differences’, offer
a structured way of thinking about fairness. Two key principles, Compensation and Reward,
concern how accountability for player differences should influence allocation. Additionally,
Exogenous Rights and Fitness principles capture the idea that certain rights exist by virtue of
mere existence, while others relate to the capability to use the allocated resource efficiently.

These theoretical insights form the foundation upon which subsequent chapters build. By
applying these fairness principles to the distribution of emission allowances under the EU ETS,
the thesis aims to propose allocation models that balance ecological imperatives with ethical
considerations, ensuring that environmental policies are not only effective, but also socially
acceptable and just.

1.4.4 Chapter 4: Exploring Horizontal Equity in the EU ETS Using Data Analysis

This chapter delves into the concept of horizontal equity, treating equals equally, in the context
of the EU ETS at the country level. It presents three experiments designed to uncover correla-
tions between countries’ characteristics and their allocations of free emissions allowances:

1. Linear Regression on Country Pairs: Using eight characteristics for each country, such
as GDP per capita, population, energy intensity, and economic structure, this experiment
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compares the Euclidean distance in the feature space with the distance in free allocations.
Initial plots suggest some correlation, yet certain countries show consistently lower or
higher allocations relative to their attribute similarity.

2. Median Country Anchor Experiment: In an attempt to improve explanatory power, a
median country is chosen as a reference point. Distances from this median are regressed
against allocation differences. Contrary to expectations, this approach reduces the ex-
planatory capacity, indicating that a single anchor country is insufficient.

3. Optimization of Feature Weights: Inspired by Aristotle’s principle that relevant similar-
ities must be considered proportionally, this experiment uses an optimization algorithm
to identify the best combination of feature weights. While this approach improves ex-
planatory power, certain countries (e.g., Poland, France, and the Netherlands) remain
outliers. This persistent discrepancy suggests a more nuanced clustering or segmenta-
tion may be necessary.

These findings motivate a shift towards cluster-based approaches to improve the explana-
tory power of fair allocation frameworks.

1.4.5 Chapter 5: Cluster Analysis to Refine Horizontal Equity

The work in Chapters 5 and 6 has resulted in a publication: “Fair and efficient allocation of
EU emission allowances”, Global NEST International Conference on Environmental Science &
Technology. Chapter 5 employs clustering techniques to group countries into more homoge-
neous subsets, aiming to improve the explanatory power of various indicators:

1. Clustering Approach: After testing several cluster validity benchmarks, the data for 2018
are divided into three clusters:

e Cluster 1: Major European economies.
e Cluster 2: Eastern European countries.

e Cluster 3: The remaining member states.

2. Indicator Analysis within Clusters: Four key indicators are examined—Population, GDP
per capita, Total Energy Supply, and a composite measure (Total Energy Supply x Energy
Intensity). Different clusters show varying degrees of explanatory power. Population
and energy-related indicators explain the allocations in Clusters 2 and 3 more effectively,
while GDP per capita remains a weak explanatory variable. Cluster 1, comprising large
EU economies, is notably harder to explain with any single indicator.

Despite the improved clarity provided by clustering, the results suggest that a more direct
and principled approach to allocation may be necessary - grounded in a formal optimiza-
tion framework that integrates fairness principles.
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1.4.6 Chapter 6: Formulating an Allocation Model via Linear Optimization

Chapter 6 introduces a linear optimization model designed to systematically incorporate multi-
ple fairness principles into the allocation of emissions allowances. Drawing on Moulin’s prin-
ciples of fitness, reward, compensation and exogenous rights, the model:

1. Decision Variables and Parameters: Defines allocations v; j; for each country 4, sector
J, and year ¢. Inputs include GDP, Verified Emissions, Purchasing Power Standards, and
historical allocations.

2. Objective Function: Maximizes economic efficiency, measured as GDP per unit of emis-
sions adjusted by purchasing power, thus operationalizing the fitness principle.

3. Constraints: Implements fairness principles through a set of linear inequalities:

Total Cap Constraint: Ensures allocations sum up to 1 (total available allowances).

Country and Sector Constraints: Preserves logical consistency between aggregate
country and sector shares.

Historical Deviation Bounds: Limits year-to-year allocation changes to honor the
compensation principle.

Population-Based Fairness: Aligns allocations with population shares, reflecting Ex-
ogenous Rights.

Economic Activity Proportionality: Grants sector allocations proportional to their
share of national GDP, reflecting the reward principle.

Using data from 2017, the model was executed for a preliminary test run incorporating the
core constraints along with only the historical deviation constraint from the additional param-
eters. A sample of the resulting allocations for selected countries is presented in Table 1.1

Table 1.1: First Test Run Results Using Core Constraints and Historical Deviation Constraint

Country | Efficiency | Actual 2018 (%) | Predicted (%) | Difference (%)
Sweden 11.949 3.27 3.95 21.07
Germany 6.2988 20.95 19.77 -5.62
Greece 1.9529 2.04 1.58 -22.47
Estonia 1.6987 0.46 0.53 13.74

However, the model’s evaluation is limited by the absence of a benchmark or external stan-
dard for comparison. This limitation is addressed in the next chapter, where alternative allo-
cation mechanisms are explored to provide a more comprehensive assessment.

1.4.7 Chapter 7: Uniform Linear Mechanisms and Their Theoretical Foundations

In this chapter, we discuss the work of Lin and Lu [28], who introduced the concept of al-
locating emission permits using Uniform Linear Mechanisms (ULM). Their model, developed
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concurrently with our research, addresses a game-theoretic problem that closely aligns with
the objectives of our study: to design an allocation rule that is both fair and efficient from a
societal perspective.

Model Setup and Theoretical Results

Lin and Lu consider a setting with one regulator and multiple firms i € {1,2,..., N}. The
regulator chooses an allocation rule ® = (®1,P9,..., Py ) that determines how emission
permits are distributed freely to each firm. Each firm then chooses its production quantity g;
and emission level z;, with the constraint z; < ¢;, effectively deciding how much to abate.
Formally, the players and strategies are as follows:

1. Regulator: Chooses an allocation rule ®; to distribute free permits to firms.

2. Firms: Each firm i chooses ¢; > 0 and z; € [0, ¢;] to maximize its profit.
The regulator’s objective is to maximize the Adjusted Consumer Surplus (ACS):
ACS(®) = CS(Q) — S(K), (1.1)
where:
e ()= ZZ]\; 1 ¢ is the aggregate production.
o K = Zf\il x; is the total emissions.

e CS(Q) denotes consumer surplus when the total output is Q.

e S(K) is a strictly increasing pollution cost function.

Firms aim to maximize their profits given the chosen allocation rule ®;:

qu cqi — filgi — @) — 7 (2 — Pi(q)) | (1.2)

qz>0 x;€ [0 i)
where:
e p(-) is the inverse demand function.
e f;(-) is the abatement cost function for firm i.
e 7 is the permit price.
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Uniform Linear Mechanisms and Equilibrium Results

Lin and Lu show that when the regulator sets ®;(q) = aqg; for some constant , the resulting
equilibrium is unique and achieves the maximum consumer surplus. This allocation rule ef-
fectively distributes free permits proportionally to production, linking the allocation directly
to the firm’s contribution to production. This approach resonates with the reward principle
of fairness, as firms that produce more and thus contribute more to societal welfare receive a
larger share of the free permits.

Their theoretical result highlights a cornerstone concept: Simple, proportional allocations,
much like a uniform tax or subsidy, can yield socially optimal outcomes under certain idealized
conditions. This provides a benchmark for evaluating alternative mechanisms.

Practical Considerations and Comparisons

While the ULM framework is elegant and achieves ideal outcomes under perfect information
and rationality, it faces substantial practical hurdles. Implementing a ULM in real-world sce-
narios requires extensive data on demand curves, cost functions, and abatement capabilities
of each firm, information that is typically unavailable or prohibitively expensive to obtain.
However, ULMs serve as an invaluable theoretical benchmark.

In our research, we incorporate ULM-based allocations into synthetic data simulations.
This allows us to compare the performance of our proposed linear optimization model (from
Chapter 6) with the ULM model. We also test the impact of a regulator deviating from propor-
tional allocations, such as disproportionately favoring specific sectors or altering the emission
cap, and examine how these strategic manipulations affect consumer surplus, firm profits, and
abatement choices.

By doing so, we highlight the differences between a theoretically optimal but data-intensive
mechanism (ULM) and our proposed model, which is more data-feasible but may not always
achieve the same level of consumer surplus.

1.4.8 Chapter 8: Comparative Analysis Using Synthetic Data

In this chapter, we conduct a comprehensive comparison between the ULM approach and our
proposed linear optimization model introduced in Chapter 6, using synthetic data that sim-
ulate a miniature economy. By standardizing the environment, fixing the emission cap, free
allocation percentage, and demand structures, we can systematically evaluate the trade-offs
each model entails.

Simulation Setup and Assumptions

We consider a scenario with a common emission cap K = 0.8 K g 4r7, which means that emis-
sions are reduced to 80% of the BAU levels. Of these allowances, 40% are allocated free to the
firms, and the remaining are auctioned or left to be traded. We assume that both models have
the same environmental footprint and can therefore be directly compared with respect to their
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impact on total emissions, production, and welfare.

Table 1.2: Synthetic Data Overview

Sectors and Demand Functions
Steel p(z) =200 — 0.1z -
Cement p(z) = 150 — 0.05x -
Paper p(z) = 100 — 0.02x -
Chemicals p(x) =250 — 0.15x -
Automotive p(z) =300 — 0.2z -
Textiles p(x) =80 —0.01z -
Countries and Characteristics
Atlantis GDP/cap: 400 Industry: 30%
Omashu GDP/cap: 350 Industry: 25%
Hogsmeade GDP/cap: 450 Industry: 20%
The Court of Miracles GDP/cap: 300 Industry: 15%
Lilipoupoli GDP/cap: 250 Industry: 10%
Firms and Abatement Costs (Sample)
Steel Firm in Atlantis 22 + 322 + 23
Steel Firm in Omashu 4z + 2% + 323
Paper Firm in Hogsmeade r+ 2%+ a3
Paper Firm in The Court of Miracles r + 222 + 23

(Note: The full dataset is larger, incorporating more firms and additional sectors, and here,
we present a subset for illustrative purposes.)

We run simulations under both models:

1. ULM-Based Allocation (Lin and Lu): Firms receive permits proportionally to their out-
put, ensuring a unique equilibrium that maximizes consumer surplus.

2. Linear Optimization Model (Our Approach): Allocations are determined by solving the
linear program introduced in Chapter 6, balancing fairness principles with feasibility and
historical constraints.

Results and Comparative Insights

The simulations show that while the ULM approach achieves a higher consumer surplus, our
linear optimization model yields higher profits for firms and lower overall abatement efforts.
One potential explanation is that our model, which requires at least two years of data for stable
convergence, struggles to reach the theoretical optimum in a single-year simulation scenario.

From a fairness perspective, our model can incorporate additional principles (e.g., Exoge-
nous Rights based on population or compensation constraints to maintain stability over time),
which the pure ULM approach does not address directly. Although the ULM excels in terms
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of consumer surplus, its data requirements are prohibitive and it offers no built-in mechanism
for equity considerations that are not output-based.

1.4.9 Chapter 9: Future work

The final chapter discusses potential directions for future research, including further refine-
ment of the optimization model, exploration of alternative fairness principles, and application
of the model to real-world data.
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Chapter 2

Emission Trading - EU ETS

2.1 Introduction

Climate change remains one of the most urgent and complex challenges encountered by the
global community. The rapid rise in greenhouse gas (GHG) emissions, driven primarily by in-
dustrial activities and fossil fuel consumption, has led to a warming climate with severe conse-
quences for ecosystems, economies, and public health worldwide [35]. Recognizing the sever-
ity of this threat, governments, intergovernmental organizations, and a multitude of stake-
holders have rallied to implement agreements, frameworks, and mechanisms aimed at reduc-
ing GHG emissions on a global scale. Together, these initiatives underscore the necessity of
coordinated action to mitigate climate change.

Among the earliest and most impactful frameworks was the United Nations Framework
Convention on Climate Change (UNFCCC) [50], adopted in 1992, which set a foundation for
international cooperation on climate action. Since then, landmark agreements have built upon
this foundation, each with unique mechanisms and commitments. The Kyoto Protocol [48] of
1997 marked a pivotal step by establishing binding emission reduction targets for developed
nations and introducing flexible mechanisms, such as Emissions Trading and the Clean De-
velopment Mechanism (CDM) (article 12 of [48], to incentivize reductions. Later, the Paris
Agreement of 2015 [49] transformed climate governance by including both developed and de-
veloping nations under a common goal to limit global temperature increases to well below
2°C, with each country setting and updating voluntary Nationally Determined Contributions
(NDCs) to meet this target.

Furthermore, specialized protocols like the Montreal Protocol [47], and its Kigali Amend-
ment have played a significant role by phasing out hydrofluorocarbons (HFCs), which con-
tribute significantly to both ozone depletion and global warming. Sector-specific initiatives,
such as the Carbon Offsetting and Reduction Scheme for International Aviation (CORSIA), un-
derscore the commitment of industry-specific organizations, such as the International Civil
Aviation Organization (ICAO), to reducing emissions in high-impact sectors.

In parallel with these global efforts, regional initiatives have demonstrated the efficacy of
targeted policies. One of the most notable examples is the European Union Emission Trading
System (EU ETS), established in 2005 as the world’s largest and most ambitious carbon market.
Designed as a cap-and-trade system, the EU ETS limits emissions from high-emitting sectors
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Figure 2.1: Diagram of CAT System from EU ETS Handbook [22]

across the EU and enables companies to trade allowances within this cap. This market-driven
approach has made the EU ETS a cornerstone of Europe’s climate policy and serves as a model
for other regions aiming to reduce emissions while maintaining economic stability.

This thesis will explore the cap and Trade Systems (like the EU ETS) and the allocation of
free allowances, which we will discuss shortly.

2.2 Cap And Trade Systems

A central approach in addressing emissions has been the establishment of Emissions Trading
Systems (ETS) or cap-and-trade systems, which differ fundamentally from carbon taxes. While
taxes set a fixed cost per unit of emissions, they do not directly ensure reductions in total
emissions, as firms may continue emitting if they accept the cost. Cap-and-trade systems, on
the other hand, establish a maximum (cap) on emissions and allow the market to determine the
price, thereby incentivizing companies to innovate and reduce emissions while aligning with
specific reduction targets.

Under cap-and-trade, a government or regulatory body issues a limited number of annual
permits, each allowing for a specific amount of carbon dioxide (CO3) emissions. The total
number of permits sets the cap, which is typically reduced over time to ensure a progressive
decrease in emissions. Companies that emit less than their allotted amount can sell (or “trade”)
unused permits to others, creating an economic incentive to cut emissions and drive permit
prices upward as the cap tightens. This gradual increase in permit costs motivates firms to
invest in cleaner technologies, ensuring that emissions reduction targets are met efficiently
and at a minimal economic cost.

2.2.1 Benefits of CAT Systems

Although counter-intuitive (to my singleton brain), CAT Systems have some strong arguments
against other systems. [22]
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Environmental Certainty Unlike carbon taxes, which set a price on emissions but don’t
guarantee a specific reduction level, CAT systems cap the total emissions allowed. This cap
provides more certainty about achieving a targeted environmental outcome, making it easier
to align with climate goals and international agreements.

Cost-Effectiveness By allowing companies to trade emission allowances, CAT systems en-
able reductions to occur where they are most economically efficient. Firms that can reduce
emissions at lower costs can sell their excess allowances to those facing higher reduction costs,
minimizing the overall expense of achieving emission targets.

Compatibility with International Markets CAT systems can be linked across jurisdictions,
facilitating international cooperation and potentially leading to a more unified global approach
to emissions reduction. For example, the European Union’s Emissions Trading System (EU
ETS) has explored linking with other systems to enhance market efficiency and environmental
outcomes.

Minimising risk to Member State budgets The EU Emissions Trading System (EU ETS) en-
sures emissions reductions from installations responsible for approximately 50% of the EU’s
total emissions. This certainty diminishes the likelihood that Member States must acquire ad-
ditional international units to fulfill their obligations under the Kyoto Protocol.

2.3 European Union Emissions Trading System (EU ETS)

2.3.1 Operation

The European Union Emissions Trading Scheme (EU ETS) operates as a cap-and-trade system
to limit greenhouse gas (GHG) emissions from participating entities. It does this by issuing
allowances, each representing the right to emit one tonne of CO2 equivalent (tCOe). The total
number of allowances is capped and has been decreasing annually by 1.74% since 2013, aligning
with progressively ambitious emission reduction targets. Starting in 2021, the factor increased
to 2.2% per year.

Annually, certain sectors—particularly those vulnerable to carbon leakage—receive a por-
tion of these allowances for free, while the remaining allowances are sold mainly through
auctions. By the end of each year, participants must surrender an allowance for every tonne
of COe they have emitted. If they lack sufficient allowances, they must either reduce their
emissions or purchase additional allowances through auctions or from other participants.

The value of allowances stems from their limited supply and the demand from participants
for whom emission reductions are costlier. This market mechanism ensures that emissions
are reduced where it is most economically efficient, benefiting both businesses and the broader
economy. Compliance is strictly enforced with substantial fines—starting at €100 per tCOe and
adjusted for inflation since 2013—for entities that fail to surrender enough allowances, thereby
effectively maintaining the emissions cap.
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Since Phase 2 began in 2008, participants with surplus allowances at the end of a trading
phase can “bank” them for future use, provided they are held in user accounts. For example,
unlimited banking from Phase 2 to Phase 3 was permitted, with unused Phase 2 allowances
automatically converted to Phase 3 allowances by June 2013 at no additional cost. These banked
allowances are incorporated into the Phase 3 cap.

Participants can also "borrow” allowances from their future allocations within the same
trading period to meet current obligations. This is feasible because allowances are allocated in
February each year, while the surrender deadline for the previous year’s allowances is at the
end of April. However, borrowing across different trading periods—for instance, using Phase
3 allowances to meet Phase 2 obligations—is prohibited. [22]

2.3.2 Brief History and Goals
In this section, information from the European Commission [17] and [[18] will be presented

Phase 1 (2005-2007) : Pilot Phase

The first phase served as a three-year pilot to test the system before it became a critical tool
for meeting Kyoto Protocol targets in Phase 2.

Key characteristics of Phase 1 included:

e Scope: Limited to carbon dioxide (CO2) emissions from power generators and energy-
intensive industries.

e Allowance Allocation: Almost all allowances were distributed to businesses for free.

e Compliance Penalty: A penalty of €40 per tonne of CO3 was imposed for non-compliance.

Achievements of Phase 1:

e Established a carbon pricing mechanism.

e Enabled free trade of emission allowances across EU member states.

e Developed infrastructure for monitoring, reporting, and verifying emissions.
Challenges : Due to the absence of reliable emissions data, caps were based on estimates,

leading to an oversupply of allowances. This surplus caused the price of allowances to plummet
to zero in 2007, as unused Phase 1 allowances could not be carried over to Phase 2.

Phase 2 (2008-2012) : Aligning with Kyoto Targets

Phase 2 aligned with the first commitment period of the Kyoto Protocol, where EU countries
had specific emission reduction obligations.
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Key features included:

e Reduced Cap: The overall cap was approximately 6.5% lower than 2005 emission levels.
e Expanded Membership: Iceland, Liechtenstein, and Norway joined the EU ETS.

e Broader Scope: Inclusion of nitrous oxide emissions from nitric acid production in some
countries.

e Allowance Allocation: Free allocations slightly reduced to around 90%, with some al-
lowances auctioned.

e Compliance Penalty: Increased to €100 per tonne of COs.

e International Credits: Businesses could purchase international credits totaling about 1.4
billion tonnes of CO2-equivalent.

e Registry Systems: Transitioned to a Union registry and replaced the Community Inde-
pendent Transaction Log (CITL) with the European Union Transaction Log (EUTL).

e Aviation Sector Inclusion: Aviation was incorporated into the EU ETS starting January
2012, although application to flights to and from non-European countries was temporar-
ily suspended.

Despite adjusting caps based on verified emissions data, the 2008 economic crisis led to greater-
than-expected emission reductions. This resulted in a surplus of allowances, exerting down-
ward pressure on carbon prices throughout Phase 2.

Phase 3 (2013-2020) : System Overhaul

Significant reforms were introduced to enhance the effectiveness and efficiency of the EU
ETS:

o Single EU-wide Cap: Replaced national caps with a unified cap across all member states.

e Auctioning of Allowances: Auctioning became the default method for allocating al-
lowances, moving away from predominantly free allocations.

e Harmonized Allocation Rules: Standardized rules for the free allocation of allowances to
address carbon leakage risks.

e Expanded Coverage: More sectors and greenhouse gases were included.

e Innovation Support: Set aside 300 million allowances in the New Entrants Reserve (NER
300) to fund innovative renewable energy technologies and carbon capture and storage
projects.
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Market Evolution The EU ETS has been instrumental in developing a robust carbon mar-

ket:

e Trading Volumes: Increased from 321 million allowances in 2005 to over 7.9 billion in
2012.

e Global Influence: In 2010, EU allowances accounted for 84% of the global carbon market’s
value.

e Economic Impact: Despite challenges, the EU ETS remained a key driver in the interna-
tional carbon market, with the total value of allowances traded reaching €56 billion in
2012.

Phase 4 (2021-2030) : Enhancing Ambition
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Phase 4 aims to further reduce emissions in line with the EU’s climate objectives:

o Allowance Allocation: Approximately 57% of total allowances are designated for auc-
tioning, amounting to about 7.855 billion allowances for the entire phase.

e Adjustments and Funds: Portions of auctionable allowances may be redirected to sup-
port free allocation buffers, the Innovation Fund, the Modernisation Fund, and the Social
Climate Fund.

e Actual Auction Volumes: Due to these adjustments, around 51.5% of the annual cap is
expected to be auctioned between 2021 and 2025.

e Market Stability Reserve (MSR): Continues to regulate the supply of allowances to sta-
bilize the market.

e Member State Derogations: Bulgaria, Hungary, and Romania opted to continue provid-
ing free allowances to their energy sectors, deducted from their auction volumes, under
Article 10c of the ETS Directive.

Aviation Sector in Phase 4

The aviation sector remains a distinct component:

e Allowance Allocation: 15% of aviation allowances are auctioned, with the cap deter-
mined using a bottom-up approach.

e Linear Reduction Factor: Applied to the aviation cap to align with overall emission re-
duction efforts.

e Phase-Out of Free Allocation: Free allocations to aircraft operators will be phased out by
2026, increasing the auctioned share to support sustainable aviation fuels.

e Between 2024 and 2030, 20 million aviation allowances are reserved to support the adop-
tion of alternative fuels.



Maritime Transport Inclusion Starting in 2024, maritime transport is covered by the EU
ETS. This sector inclusion increased the cap by 78.4 million allowances, based on emissions
data from 2018 and 2019.

Cap and its Reduction Trajectory

e Between 2024 and 2027, the annual reduction factor for the emissions cap will increase
to 4.3%, and from 2028 onward, it will rise to 4.4%.

e A 2023 revision targets a 62% reduction in emissions by 2030, compared to 2005 levels.

e Scheduled reductions in allowances: 90 million allowances in 2024 and 27 million al-
lowances in 2026.

e The EU ETS cap for 2024 is specified as 1,386,051,745 allowances.

e New Entrant Reserve: A reserve of allowances from Phase 3 (2013-2020) is retained to
accommodate new entrants.

By systematically identifying vulnerable sectors and adjusting free allowance allocations,
the European Commission aims to prevent carbon leakage while encouraging industries to
reduce emissions.

2.4 Allocation of Permits

With this groundwork laid, we now arrive at the crux of the ETS introduction: the allocation
of emission permits. In the subsequent section, the distribution of permits will take center
stage, as the cap established earlier represents the limited resource agents are competing for.
This process mirrors the allocation of any scarce resource, underscoring both its value and the
complexities in its fair distribution. In our analysis, these agents may be individual firms or
entire countries, each with unique stakes in securing their share of this finite resource.

2.4.1 Auctioning

According to: [15] (Commission, Auctioning of allowances) Since 2013, auctioning has been the
primary method for distributing emission allowances in the EU ETS, upholding the ’polluter
pays’ principle by requiring emitters to purchase the right to emit pollutants. Member States
conduct these auctions under the EU ETS Directive and Auctioning Regulation, ensuring they
are open, transparent, harmonized, and non-discriminatory. These rules also apply to Iceland,
Liechtenstein, Norway, and the UK’s electricity generation in Northern Ireland.

For the 2021-2030 period, the European Commission has specified auction shares for gen-
eral and aviation allowances. Up to 57% of general allowances are auctioned, with the remain-
der allocated for free to mitigate carbon leakage risk and promote low-carbon technologies. Of
the auctioned allowances:
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® 90% are distributed among Member States based on their historical emissions.

e 10% are allocated to 16 specific Member States to promote solidarity.

From July 2023 to August 2026, a portion of allowances is redirected to the Recovery and
Resilience Facility to fund the REPowerEU Plan. In aviation, approximately 15% of allowances
have been auctioned, increasing gradually so that most are auctioned from 2026 onward.

2.4.2 Benchmark

As described in [22] EU ETS Handbook.

Definition : A benchmark is a reference value for greenhouse gas (GHG) emissions, measured
in tonnes of CO, (tCO,) per unit of production activity. It is used to determine the level of free
emission allowances each installation within a sector receives under the EU Emissions Trading
System (EU ETS).

Purpose : A benchmark is not an emission limit or a reduction target. All installations within
a sector receive the same allocation of allowances per unit of activity. Installations with GHG
emissions lower than the benchmark may receive more free allowances than they need, poten-
tially allowing them to sell the surplus.

Basis : Benchmarks are set on an output basis whenever possible, considering all GHG emis-
sions from the entire production process for a specific product. In the EU ETS, product bench-
marks are based on the average GHG performance of the top 10% most efficient installations
producing that product in the EU.

To establish these benchmarks, industry sectors collected GHG emissions data from ETS
installations during 2007 and 2008, following Article 10a(2) of the EU ETS Directive. By plotting
the specific emissions (emissions per unit of output) of all installations in ascending order, a
“benchmarking curve” was created for each sector. The average efficiency of the top 10% best-
performing installations was then determined from this curve and set as the benchmark for
allocation rules. If insufficient data was available, the best available techniques were used as a
starting point to develop the benchmarks.

This algorithm provides a systematic method for establishing benchmarks in the EU ETS,
ensuring that free allocation of allowances is based on actual performance data and encourages
efficiency within sectors. It rewards installations that are more efficient than the benchmark
while incentivizing others to reduce their emissions.

2.43 Free Allocagtion & Carbon Leakage

Carbon leakage occurs when businesses relocate production to countries with less stringent
emission constraints due to increased costs from climate policies, rendering the climate policies
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Algorithm 1: ALGORITHM FOR ESTABLISHING PRODUCT BENCHMARKS IN THE EU ETS

Result: Benchmark value BM for each product
Input: Set of Installations I producing a specific product;
For each installation ¢ € I:
GHG emissions data E'(i) over the period 2007-2008;
Production output data P(7) over the same period.
for each installation ¢ in I do
Calculate specific emissions SE(7):

end for
Sort installations / in ascending order of SE(7).
Determine the number of installations representing the top 10% most efficient:

n10n = (0.10 X ‘IH

Select the set Iy, of the n1gy, installations with the lowest SE(3).
Calculate the benchmark BM as the average specific emissions of Ii,p:

BM — — Y SE()

n
10% i€ Liop

if Insufficient data is available for the product then
‘ Use Best Available Techniques (BAT) to estimate BM.
end if

Output: Benchmark value BM for the product, to be used in allocation rules.

both useless and harmful to the economy at the regulator. This risk is particularly significant

in energy-intensive industries. [[16]

European Commission’s Algorithm to Address Carbon Leakage

To combat carbon leakage, the European Commission implements a systematic approach under

the EU Emissions Trading System (EU ETS) [1€] [22]

Financial Compensation for Indirect Emissions:

e Member States can offer compensation to electro-intensive sectors for higher electricity

costs due to the EU ETS.

o This is governed by EU state aid rules and is limited to 25% of auction revenues, unless

justified otherwise.
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e Transparency measures require regular publication of compensation amounts.

With the allocation A(i), we proceed to distribute free emission permits. The algorithm
provided above is simplified, as a full exploration of the ETS free allocation mechanism lies
outside the scope of this thesis. However, it is worth noting that Article 10c of the EU ETS
Directive enables certain lower-income Member States to allocate free permits specifically for
modernizing their energy sectors. This mechanism supports investment in energy diversifi-
cation, infrastructure upgrades, and clean technologies, contributing to fairer and more sus-
tainable emissions reductions. Further details can be found in Article 10c and the allocation
for Phase IV and how countries responded to their claim for free Allocation is described on

[Table 2.1. [14]

2.5 Epilogue

This chapter has outlined the fundamental principles and frameworks of cap-and-trade sys-
tems, highlighting their importance in addressing global climate change. The next chapters
will investigate the fairness of free allocation in the EU Emissions Trading System, analyzing
its impact and effectiveness in ensuring equitable emissions reductions.
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Algorithm 2: IDENTIFYING AND ADDRESSING CARBON LEAKAGE UNDER THE EU ETS

Result: Allocation Plan of Free Emission Allowances to Sectors
Input: Set of Sectors .S;
For each sector s € S:  Direct Costs Cy(s), Indirect Costs C;j(s), Gross Value
Added GVA(s), Trade Intensity TI(s), Historical Activity Level HAL(s),
Benchmark BM(s)
1 for each sector s in S do
2 Calculate cost impact C'I(s):
3
C[(S) _ Cy(s) + Ci(s)
GVA(s)

4 if (CI(s) > 5% andTI(s) > 10%) or (C1(s) > 30% or TI(s) > 30%) then
‘ Mark sector s as At Significant Risk of Carbon Leakage

w

¢ end for
7 Compile the Carbon Leakage List £ with all sectors marked At Significant Risk.
8 for each installation ¢ in sector s do
9 Determine the applicable benchmark BM(i) based on the product produced.
blgorithm 1;
10 Calculate the Historical Activity Level HAL(¢) as the median production in a baseline
period (e.g., 2005-2008 or 2009-2010).
11 Calculate allocation A(%) using:
12

A(i) = BM(4) x HAL() x CLEF(s) x CF

where:
13 CLEF(s) is the Carbon Leakage Exposure Factor:
14 if s is At Significant Risk then
15 | CLEF(s) = 100%
16 else
17 ‘ CLEF(s) decreases from 80% in 2013 to 30% in 2020.
18 end if
19 CF is the Correction Factor:
20 if i is a non-electricity generator then
21 CF = Cross-Sectoral Correction Factor (CSCF), ensuring total allocation stays
within limits.
22 else if ¢ is an electricity generator then
23 ‘ CF = Linear Reduction Factor (LRF), in line with emission reduction targets.
24 end if
25 end for
26 for Phase 4 (2021-2030) do
27 Update the Carbon Leakage List using refined criteria based on trade and emissions
intensity.
28 for each sector s in .S do
29 if s is Highly Exposed then
30 ‘ Continue allocating allowances at 100% of the benchmark. 67
31 else if s is Less Exposed then
32 ‘ Allocate allowances at 30% until 2026, then phase out by 2030.
33 end if
34 end for
35 end for

36 Output: Detailed allocation plan A(s) for all sectors to mitigate the risk of carbon leakage.




Eligible Maximum Article = Amount to be Amount Amount to be

Member 10c derogation used under transferred from auctioned
States (40% of regular Article 10c Article 10c to the

allowances) Modernisation

Fund

Bulgaria 51,599,838 51,599,838 0 0
Czechia 111,462,281 0 111,462,281 0
Estonia 17,583,702 0 0 17,583,702
Croatia 11,957,703 0 5,978,852 5,978,851
Latvia 3,794,677 0 0 3,794,677
Lithuania 8,696,818 0 8,696,818 0
Hungary 34,610,750 20,748,000 0 13,862,750
Poland 273,211,665 0 0 273,211,665
Romania 91,673,704 5,600,000 86,073,704 0
Slovakia 33,228,414 0 33,228,414 0
Total 637,819,552 77,947,838 245,440,068 314,431,646

Table 2.1: Allocation of allowances under Article 10c for the modernization of the energy sec-
tor in eligible Member States in Phase IV.
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Chapter 3

Fair Distribution - Fair Division

3.1 Introduction

Fair division is the problem of dividing one or several goods among two or more agents in a way
that satisfies a suitable fairness criterion. It is a fundamental issue in economics, mathematics,
and computer science, and is part of the larger research area of multiagent resource allocation
[11]. The goal is to find an allocation that is considered fair by all participants, despite their
differing preferences.

Fair division studies the allocation of scarce resources among interested agents, intending
to find an allocation that is fair to all participants involved [5]. However, fairness is a complex
and multifaceted concept, making it challenging to define precisely. Different fairness criteria
may be appropriate in different contexts, and what is considered fair by one agent may be
viewed differently by another.

In this chapter, we will explore the fundamental concepts of fair division, including defi-
nitions, types of goods, preference representations, and fairness criteria. We aim to provide a
structured understanding of how resources can be allocated fairly among agents with varying
preferences.

3.2 Definition

To understand fair division comprehensively, we need to break down its components:

Fair division is the act of dividing or distributing something among agents who desire
it, using an algorithm that adheres to a specified fairness criterion.

We need to define the following elements to make this statement meaningful:

1. Who is dividing or distributing?
2. Who are the recipients?
3. What is being distributed?

4. How can we define the agents’ preferences?
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5. What constitutes a fairness criterion?

3.2.1 Who is Dividing or Distributing?

The division can be performed by a central authority, such as a benevolent dictator, or through
a collaborative process involving all agents. The method of division influences the fairness
perception of the allocation. In some cases, an impartial mediator may oversee the process to
ensure adherence to fairness principles.

3.2.2 Who are the Recipients?

Let N = {1,...,n} be a finite set of agents (or players). These agents are participants in
the fair division problem and must find a way to divide or distribute resources among them-
selves. Agents can represent individuals, organizations, or any entities with preferences over
the resources.

3.2.3 What is Being Distributed? (Types of Goods)

The resources to be divided can take various forms, from tangible items like land and com-
modities to intangible assets like intellectual property or broadcast rights. According to [[11],
the main types of resources (or goods, items, objects, commodities) are:

e Continuous vs. Discrete: A resource may be continuous (e.g., energy) or discrete (e.g.,
individual fruits). Continuous resources are typically divisible into any fraction, while
discrete resources are indivisible units.

e Divisible vs. Indivisible: Divisibility depends on the allocation mechanism. Divisible
goods can be shared among agents in any proportion, whereas indivisible goods cannot
be split without losing their value.

e Sharable vs. Non-Sharable: Sharable resources can be allocated to multiple agents si-
multaneously without diminishing in value (e.g., digital goods like software licenses).
Non-sharable resources cannot be used by more than one agent at the same time.

e Static vs. Dynamic: Static resources maintain the same properties during the allocation
process, while dynamic resources can lose value, spoil, or change properties over time

(e.g., perishable goods).

e Single-Unit vs. Multi-Unit: In multi-unit settings, identical resources (e.g., bottles of
champagne) are grouped together, whereas in single-unit settings, each resource is unique
and distinguishable. Multi-unit settings allow for more compact representations of allo-
cations and agent preferences.
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e Resources vs. Tasks: Task allocation is a form of resource allocation where tasks are
treated as resources with associated costs or negative utilities. Tasks may involve addi-
tional constraints such as dependencies or sequencing, adding complexity to the alloca-
tion problem.

To this list we must add another categorization.

e Homogenous vs. Heterogeneous: Resources may be identical and interchangeable (ho-
mogeneous) or differ in characteristics, desirability, or utility to the agents (heteroge-
neous). For example, a cake with varying toppings represents a heterogeneous resource,
as different parts may hold different values for different agents.

3.2.4 Preference Representation

Understanding agents’ preferences is crucial in fair division. A preference structure models an
agent’s preferences over alternatives X. The main types are:

e Cardinal Preferences: Represented by a utility function u : X — R, assigning a numer-
ical value to each alternative, indicating the level of satisfaction.

e Ordinal Preferences: Represented by a binary relation 77, where x 7~ y means the agent
prefers x at least as much as y. This defines strict preference (z > ¥) and indifference

(T ~y).

e Binary Preferences: A partition of X into “acceptable” and "unacceptable” alternatives,
indicating whether an option meets the agent’s minimal requirements.

3.2.5 Fairness Criteria

Fairness criteria establish the standards by which allocations are deemed equitable among
agents. These criteria not only ensure that allocations meet certain ethical standards but also
interact with efficiency concepts like Pareto optimality and social welfare orderings. Common
fairness criteria include:

e Envy-Freeness: An allocation is envy-free if no agent prefers another agent’s allocation
over their own. Formally, for all agents ¢ and j,

uZ(AZ) > UZ(A]),VJ eEN Nj %’L

where A; is the allocation to agent 7. This criterion aligns with the notion of individual
rationality and complements Pareto efficiency by ensuring that no agent has a justified
complaint against another’s allocation, thereby promoting a sense of fairness and satis-
faction among all participants.
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e Proportionality: Proportionality requires that each agent receives at least % of the total
value according to their own valuation. Formally,

1
uz(Al) > *ui(T),VZ. e N

3

where 7T’ is the total set of resources and n is the number of agents. This criterion ensures
a basic level of fairness by guaranteeing that every agent receives a fair share relative
to the total available resources, preventing scenarios where some agents receive dispro-
portionately less.

e Equitability: An allocation is equitable if all agents derive equal utility from their re-
spective allocations. Formally, for all agents ¢ and j,

uZ(Az) = uj(Aj),Vi e N

Equitability emphasizes fairness by striving for uniform satisfaction levels across all
agents. While it promotes equality, it may sometimes conflict with efficiency, as en-
suring equal utilities might prevent reaching Pareto optimal allocations.

e Maximin Share Guarantee: This criterion ensures that each agent receives a share that
is at least as good as the minimum value they could guarantee for themselves by parti-
tioning the goods into n shares and receiving the least valuable share. Formally, for each
agent ¢,

where MMS; is the maximin share for agent ;. The maximin share guarantee balances in-
dividual guarantees with overall fairness, ensuring that no agent is left with an allocation
worse than a certain threshold, thereby enhancing collective welfare without necessarily
compromising efficiency.

e Pareto Efficiency: An allocation is Pareto efficient if there is no other feasible allocation
that can make at least one agent better off without making any other agent worse off.
Formally, an allocation A is Pareto efficient if there does not exist another allocation A’
such that,

with at least one strict inequality. Pareto efficiency ensures that resources are allocated
so that no further mutual gains are possible, complementing fairness by maximizing
overall welfare without disadvantaging any agent.

Selecting an appropriate fairness criterion depends on the specific context and objectives of
the allocation process.

In subsequent sections, we will explore additional fairness criteria and examine their in-
teractions with various social welfare orderings and collective utility functions, providing a
comprehensive framework for evaluating and designing fair allocations.
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3.3 Another Framework for Distributive Justice

Hervé Moulin, in his book [31], builds upon Aristotle’s maxim: “Equals should be treated
equally, and unequals unequally, in proportion to the relevant similarities and differences.” He
uses this principle to define Horizontal Equity, which emphasizes treating individuals with
similar relevant characteristics equally.

Moulin’s framework identifies four key principles of distributive justice that guide the fair
allocation of resources:

1. Compensation: Involuntary differences in individual characteristics, such as disabilities
or socio-economic disadvantages, justify unequal resource shares to level the playing
field. This principle holds that inequalities arising from factors beyond an individual’s
control should be addressed through redistribution to achieve equity.

2. Reward: Voluntary differences, such as effort, skill, or productivity, are rewarded, lead-
ing to unequal resource distribution. This principle asserts that fairness requires ac-
knowledging and rewarding the contributions or choices that individuals actively make,
encouraging productivity and recognizing individual responsibility. This principle also
incorporates the notion of punishment, as a negative reward for malicious or negative
actions.

3. Exogenous Rights: Resources are allocated based on rights or claims independent of in-
dividual characteristics. Certain rights are universal and unrelated to personal effort or
circumstances, such as the right to vote or freedom of speech. This principle ensures
that fundamental rights are protected and that allocations respect these inherent entitle-
ments.

4. Fitness: Resources are allocated to those who can make the best use of them, maximiz-
ing utility or outcomes. This principle focuses on efficiency as a core consideration in
determining fairness and promoting societal benefit by encouraging the efficient use of
resources.

3.3.1 [Illustrative Example: The Lifeboat Dilemma

To demonstrate the application of Moulin’s distributive justice principles in real-world scenar-
ios, consider the following lifeboat dilemma:

[Lifeboat Dilemma] Imagine a situation where a ship is sinking and there is only one
lifeboat available that cannot accommodate all passengers. The decision-maker, acting as a
benevolent dictator, must determine who gets to board the lifeboat and who does not. This
scenario is a quintessential example of resource allocation under severe constraints. Sim-
ilar critical situations include medical triage during emergencies, allocating scarce organs
for transplantation, and setting immigration policies under limited capacity.

Different allocation strategies based on the principles described above would approach this
dilemma as follows:
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Exogenous Rights: Applying strict equality, the lifeboat seats could be allocated ran-
domly through a lottery system. This ensures that every individual has the same
probability of being selected, regardless of their personal attributes or circumstances.

Compensation: This approach might allow physically stronger individuals to attempt
to swim to safety, while those deemed weaker, such as women and children, remain
in the lifeboat. The aim is to balance survival chances by compensating for inherent
physical disparities.

Reward: Here, the focus would be accountability. Individuals responsible for causing
the ship to sink, such as those whose actions led to the emergency, might be excluded
from boarding the lifeboat as a form of punishment, thereby rewarding those who are
not at fault.

Fitness: Allocation based on fitness would prioritize individuals who can contribute
most effectively to the survival or future well-being of the group. This could mean
prioritizing crew members with essential navigation skills, or selecting women and
children due to their potential to contribute to future generations.

This lifeboat scenario highlights the inherent tensions between the four principles of dis-
tributive justice. While the Exogenous Rights principle emphasizes equal opportunity, the
Compensation principle seeks to address and rectify inherent inequalities. The Reward
principle introduces considerations of accountability and merit, and the Fitness principle
focuses on maximizing overall utility and future benefits. Balancing these principles re-
quires careful ethical consideration, as each principle may lead to different allocation out-
comes. In practice, a benevolent dictator must weigh these competing principles to arrive
at a decision that strives to be both fair and ethically justifiable.

3.4 Application of Principles in Cap and Trade Systems

3.4.1

Introduction

As we established in the previous chapter, CAT systems rely on the free allocation of permits
to combat carbon leakage [16]. The permits are another resource that needs to be distributed
among agents (Firms) who desire it by a Regulator using an algorithm that adheres to a specified
fairness criterion.

characterization of our problem

Permits can be characterized as follows:
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o Continuous and Divisible. This is evidently inaccurate. A single permit grants the right
to emit one metric ton of C'O,, which is the basic unit of our framework. However,
given the scale of the numbers involved in our analysis, one ton is effectively treated as
too small to matter, making the resource behave almost like a continuous variable.



e Homogeneous. Our permits are identical to each other.
e Non-Sharable, Static. It cannot be allocated to multiple agents, nor does it change states.

e Multi-Unit. Permits are grouped together as "permits” or “free allocation” and regarded
as one thing.

The initial allocation of European Union allowances (EUA) plays a crucial role in the stabil-
ity and efficiency of the Emissions Trading System (ETS), as it determines the overall scarcity
in the market [51]. A significant challenge in the allocation of emission allowances is establish-
ing an allocation principle that appropriately shares responsibility for CO2 emissions between
different member states. Equity in the distribution process is vital because unfair allocation of
free allowances can negatively impact the economic development of countries.

Over the years, numerous studies have advocated for a variety of allocation criteria for
emissions allowances, which can be summarized into two main principles: (1) fairness in terms
of distributive justice and (2) economic efficiency in terms of minimizing abatement costs [55].
Focusing on the first phase of the EU ETS, [[13] argues that the allocation was unfair and pro-
poses a method for the equitable reallocation of emission permits among member states. [24]
propose axioms based on population, historical emissions, and business as usual emissions to
establish equal-per-capita allowance allocation rules that favor developing countries with large
populations over developed countries with substantial historical emissions. In order to balance
economic activity and the production of renewable energy, [30] introduce a double-weighted
restricted equal awards rule to allocate emission allowances and investigate similarities in the
resulting allocation using an unsupervised clustering approach. Examining China’s Emission
Trading System, [39] proposes a multicriteria model that balances equity and efficiency in the
allocation of carbon allowances.

3.4.2 Alignment of Existing Allocation Principles with the four classic principles
of distributive justice

In the literature, many allocation principles have been proposed to guide the distribution of
emission allowances. These principles can be aligned with the four classic principles of dis-
tributive justice, as described by the economist Hervé Moulin: Compensation, Reward, Exoge-
nous Rights, and Fitness. In this section, we expand on existing allocation criteria and indica-
tors by incorporating the four classic principles in our framework. Throughout the following
sections, we shall refer to the “four classic principles of distributive justice” as "Moulin’s Prin-
ciples”. While this designation is not completely precise, as these principles existed long before
Moulin, who did not claim their invention, he is the most closely associated scholar to have
formulated them within our field.

In their review [55], they collect and present all the Allocation Criteria and Indicators used
in the literature to allocate permits; we extend the tables they present to include the fairness
principle they adhere to with respect to Moulin’s framework. presents the main allo-
cation criteria, their interpretations, operational rules, and alignment with Moulin’s principles.
The first 3 columns are from table 1 of [55].
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Similarly, lists the main indicators used for CO9 emission allocation, their associ-
ated allocation criteria, operational rules, and alignment with Moulin’s principles.

These tables illustrate how existing allocation principles and indicators align with Moulin’s
framework. The principle of Exogenous Rights corresponds to criteria that distribute permits
equally based on inherent rights, such as population. The principle Compensation aligns with
the criteria that adjust allocations based on economic well-being, with the aim of leveling the
playing field. The principle of Reward corresponds to criteria that allocate based on historical
responsibility or efficiency, rewarding or penalizing past actions.

3.4.3 Interpretation of Moulin’s Principles in Cap and Trade Systems

Moulin’s principles of distributive justice can be directly interpreted and applied within Cap
and Trade (CAT) systems to guide the allocation of emission allowances among participants.

Compensation: This principle suggests that entities with involuntary disadvantages, such
as lower economic capacity or higher abatement costs due to structural factors, should receive
more allowances to compensate for these factors beyond their control. In a CAT system, this
could translate to allocating more allowances to less developed countries or industries facing
higher costs due to technological limitations, thereby promoting equity and facilitating their
participation in emission reduction efforts.

Reward: Under the Reward principle, entities that have made voluntary efforts to reduce
emissions or have historically maintained low emission levels should be acknowledged and
potentially receive fewer allowances, reflecting their lower need for emission rights. In con-
trast, entities with high historical emissions may receive fewer allowances, incentivizing them
to reduce emissions. This aligns with the "polluter pay” concept, promoting accountability and
encouraging proactive environmental practices.

Exogenous Rights: This principle emphasizes equal rights to resources, irrespective of in-
dividual characteristics. In a CAT system, this could manifest itself as allocating emission al-
lowances equally on a per capita basis, reflecting the notion that all individuals have an equal
right to the atmospheric absorptive capacity. This approach promotes fairness by ensuring
that each participant starts with the same allocation, regardless of their economic status or
historical emissions.

Fitness: The fitness principle focuses on allocating resources to those who can make the
best use of them, maximizing the overall utility or outcomes. In the context of a CAT system,
this could involve allocating more allowances to sectors or entities that can achieve greater
emission reductions at lower costs, thereby enhancing the system’s overall efficiency. This
approach promotes cost effectiveness and ensures that emission reductions are achieved where
they are most economical.

By interpreting Moulin’s principles within CAT systems, policymakers can design alloca-
tion mechanisms that balance equity and efficiency. For example, a hybrid allocation method
could combine per capita allocations (Exogenous Rights) with adjustments based on economic
capacity (Compensation) and historical emissions (Reward). Furthermore, incorporating effi-
ciency considerations (Fitness) can ensure that the system not only distributes allowances fairly
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but also achieves emission reductions in a cost-effective manner. In practice, implementing
these principles requires careful consideration of the specific context and potential trade-offs
between fairness and efficiency.
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Table 3.1: Main Allocation Criteria, as per table 1 of [55], Aligned with Moulin’s Framework

Criterion

Interpretation

Operational Rule

Moulin’s Principle

Sovereignty /
Grandfathering

Egalitarianism

Ability to Pay

Economic Activity

Horizontal Equity

Vertical Equity

Polluter Pays /
Historical Respon-
sibility

Merit (Efficiency)

All nations (firms) have
equal rights to pollute
and to be protected from
pollution

All people have equal
rights to pollute and to be
protected from pollution

Mitigation costs vary di-
rectly with national eco-
nomic well-being

All nations should main-
tain their standard of liv-
ing

All countries should face

equal welfare changes as
a share of GDP

Welfare gains vary in-
versely with economic
well-being, and welfare
losses vary directly with
GDP

Nations with more his-
torical emissions need to
take greater abatement
burdens

Nations should be com-
pensated for prior emis-
sion reduction efforts

Distribute permits in
proportion to historical
emissions or energy
consumption

Distribute permits in pro-
portion to population

Distribute reductions in-
versely to GDP or per
capita GDP

Distribute permits in pro-
portion to GDP

Distribute
equalize
change (net loss as a
proportion of GDP equal
for each nation)

permits  to
net welfare

Progressively distribute
permits inversely/di-
rectly correlated with per
capita GDP

Distribute reductions in
proportion to cumulative
emissions

Distribute reductions in-
versely to emissions per
unit of GDP or produc-
tion intensity

Exogenous Rights
or Compensation

Exogenous Rights

Compensation

Reward or Fitness

Compensation

Compensation

Reward (Punish-

ment)

Reward or Fitness
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Table 3.2: Main Indicators and Allocation Rules, as per table 2 [55], Aligned with Moulin’s

Principles

Indicator

Allocation Criterion

Allocation Rule

Moulin’s Principle

Population Egalitarianism

Emission

Energy

GDP

Per
Capita
GDP

Emission
Intensity

Sovereignty / Grand-

fathering;

Polluter Pays
Historical Responsi-
bility

Sovereignty / Grand-
fathering

Economic Activity
Ability to Pay
Horizontal Equity

Ability to Pay

Vertical Equity

Merit (Efficiency)

Equal per capita permits

Equal adult per capita permits

Equal per capita permits with dis-
counted historical responsibility
Equal past and future per capita per-
mits

Equal per capita permits by Contrac-
tion and Convergence (C&C)

Equal per capita permits by Common
but Differentiated Convergence (CDC)

Proportional permits to historical
emissions (country/firm)

Proportional reductions to historical
emissions

Proportional reductions to cumulative
emissions

Proportional permits to energy con-
sumption

Proportional permits to energy pro-
duction

Proportional permits to GDP
Proportional reductions to GDP
Equal net abatement cost to GDP

Proportional reductions to per capita
GDP

Equal net abatement cost to per capita
GDP

Proportional reductions to emissions
per unit of GDP

Proportional reductions to emissions
per unit of GDP under C&C
Proportional permits to emissions per
unit of production outputs (Bench-
marking)

Exogenous Rights
Exogenous Rights
Exogenous Rights
and Reward
Exogenous Rights

Exogenous Rights
and Fitness
Exogenous Rights
and Fitness

Compensation
Reward

Reward

Compensation or
Exogenous Rights
Reward

Fitness
Compensation
Compensation

Reward (punish-
ment) or Fitness

Compensation

Reward or Fitness
Reward or Fitness

Reward or Fitness
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Chapter 4

Exploring Horizontal Equity and the data available on
the EU ETS

4.1 Introduction

Fairness in the allocation of free allowances under the European Union Emissions Trading
System (EU ETS) is critical to its effectiveness and acceptance among member countries. This
chapter presents three experiments that explore different dimensions of fairness using the same
dataset of economic and energy attributes of EU member countries.

1. Experiment 1: Investigates the relationship between the similarity of the profiles of the
countries and the similarity of their free allowance allocations by analyzing all pairwise
combinations of the countries.

2. Experiment 2: Examines whether using the median country as a reference point im-
proves the explanation of free allowance allocations.

3. Experiment 3: Explores the extent to which optimal linear combinations of features can
explain the allocations, identifying countries that cannot explain the rest even when
overfitting is allowed.

4.1.1 Data Collection

The dataset of the following experiments is common. The data set includes economic and
energy attributes for EU member countries from 2005 to 2020. The indicators used are listed
in Table b.1|, sourced from the World Bank and Eurostat. The data used are presented in this
table, but can also be found in the Appendix more descriptively.

In this plot, we also observe the data correlation (2010 data were used, yet the overall out-
look remains unchanged through the years).

4.1.2 Correlation Analysis

The following experiments investigate the relationship between 2 values. To do this, tools
are needed to measure the existence of a correlation between two values. In the upcoming
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Table 4.1: List of Indicators along with the Allocation Principles of [55] (Zhou & Wang 2016),
aligned with Moulin’s principles as presented in

data-and-maps/dashboards/
emissions-trading-viewer-1

Indicators Principle Data Source Moulin’s Prin-
ciple
Population Fairness https://data.worldbank.org/ Exogenous
indicator/SP.POP.TOTL Rights and pos-
sibly Reward
GDP per capita Fairness https://data.worldbank.org/ Fitness and
indicator/NY.GDP.PCAP.CD Compensation
Inflation Fairness https://data.worldbank.org/ Compensation
indicator/FP.CPI.TOTL.ZG or Fitness
Agriculture Fairness http://wdi.worldbank.org/ Fitness or Com-
table/4.2# pensation
Industry Fairness http://wdi.worldbank.org/ Reward or Fit-
table/4.2# ness or Com-
pensation
Manufacturing Fairness http://wdi.worldbank.org/ Reward or Fit-
table/4.2# ness or Com-
pensation
Total Energy Sup- | Fairness https://ec.europa.eun/ Reward or Fit-
ply eurostat/databrowser/view/ ness
nrg_bal_s/
Energy Intensity Economic https://ec.europa.eu/ Reward or Fit-
Efficiency eurostat/databrowser/view/ ness
NRG_IND_ET
Verified Emissions | Fairness https://www.eea.europa.eu/ Compensation

experiments, we will primarily present the R? value as the key indicator of linearity. Additional
metrics, including the Pearson correlation coefficient, p-values from regression analysis, and
error metrics such as mean squared error (MSE) that further support or challenge the linearity

assumption, will be provided in the Appendix for comprehensive reference.

4.2 Experiment 1: Analyzing Pairwise Similarities between

Countries

Objective To determine whether countries with similar economic and energy attributes re-
ceive comparable levels of free allowances by analyzing all possible pairwise combinations of
countries, and to assess whether this relationship varies across different phases of the EU ETS.

This experiment aligns with the "Horizontal Equity” discussed in

82



https://data.worldbank.org/indicator/SP.POP.TOTL
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http://wdi.worldbank.org/table/4.2#
http://wdi.worldbank.org/table/4.2#
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Figure 4.1: Correlation Matrix of the Data for 2010

Hypothesis There is a positive correlation between the Euclidean distances of countries’ at-
tribute profiles and the differences in their free allowance allocations across all pairs of coun-
tries. Specifically, countries with similar attributes should have similar allocations. We expect
that the strength and nature of this correlation may differ depending on the phase of the EU
ETS being examined, due to changes in allocation methodologies and regulatory adjustments

over time.

4.2.1 Methodology

Data Segmentation by ETS Phases The EU ETS has been implemented in distinct phases,
each characterized by different allocation rules and market conditions:

e Phase I (2005-2007)
e Phase II (2008-2012)

e Phase III (2013-2020)

For this experiment, we divide the data set according to these phases and perform the anal-
ysis separately for each phase to investigate potential differences in the relationship between
countries’ attribute similarities and allocation differences.

Data Normalization Normalize all attributes to ensure comparability between different scales.
This is achieved by dividing each attribute by its maximum value within each phase to account
for temporal changes in the data.
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Calculate Pairwise Distances

e Attribute Distance (Dy,;): For every pair of countries i and j, calculate the Euclidean

distance between their attribute vectors 2; and 7.

n
Dwij = Z (mi — xjk)Q
k=1

e Allocation Difference (Dy;,): Calculate the absolute difference between their free al-

lowance allocation ¥; and Y.

Correlation Analysis

DYij = |YZ_YJ|

e Scatter Plot: Plot D,,; against Dy;; V country pairs.

e Statistical Analysis: Compute 2 value of the linear regression to assess the strength of
the relationship.

4.2.2 Results and Analysis

Table 4.2: Analytic data for the linear regression of experiment

year pear- spear ken- | linear linear mse rmse mae | quadp quad

son man dall p r? value coeff

cor.n cor. tau | value

2005 0.84 0.71 0.53 0 0.71 0.02 0.13 0.11 0 0.22
2006 0.84 0.69 0.52 0 0.70 0.02 0.13 0.11 0 0.23
2007 0.79 0.65 0.48 0 0.62 0.02 0.15 0.12 0 0.25
2008 0.80 0.69 0.51 0 0.64 0.02 0.15 0.12 0 0.19
2009 0.76 0.62 0.46 0 0.58 0.03 0.16 0.13 0 0.22
2010 0.74 0.59 0.43 0 0.55 0.03 0.16 0.13 0 0.22
2011 0.79 0.64 0.47 0 0.62 0.02 0.15 0.13 0 0.25
2012 0.79 0.64 0.46 0 0.63 0.02 0.15 0.13 0 0.27
2013 0.77 0.60 0.44 0 0.59 0.02 0.15 0.12 0 0.30
2014 0.77 0.59 0.44 0 0.59 0.02 0.15 0.12 0 0.30
2015 0.80 0.62 0.47 0 0.64 0.02 0.14 0.11 0 0.28
2016 0.77 0.59 0.44 0 0.60 0.02 0.15 0.11 0 0.27
2017 0.79 0.60 0.44 0 0.62 0.02 0.14 0.11 0 0.30
2018 0.81 0.63 0.47 0 0.65 0.02 0.14 0.11 0 0.28
2019 0.81 0.63 0.47 0 0.65 0.02 0.14 0.11 0 0.28
2020 0.77 0.57 0.42 0 0.59 0.02 0.15 0.12 0 0.32
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The findings of Experiment 1 provide compelling information on the relationship between
similarities of economic and energy attributes and free allowance allocations between EU mem-
ber countries. The results confirm our initial hypothesis, but also reveal intriguing patterns
and variations across different phases of the EU ETS, especially as the allocation methodology
evolved.

Key Observations

1. Positive Correlation between Similarity and Allocation: The analysis shows a notable
correlation between countries’ profile similarities (measured by Euclidean distance) and
the similarity in their free allowance allocations. This finding supports our hypothesis
that countries with comparable economic and energy profiles tend to receive similar
levels of allowances, aligning with fairness in allocation.

2. Impact of ETS Phase on Correlation: As expected, the strength of this correlation de-
creases slightly in Phase III (2013-2020), reflecting changes in allocation methods, includ-
ing the gradual phase-out of grandfathering. The decline is mostly apparent through the
values of the Pearson correlation coefficient, the Spearman correlation coefficient, r2,
and the prize of the quadratic coefficient, which can be found in [Table 4.3, This decline
suggests that adjustments in the regulatory framework influenced the predictability of
allocation based on attribute similarity.

3. Country-Specific Variations: Analysis of individual countries reveals parallel trends
with differing y-intercepts, suggesting that country-specific factors influence baseline
allocations, even among countries with similar profiles. Some of the most influential
countries are displayed in different colors.

4. Quadratic Fit and Country-Based Lines: A quadratic model appears to capture the data
patterns better than a simple linear approximation. However, closer inspection reveals
that this improvement may be due to distinct clusters of country-specific lines rather
than a single, overarching quadratic relationship. This insight motivates the design of our
next experiment and perhaps the next chapter. The next experiment investigates whether
using a single median” country as a reference point could refine our understanding of
allocation consistency across the dataset.

4.3 Experiment 2: Using the Median Country as a Reference Point

Objecive Investigate whether using the median country as a reference improves the expla-
nation of free allowance allocations, thereby assessing the fairness of allocations relative to
a central benchmark. This experiment still aligns mainly with the broad idea of "Horizontal

Equity” discussed in
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Hypothesis The Euclidean distance of each country’s attribute profile from the median coun-
try’s profile is positively correlated with the difference in their free allowance allocations from
that of the median country.

4.3.1 Methodology

Algorithm 3: FIND MEDIAN COUNTRY

Result: The median Country
Input: The Attributes X
Initialize rank accumulation vector R with R(c) = 0 for each country c.
for each attribute A; in X do
‘ Sort countries ¢ by A;, assigning ranks (¢, 4;) from 1 to |C.
end for
for each country c do
‘ Update cumulative rank: R(c) < R(c) + r(c, 4;)
end for
Sort countries by R(c) in ascending order. Define the median country ¢yedian as:

Cmedian = sorted(R) [g’q

-
Output Cpedian to find its X,4.

Determine the median country Use to identify the median country based on

cumulative attribute rankings.

Calculating the Distances from the median Country

o Attribute Distance (Dy;,): Calculate the Euclidean distance between each country’s at-
tribute vector 7, and the median country’s attribute vector Z,cqian-

n
D:ci = Z ik — Tmedian,k
k=1

o Allocation Difference (Dy;): Calculate the absolute difference between the free alloca-
tion of each country Y; and that of the median country Y, ,edian-

DYZ- = D/z - Ymedian|

4.3.2 Results and Analysis
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Table 4.4: Analytic data for the linear regression of experiment

Mid year pear- spear ken- | linear  linear mse rmse mae | quadp quad
coun- son man dall P r? value coeff
try cor.n cor. tau value

Sweden 2005 0.76 0.42 0.28 0 0.58 0.02 0.15 0.12 0.00 0.39
Estonia 2006 0.87 0.61 0.45 0 0.76 0.01 0.11 0.09 0.01 0.24
Estonia 2007 0.81 0.52 0.36 0 0.66 0.02 0.13 0.10 0.01 0.30
Lithuania 2008 0.85 0.67 0.50 0 0.72 0.01 0.12 0.09 0.05 0.20
Sweden 2009 0.73 0.50 0.36 0 0.53 0.02 0.15 0.11 0.04 0.30
Bulgaria 2010 0.71 0.53 0.35 0 0.51 0.02 0.14 0.10 0.03 0.31
Austria 2011 0.78 0.61 0.45 0 0.61 0.02 0.13 0.11 0.00 0.35
Sweden 2012 0.75 0.45 0.34 0 0.56 0.02 0.14 0.11 0.00 0.46
Estonia 2013 0.71 0.46 0.34 0 0.51 0.03 0.16 0.12 0.01 0.42
Bulgaria 2014 0.76 0.52 0.39 0 0.58 0.02 0.14 0.11 0.01 0.33
Ireland 2015 0.79 0.31 0.23 0 0.62 0.02 0.13 0.11 0.00 0.76
Hungary 2016 0.76 0.47 0.36 0 0.57 0.02 0.14 0.10 0.02 0.29
Austria 2017 0.69 0.37 0.30 0 0.48 0.02 0.13 0.09 0.00 0.43
United 2018 0.76 0.67 0.49 0 0.57 0.01 0.09 0.06 0.33 -0.23
King-

dom

Austria 2019 0.75 0.43 0.33 0 0.56 0.01 0.11 0.08 0.00 0.39
Bulgaria 2020 0.75 0.47 0.36 0 0.56 0.02 0.14 0.11 0.01 0.34

Key Observations

1. Limited Explanatory Power of the Median Country: The median country does not serve
as an effective benchmark for explaining free allowance allocations across other coun-
tries, indicating that central tendencies alone may not capture the nuances in allocations.

2. Potential Explanatory Role of Specific Countries: Certain countries, such as Germany,
show inherent differences that make them potentially better reference points for explain-
ing allocations in other countries. This suggests that specific national profiles might be
more representative than a simple median.

3. Phase-Independence of Results: The weak correlation observed in this experiment ap-
pears to be largely unaffected by the phase of the EU ETS, suggesting that these poor
results are consistent over different regulatory periods.

4.4 Experiment 3: Optimal Feature Weights

Objective Determine the optimal linear combination of attributes for each country, permit-
ting potential overfitting, to evaluate if certain countries remain unexplained by others’ allo-
cations, independent of the chosen model. This experiment fundamentally scrutinizes what
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Figure 4.3: Experiment 2 Distances from from the median country

EstoniaYear:2006 (R* = 0.761) BulgariaYear:2010 (R* = 0.507)

o °®
* oA .
H] ° e o
(a) Phase I: 2006 (b) Phase II: 2010
United KingdomYear:2018 (R? = 0.57) GermanyYear:2018 (R? = 0.945)

(c) Phase III: 2018 (d) Phase III: 2018 NOT THE MEDIAN

“relevant” means in Aristotle’s principle of "Horizontal Equity,” addressed in ection 3.3. It is
imperative to follow Aristotle’s guideline of ”... in proportion to the relevant similarities and
differences.” In order to preserve these key differences, we use a general optimization algorithm
to identify the best feature combination.

Hypothesis Even with an optimized selection of attributes, certain countries cannot ade-
quately explain the free allocations of others, highlighting the disparities in the allocation
mechanism.
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4.4.1 Methodology

Feature Selection and Model Building:

e For each country ¢, build a linear regression model to predict free allocations Y of other
countries using their attributes Y and the country’s own attributes ;. The following

attributes were included:

® NN

Total energy supply

GDP per capita

Population

Inflation

Agriculture

Industry

Manufacturing

Energy Intensity

In this experiment, we avoided using verified emissions as this would be too correlated

on its own.

e Allow the model to find the optimal weights for each attribute, using algorithm R’s built
in optim package that utilizes "L-BFGS-B” (a general purpose optimizer).

Evaluation of Model Performance: Record all the values of R? using a different country

every time.

4.4.2 Results and Analysis

Table 4.6: R? values for all the countries throughout the years of the ETS

‘ Country 2005 2006 2007‘ 2008 2009 2010 2011 2012‘ 2013 2014 2015 2016 2017 2018 2019 2020
Austria 0.82 0.81 0.80| 0.84 0.83 0.83 0.82 0.82| 0.89 NA 0.89 090 0.89 0.87 0.85 0.87
Belgium 0.77 0.75 0.73] 0.77 0.75 0.77 0.75 0.75| 0.81 0.80 0.79 081 0.78 0.75 0.74 0.75
Bulgaria 0.83 082 NA | 083 081 083 080 0.80| 092 NA 092 093 092 091 091 0.92
Denmark 0.82 082 0.80| 0.85 0.84 0.84 0.83 0.83]| 0.92 092 0.92 0.93 092 092 091 0.92
Estonia 0.84 0.83 0.81| 0.86 0.85 0.86 0.84 NA | 093 093 NA 093 0.93 092 092 0.93
Finland 0.80 0.79 0.77| 0.82 0.81 0.82 0.81 0.81| 0.89 0.89 090 091 NA 0.89 0.89 0.90
France 031 0.35 0.23] NA 0.09 020 0.18 NA | 0.73 0.71 0.56 0.58 0.55 0.53 0.52 0.50
Germany 0.83 0.82 0.80| 0.86 0.85 0.85 0.84 0.84| 0.93 093 093 0.94 094 093 0.92 0.93
Greece 0.74 0.72 0.67| 0.71 0.71 0.70 0.68 0.72| 0.92 092 0.91 092 092 090 NA 0091
Hungary 0.82 0.81 0.80| 0.84 0.82 0.83 0.82 0.82| 091 NA 091 092 091 0.90 090 0.91
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(continued)

‘ Country 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Ireland 0.84 082 0.81| NA 085 0.85 0.84 0.83| 0.92 092 0.92 093 092 NA 090 0.91
Italy 0.72 NA 0.64| 0.86 0.85 0.85 0.83 0.77| 0.87 0.84 0.85 0.86 0.85 0.81 0.81 0.84
Latvia 0.84 0.83 0.82| 0.87 0.86 0.86 0.85 0.85| 0.93 093 0.93 094 093 092 092 0.93
Lithuania 0.84 0.83 0.82| 0.86 0.86 0.86 0.85 0.84| 0.93 0.93 093 093 093 NA 092 093
Luxembourg 0.84 0.83 0.82| 0.87 0.86 0.86 0.85 0.85| 0.93 0.93 0.93 0.94 0.93 0.92 092 0.93
Netherlands 0.69 0.68 0.64| 0.67 0.60 0.62 0.57 0.59| 0.69 0.68 0.62 0.65 0.60 0.55 0.53 0.59
Poland 0.72 0.72 0.69| 0.68 NA 0.62 0.64 0.68| 0.79 0.79 0.78 0.81 0.80 0.78 0.78 0.80
Portugal NA 0.80 0.79| 0.83 0.82 0.83 0.81 0.82| 092 092 091 092 092 NA 091 0.92
Slovenia 0.84 0.83 0.82| 0.87 0.86 0.86 0.85 0.84| 0.93 0.93 093 093 093 NA 092 0093
Spain 0.67 0.68 0.57| 0.72 0.66 0.66 0.62 0.66| 0.83 0.84 0.82 0.84 0.83 0.80 0.79 0.82
Sweden 0.82 0.81 0.80| 0.84 0.83 0.83 0.81 0.81| 0.86 0.87 0.87 0.88 0.87 0.86 0.86 0.88
United 0.64 0.66 0.63| 0.82 0.83 0.83 0.86 090| 0.75 0.79 0.71 0.76 0.67 0.64 0.58 0.65
Kingdom

Table 4.8: The weights for all the countries throughout the years of the ETS
Country Period | Energy GDPpc  Popu- Inflation Agricul- Industry Manufac-Energy Max
Supply lation ture turing  Inten- Std
sity

Austria Period 1 7.51 0.00  100.00 0.02 0.70 1.71 1.18 0.84 12.01
Period 2 50.53 0.17 78.39 0.00 0.21 2.27 0.28 0.00 43.53

Period 3 100.00 1.12 0.00 0.15 0.00 1.91 0.00 0.37 2.02

Belgium  Period 1 30.30 6.51 99.99 0.61 1.31 6.29 0.00 1.59 27.68
Period 2 78.00 5.17 56.29 0.54 0.00 0.00 2.11 2.15 51.91

Period 3 99.99 9.20 0.00 0.37 0.28 0.00 1.07 0.83 1.31

Bulgaria  Period 1 4.22 0.00 99.98 3.87 0.15 0.50 0.53 0.29 8.43
Period 2 54.38 0.01 82.49 0.54 0.00 2.28 2.83 0.04 48.80

Period 3 100.00 0.00 3.98 0.00 0.00 0.00 0.00 0.00 3.63

Denmark Period 1 8.56 0.42 99.91 0.76 0.96 5.42 0.63 0.67 13.04
Period 2 61.90 0.00 67.08 0.18 0.21 4.55 0.00 0.31 45.30

Period 3 100.00 0.00 3.32 0.00 0.00 0.00 0.00 0.00 2.93

Estonia Period 1 6.22 0.00 100.00 0.51 0.37 1.55 5.63 0.00 9.92
Period 2 57.65 0.00 61.58 0.03 0.00 1.39 0.02 0.00 48.90

Period 3 100.00 0.00 5.09 0.00 0.00 0.00 0.00 0.00 4.02

Finland Period 1 31.42 6.35 99.98 0.41 2.04 0.00 0.74 1.34 35.50
Period 2 82.92 0.45 53.95 0.13 0.00 2.17 0.24 0.00 50.78

Period 3 100.00 0.00 0.00 0.00 0.10 0.00 0.00 0.00 0.16

France Period 1 0.00 9.43 8.84 10.34 3.07 0.00 99.94 13.15 19.52
Period 2 0.00 4.29 42.90 11.46 0.00 0.00 99.00 15.03 23.34

Period 3 0.00 6.09 80.11 7.68 22.89 54.66 55.70 0.00 50.64
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(continued)

Country Period | Energy GDPpc  Popu- Inflation Agricul- Industry Manufac-Energy Max
Supply lation ture turing  Inten- Std
sity

Germany Period 1 4.28 0.00 85.35 1.45 16.15 67.19 58.46 7.30 43.12
Period 2 53.63 0.00 73.23 0.00 13.90 0.00 77.29 12.62 41.06

Period 3 84.75 0.00 3.11 8.31 9.57 16.67 75.05 11.87 40.82

Greece Period 1 5.36 4.26 99.99 6.08 8.63 12.72 3.97 0.94 17.42
Period 2 59.33 2.63 68.22 0.47 0.00 0.00 2.26 2.88 52.30

Period 3 100.00 0.00 3.64 0.00 0.09 0.00 0.00 0.00 2.12

Hungary Period 1 8.17 0.00 99.99 0.01 1.57 2.58 1.60 0.44 14.68
Period 2 60.50 0.00 82.76 0.37 0.01 3.79 0.00 0.00 35.12

Period 3 | 100.00 0.00 7.53 0.01 0.23 0.00 0.00 0.00 2.53

Ireland Period 1 7.67 0.00 99.99 0.00 0.08 0.59 1.79 1.01 11.33
Period 2 62.09 0.20 67.49 0.08 0.35 4.49 0.00 0.48 44.79

Period 3 | 100.00 0.00 1.37 0.00 0.00 0.04 0.12 0.09 1.87

Italy Period 1 99.87 0.00 15.25 0.00 2.47 0.00 0.01 0.00 17.86
Period 2 99.96 0.05 17.30 3.15 1.89 0.73 2.73 0.00 11.61

Period 3 99.98 0.35 2.06 1.08 4.04 0.91 0.00 0.24 3.69

Latvia Period 1 4.30 0.00  100.00 0.58 0.00 0.00 0.18 1.00 7.92
Period 2 59.54 0.00 69.29 0.00 0.00 0.00 0.00 0.04 43.22

Period 3 | 100.00 0.00 4.87 0.00 0.00 0.00 0.00 0.00 4.00

Lithuania Period 1 6.44 0.00  100.00 0.94 0.00 0.00 1.20 0.32 9.52
Period 2 60.19 0.00 68.12 0.00 0.03 0.00 0.00 0.00 43.86

Period 3 | 100.00 0.00 3.60 0.00 0.07 0.00 0.03 0.01 3.31
Luxembourg@eriod 1 6.72 0.00 100.00 0.43 0.00 0.39 0.18 0.71 11.14
Period 2 59.65 0.00 69.55 0.00 0.00 0.02 0.00 0.05 44.08

Period 3 | 100.00 0.00 5.64 0.00 0.00 0.00 0.00 0.00 4.13
NetherlandsPeriod 1 44.27 14.34 99.77 1.09 2.26 0.99 15.57 1.65 33.97
Period 2 98.51 9.55 41.52 2.43 0.00 0.00 8.15 16.93 45.54

Period 3 100.00 12.09 0.00 3.77 4.25 0.00 0.84 29.53 9.96

Poland Period 1 0.00 0.12 99.87 8.05 18.01 0.00 3.21 0.00 17.34
Period 2 23.00 0.00 99.99 6.55 2.53 0.00 3.12 0.00 32.88

Period 3 96.36 0.00 34.96 2.69 2.77 0.00 0.00 4.44 39.15

Portugal  Period 1 18.11 0.00 99.99 0.00 249 2.01 0.45 0.17 11.91
Period 2 73.47 0.00 67.41 0.00 0.30 6.47 0.00 0.00 44.94

Period 3 | 100.00 0.00 1.70 0.00 0.00 0.00 0.00 0.00 2.34

Slovenia  Period 1 8.49 0.00  100.00 0.00 0.03 0.00 0.19 1.01 13.46
Period 2 59.30 0.00 69.99 0.00 0.00 0.00 0.00 0.08 43.79

Period 3 | 100.00 0.00 7.29 0.00 0.00 0.00 0.00 0.00 431

Spain Period 1 100.00 0.45 40.90 7.94 18.04 0.00 38.87 0.11 31.84
Period 2 | 100.00 1.49 62.89 2.20 0.00 0.00 34.49 0.00 22.45

Period 3 | 100.00 0.00 29.18 3.71 0.00 14.26 0.00 0.00 7.11
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(continued)

Country Period | Energy GDPpc  Popu- Inflation Agricul- Industry Manufac-Energy Max
Supply lation ture turing  Inten- Std
sity
Sweden Period 1 0.00 0.00 99.91 0.00 0.90 2.50 2.26 0.83 3.26
Period 2 40.52 1.04 63.11 0.10 0.59 3.28 0.35 0.00 54.31
Period 3 | 100.00 0.42 0.96 0.02 0.00 0.02 0.00 0.00 1.47
United Period 1 91.27 0.00 10.68 16.05 0.00 0.00 42.88 0.09 43.90
King-
dom
Period 2 99.98 0.00 11.57 0.00 0.00 0.00 15.02 0.46 21.23
Period 3 | 100.00 0.00 0.00 0.38 0.00 2.66 15.15 0.00 8.92

The results of Experiment 3 offer profound insight into the complexities of modeling free
allowance allocations among EU member countries. By seeking the optimal linear combination
of eight key economic and energy attributes for each country, our objective was to determine
to what extent individual countries can explain the allocation patterns of others, even when
overfitting is permitted.

Variability in Predictive Accuracy: Table presents the highest values R? achieved
for each country in different years using any linear combination of selected attributes. The
results reveal significant variability in predictive accuracy among countries:

e High Predictive Power: Countries such as Austria, Denmark, Sweden and Germany
consistently achieved high R? values, often exceeding 0.85 in all EU ETS phases. This
suggests that these countries’ economic and energy profiles are sufficiently representa-
tive to model the allocations of other member states effectively.

e Low Predictive Power: In contrast, countries such as Poland and France exhibited lower
R? values, indicating a weaker ability to explain others’ allocations. Poland’s R? val-
ues, for example, hovered around 0.72 in Phase I and only marginally improved in later
phases, highlighting inherent differences in its profile that the linear models do not cap-
ture.

Diversity in Optimal Attribute Weights: Table illustrates the optimal weights as-
signed to each attribute that yielded the best R? values for each country during the three phases
of the EU ETS. Key observations include:

e Attribute Dominance: Many countries heavily weighted the attribute of total energy
supply. For example, Italy, Spain, and Germany assigned nearly 100% weight to this
attribute in certain periods, underscoring its importance in their allocation models.

e Varied Attribute Importance: Other countries displayed a more diversified weighting.
France, for instance, placed substantial weight on attributes like Manufacturing and Agri-
culture, reflecting the unique aspects of its economic structure.
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e Shifts Across Phases: The optimal weights for some countries changed significantly in
different phases of the ETS, indicating adjustments in their economic profiles or in the
allocation mechanism itself. Nonetheless, the majority of them remained fairly consis-
tent.

Systematic Patterns and Anomalies:

1. Consistent Underperformance: Despite searching for the best linear combination, some
countries, such as Poland and France, struggled to achieve consistently high values of R?.
This suggests that the selected attributes may not fully capture the factors influencing
their allocation patterns or that unique unmodeled factors influence their allocations.

2. Robust Predictors: Countries such as Sweden and Germany maintained high predictive
power, indicating that their economic and energy profiles are more aligned with the
overall allocation mechanisms of the EU ETS.

4.4.3 Discussion

The findings of Experiment 3, combined with insights from Experiments 1 and 2, reveal the
complexities and nuances in attempting to model the fairness of EU ETS free allowance allo-
cations. The observed variability in the prediction accuracy between member states highlights
the limitations of linear models when applied to the unique economic and energy profiles of
each country. Given these findings, cluster analysis can provide a more effective approach to
account for diversity between member states, grouping countries with similar economic and
energy profiles to better understand the underlying patterns in allocation outcomes.

The limitations identified may be analyzed on a case-by-case basis. For instance, Poland’s
unique dependence on coal, together with its use of Article 10c of the ETS [14], or the variety
of economic activities in France, might account for their allocation patterns. However, these
outliers suggest that such countries might belong to clusters distinct from other EU members.
Rather than enforcing a uniform model, employing cluster analysis would enable the identifi-
cation of country groups with similar structural traits, thus facilitating a more precise approach
to modeling their allocation patterns.

4.5 Conclusion

The analysis across the three experiments underscores the need for a more nuanced approach
to modeling free allowance allocations within the EU ETS. In particular, significant differences
in predictive accuracy suggest that a cluster analysis could uncover groups of countries with
similar economic and energy profiles, offering insights beyond those provided by linear models.
This approach would allow for a better understanding of shared allocation patterns and reduce
the risk of oversimplification inherent in standardized linear models.
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Chapter 5

Assessing the Limitations of Relaxed Horizontal Equity
in EU ETS Allocation

5.1 Introduction

In this chapter, our objective is to deepen our understanding of the allocation of free allowances
under the European Union Emissions Trading System (EU ETS) by employing a clustering anal-
ysis of EU Member States based on selected economic and energy indicators. The allocation of
emission allowances is a critical component of the EU ETS, which impacts the fairness and effi-
ciency of the system. By examining how different countries are grouped according to relevant
attributes, we can gain insight into the underlying principles that govern the allocation process
and assess whether the allocation aligns with notions of equity and economic efficiency [19]
(Dimos et al., 2023).

Following the literature on allowance allocation, we select multiple complementary criteria
as characteristics that describe EU Member States in terms of size, economic health, and energy
intensity. Our aim is to observe whether equity and efficiency are achieved in the EU ETS
allocation procedure. Using a clustering approach, we first categorize the Member States based
on the selected features and then compare each cluster regarding free allocation. Previous
literature has used cluster analysis primarily to group EU countries based on greenhouse gas
(GHG) emissions [26, 44] or allowance transfer patterns in the EU ETS [f].

5.2 Data Collection and Indicator Selection

Following the indicator selection methodology described by [55] (Zhou and Wang, 2016), we
select a set of economic and energy indicators that represent the principles of fairness and
economic efficiency in the context of the allocation of emission allowances. Indicators are
chosen to capture various aspects of each country’s profile, including population size, economic
health, energy consumption, and intensity.

The selected indicators, along with their associated allocation principles and data sources,

are presented in [Table 3.2

We consider data from 2005 to 2020, covering the first three phases of the EU ETS:

e Phase I (2005-2007): The pilot phase primarily uses grandfathering allocation methods.
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Table 5.1: List of Indicators along with the Allocation Principles of [55] (Zhou & Wang 2016),
aligned with Moulin’s principles as presented in

data-and-maps/dashboards/
emissions-trading-viewer-1

Indicators Principle Data Source Moulin’s Prin-
ciple
Population Fairness https://data.worldbank.org/ Exogenous
indicator/SP.POP.TOTL Rights and pos-
sibly Reward
GDP per capita Fairness https://data.worldbank.org/ Fitness and
indicator/NY.GDP.PCAP.CD Compensation
Inflation Fairness https://data.worldbank.org/ Compensation
indicator/FP.CPI.TOTL.ZG or Fitness
Agriculture Fairness http://wdi.worldbank.org/ Fitness or Com-
table/4.2# pensation
Industry Fairness http://wdi.worldbank.org/ Reward or Fit-
table/4.2# ness or Com-
pensation
Manufacturing Fairness http://wdi.worldbank.org/ Reward or Fit-
table/4.2# ness or Com-
pensation
Total Energy Sup- | Fairness https://ec.europa.eun/ Reward or Fit-
ply eurostat/databrowser/view/ ness
nrg_bal_s/
Energy Intensity Economic https://ec.europa.eu/ Reward or Fit-
Efficiency eurostat/databrowser/view/ ness
NRG_IND_ET
Verified Emissions | Fairness https://www.eea.europa.eu/ Reward

e Phase II (2008-2012): The first commitment period under the Kyoto Protocol, with con-

tinued use of grandfathering.

e Phase III (2013-2020): A shift towards benchmarking and auctioning, with more central-
ized allocation rules.

The selection of these indicators aims to capture the principles of fairness, such as the
ability to pay and vertical equity, and economic efficiency, which relate to the effective use of

resources in reducing emissions.
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https://data.worldbank.org/indicator/SP.POP.TOTL
https://data.worldbank.org/indicator/SP.POP.TOTL
https://data.worldbank.org/indicator/NY.GDP.PCAP.CD
https://data.worldbank.org/indicator/NY.GDP.PCAP.CD
https://data.worldbank.org/indicator/FP.CPI.TOTL.ZG
https://data.worldbank.org/indicator/FP.CPI.TOTL.ZG
http://wdi.worldbank.org/table/4.2#
http://wdi.worldbank.org/table/4.2#
http://wdi.worldbank.org/table/4.2#
http://wdi.worldbank.org/table/4.2#
http://wdi.worldbank.org/table/4.2#
http://wdi.worldbank.org/table/4.2#
https://ec.europa.eu/eurostat/databrowser/view/nrg_bal_s/
https://ec.europa.eu/eurostat/databrowser/view/nrg_bal_s/
https://ec.europa.eu/eurostat/databrowser/view/nrg_bal_s/
https://ec.europa.eu/eurostat/databrowser/view/NRG_IND_EI
https://ec.europa.eu/eurostat/databrowser/view/NRG_IND_EI
https://ec.europa.eu/eurostat/databrowser/view/NRG_IND_EI
https://www.eea.europa.eu/data-and-maps/dashboards/emissions-trading-viewer-1
https://www.eea.europa.eu/data-and-maps/dashboards/emissions-trading-viewer-1
https://www.eea.europa.eu/data-and-maps/dashboards/emissions-trading-viewer-1

5.3 Methodology

5.3.1 Data Normalization

Before performing the cluster analysis, it is essential to normalize the data to ensure that each
indicator contributes equally to the clustering process. In this chapter, we focus on normal-
izing each indicator by dividing the value for each country by the corresponding average
across all countries for each year. This approach provides a straightforward and balanced
comparison across countries, ensuring that each indicator’s influence on clustering is consis-
tent.

However, other normalization methods could be employed, each offering unique advan-
tages:

e Division by Maximum: Dividing each value by the maximum of the data set ensures
that all values lie between zero and one, emphasizing the relative size of each country’s
indicator.

e Linear Normalization or "Max-Min” Method: Using the ( — Zmin)/(Zmax — Zmin) for-
mula allows for a balanced scaling between minimum and maximum values, helping to
mitigate the impact of outliers.

e Normalization Similar to Principal Component Analysis (PCA): PCA normalizes data
by initially eliminating the DC offset, effectively centering the data around a mean of 0,
and subsequently scaling the data to fit within the range of [-1,1].

Each alternative method provides a different perspective and could influence how clus-
ters are perceived and interpreted. However, for the purposes of this chapter, average-based
normalization remains the primary method used in the analysis.

5.3.2 Clustering Method

We employ the k-means clustering algorithm to categorize the EU Member States based on the
selected indicators. Clustering of K-means is a partitioning method that aims to divide a set of
observations into k clusters in which each observation belongs to the cluster with the nearest
mean, serving as a cluster prototype.

5.3.3 Determination of Optimal Number of Clusters

Determining the optimal number of clusters, k, is a crucial step in the clustering process. We
utilized the NbClust package in R to identify the best number of clusters. The NbClust function
provides 30 indices for determining the number of clusters and proposes the best clustering
scheme based on the majority rule.

Given the relatively small number of countries (25 EU Member States considered), we re-
strict the possible number of clusters to between 3 and 7 to ensure meaningful and interpretable
groupings.
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For each year, those indicators are summarized in a table like this:

sk sk sk sk ok sk ok ok ok ok o o sk ok o o o ok sk sk ok ok sk sk sk sk sk sk sk sk sk sk sk sk sk s o o ok ok sk ok ok sk sk sk sk sk sk sk sk sk ok sk sk sk s ok ok ke ok sk ok ok ok ok ok
* Among all indices:

* 9 proposed 3 as the best number of clusters
* 2 proposed 4 as the best number of clusters
* 8 proposed 5 as the best number of clusters
* b proposed 7 as the best number of clusters

*xxkx* Conclusion k¥

* According to the majority rule, the best number of clusters is 3

presents the results from every year with the votes on every number of clusters. The
algorithm used normalized data - using the mean of each attribute - and the range in which
the indices could search was 3 to 7.

It is clear that the clustering is not unique, but we need to standardize one clustering to
perform our analysis. We chose the clustering that results from the 2018 data using the mean
for normalization. Here we can observe its difference from other clusterings produced on data
from other years. In the first plot, we let each year produce the best clustering, even with a
different number of clusters. In the second, we forced it to equal the 3 clusters of 2018.

5.3.4 Results of Clustering
The NbClust analysis suggests that the optimal number of clusters is 3. The resulting clusters
of EU Member States are illustrated in

Temporal Consistency of Clustering

To assess the stability of these clusters over time, we compared the clustering results of 2018
with those from other years. Leaving each year to determine its optimal number of clusters
(Figure 5.3a), we observed variations in cluster composition and number. However, when we
fixed the number of clusters to three for all years (Figure 5.3 b), the clusters remained relatively

consistent over time. This consistency suggests that the clustering based on the 2018 data
provides a reasonable representation of the grouping of Member States throughout the EU
ETS phases.
Cluster Composition

e Cluster 1: France, Germany, Italy, Poland, Spain, United Kingdom

e Cluster 2: Bulgaria, Estonia, Hungary, Latvia, Lithuania, Romania

e Cluster 3: Austria, Belgium, Cyprus, Denmark, Finland, Greece, Ireland, Luxembourg,
Malta, Netherlands, Portugal, Slovenia, Sweden
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Aligned Clusters (Other Years)

Aligned Clusters (Other Years)

Figure 5.1: Comparisons of clusters of 2018 vs other years
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Year Clusters = | Clusters = | Clusters = | Clusters = | Clusters = | Majority
3 4 5 6 7 Cluster
Phase I (2005-2007)
2005 9 2 8 0 5 3
2006 6 7 7 2 1 4
2007 10 2 10 2 0 3
Summary | Phase I shows a preference for clusters of 3 and 5, with the ma-
jority clustering at 3 in most years.
Phase II (2008-2012)
2008 5 3 13 0 2 5
2009 8 9 1 3 3 4
2010 6 1 6 2 9 7
2011 8 2 3 6 4 3
2012 6 3 2 10 3 6
Summary | Phase II exhibits more variation, with clusters of 4, 5, 6, and 7 all
being favored in different years, although cluster 3 remains the
most voted.
Phase III (2013-2020)
2013 10 6 1 3 4 3
2014 10 4 5 1 4 3
2015 6 2 4 7 5 6
2016 10 6 2 2 3 3
2017 13 3 6 0 2 3
2018 10 4 3 0 7 3
2019 10 4 3 0 7 3
2020 4 4 6 4 6 5
Summary | Phase III heavily favors cluster 3, with occasional years leaning
towards clusters 5 or 6, but the majority rule for most years re-
mains at 3.
Table 5.2: Yearly cluster analysis with majority votes for optimal clusters in each phase.

Cluster 1 comprises some of the largest economies and most populous countries in the
EU. These countries have significant industrial sectors, higher total energy consumption, and
higher verified emissions. Their economies are diverse, with substantial contributions from
industry and manufacturing, which are sectors that are energy intensive.

Cluster 2 includes several eastern European countries with smaller economies and lower
GDP per capita. These countries often have higher energy intensity due to less efficient energy

use and reliance on older technologies. Their industrial sectors may be significant relative to
their economies, but in absolute terms, they are smaller than those in Cluster 1.

Cluster 3 consists of a mix of smaller and medium-sized economies, many of which have
higher GDP per capita and more advanced energy efficiency measures. These countries often
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Clustering

Cluster 1: France, Germany,
Italy, Poland, Spain, United
Kingdom

Cluster 2: Bulgaria,

Estonia, Hungary, Latvia,
Lithuania, Romania

Cluster 3: Austria, Belgium,
Cyprus, Denmark, Finland,
Greece, Ireland, Luxembourg,
Malta, Netherlands,
Portugal, Slovenia, Sweden
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Figure 5.2: Map of Clustering

have significant service sectors and have made substantial investments in renewable energy
and energy efficiency technologies.

Analysis of Clusters in Terms of Free Allowance Allocation

The show the allocation of free emission permits. The following observation can be

made:
1. Average Free Allocation Between Countries and Phases. This plot shows the average free
allocation for each country in three phases. Phase 1 (2005-2007), Phase 2 (2008-2012) and
Phase 3 (2013-2020), grouped by clusters.
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2. Average Free Allocation Between Countries and Phases (Log Scale). This plot uses a log-
arithmic scale to visualize average free allocation across countries and phases, allowing
better data comparison with a wide range of values.

3. Average Free Allocation per Capita Between Countries and Phases. This plot displays the
average free allocation per capita for each country across the three phases, facilitating
comparison of allocations on a per-person basis.

Key Observations:

1. Declining Allocation Over Phases: There is a clear declining trend in the allocation of
free allowances across all clusters from Phase I to Phase III. This reflects the EU ETS’s
design, which progressively reduces the total number of allowances to encourage emis-
sions reductions.

2. Differences in Absolute Allocation: Cluster 1 countries receive the highest absolute
amounts of free allowances, consistent with their larger economies and higher emissions.
Cluster 2 receives the lowest absolute allocations, while cluster 3 sits between the other
two clusters.

3. Per Capita Allocation Differences: When considering free allocation per capita (Fig]
re 5.3c), Cluster 2 and 3 countries receive significantly higher allocations compared to
Cluster 1, particularly in Phases I and IL

4. Shift Towards Uniformity: Over time, the per capita allocations among the clusters con-
verge, indicating a shift towards a more uniform allocation approach in Phase III.

5.4 Regression Analysis

To further investigate the relationship between the selected indicators and the allocation of
free allowances, we performed a regression analysis. The goal is to assess which indicators are
significant predictors of the allocation and how this relationship varies between the different
phases of the EU ETS.

5.4.1 Regression Model Specification

Due to multicollinearity among some indicators, we select a subset of variables to include in
the regression model.

e Population
e GDP per capita

e Composite Indicator: Total Energy Supply multiplied by Energy Intensity
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e Total Energy Supply

The composite indicator measures total energy use, corrected for efficiency, making it a

valuable variable for analysis. Essentially, it represents the metric

stringent efficiency marker.

5.4.2 Regression Results

energy2
gdp

, which serves as a

We perform the regression analysis separately for each phase of the EU ETS to account for
changes in allocation rules and market conditions.

Table 5.3 summarizes the regression results of the different attributes of different clusters

through the phases.
Table 5.3: R? Values Across Phases and Clusters

Attribute Phase Cluster 1 R?> Cluster 2 R?> Cluster 3 R?

Last Year’s Verified emissions Phase I All clusters 0.9842 —
Phase Il  All clusters 0.9793 —
Phase Il All clusters 0.9111 —

Last Year’s Verified emissions Phase I 0.9510 0.7115 0.9798
Phase II 0.9573 0.9315 0.9697
Phase III 0.8224 0.8245 0.7859

Population Phase I 0.4515 0.08624 0.8275
Phase I 0.4247 0.8879 0.8353
Phase III 0.2807 0.7941 0.8011

GDP per Capita Phase I 0.005165 0.127 0.006142
Phase I 0.06907 0.4672 0.01339
Phase Il 0.07561 0.4774 6.58 x 1077

Total Energy Supply Phase I 0.3634 0.1156 0.7121
Phase II 0.3593 0.8039 0.7248
Phase III 0.4334 0.6891 0.9706

Total Energy Supply X Energy Intensity Phase I 0.3639 0.01803 0.6036
Phase II 0.2556 0.6993 0.6321
Phase III 0.4269 0.5703 0.9140

5.4.3 Key Observations

The regression analysis yields several important insights regarding the predictors of free al-
lowance allocations across different phases and clusters:

1. Verified Emissions
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e Shows consistently high R? values ranging from 0.78 to 0.98 in all phases and clus-
ters.

o Indicates that verified emissions are a strong and reliable predictor of free allowance
allocations.

. Population

e Shows variable values R2, from as low as 0.08 to as high as 0.89.

e Significant predictor in Cluster 2 and Cluster 3, particularly during Phase II.

. GDP per Capita

e Generally low R? values below 0.5 in all phases and clusters.

e Suggests that GDP per capita is not a significant determinant of free allowance
allocations.

. Total Energy Supply

e Displays moderate to high R? values, increasing in later phases.

e Strong predictor in Cluster 3 during Phase III with an R? of 0.9706.

. Composite Indicator (Total Energy Supply X Energy Intensity)

e Shows a wide range of values of R? from 0.02 to 0.91.

e Particularly strong predictor in Cluster 3 during Phase IIT (R? = 0.9140).

. Overall Trends

e Increasing relevance of energy-related indicators in the later phases of the EU ETS.

o The decreasing influence of GDP per capita over time, highlighting a shift towards
energy efficiency and emissions-focused allocation criteria.

5.4.4 Implications of the Results
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e Grandfathering and Energy: The near perfect R? values for verified emissions can be

attributed to the grandfathering which, even though is declining, it was prevalent on
Phase I and Phase II

e Fairness Considerations: The varying impact of population metrics suggests that fair-

ness principles, such as per capita allocations, are significant, especially in certain clus-
ters and phases.

e Limited Role of Economic Wealth: The minimal influence of GDP per capita indicates

that economic prosperity per individual is not a primary factor in the allocation process,
potentially avoiding biases toward wealthier nations.



5.5 Conclusion

This chapter has provided an in-depth analysis of the allocation of free emission allowances
under the EU ETS by employing clustering and regression techniques. The clustering of EU
Member States based on economic and energy indicators revealed three distinct groups, each
with unique characteristics that influence their allocation of free allowances.

Our findings highlight the following.

e The Allocation Mechanism is Multifaceted: The allocation of free allowances is not
solely based on emissions levels but also incorporates considerations of economic size,
energy intensity, and fairness principles.

e Verified Emissions are a Key Determinant: Across all clusters and phases, verified emis-
sions are a strong predictor of free allocations.

e Fairness Considerations are Evident: Higher per capita allocations to less affluent and
more energy-intensive countries suggest that the allocation mechanism accounts for dif-
fering capacities and challenges among Member States.

e Policy Evolution Reflects Shifting Priorities: The decreasing trend in free allocations
and the increasing significance of energy efficiency indicators indicate a shift towards
stricter emissions control and a greater emphasis on sustainable energy practices.

In general, the allocation of free allowances under the EU ETS appears to be guided by a
nuanced approach that balances efficiency and equity.
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Phases: Phase 1 (2005-2007), Phase 2 (2008-2012), Phase 3 (2013-2020)

5e+08 .
4e+08 i E
c : :
2 3ee08 L L
] i ; Phase
I 3 E B Prese
2 . | B Prase2
% 1 B Preces
© 2e+08 |
< !
1e+08 I ! i
. Lul‘-L-lLk‘ll;_ll‘-
& S » & SO ° S e @ S o L L © & P @ &
& e‘@ 4 & o \sé’ @»@? @,}\f K»)Qo? & Q@@@ p & & r & o o@@ P & E f’y @o @0{@ Q&& c}af %f
& S &)
&
Country
(a) Average Free Allocation Across Countries and Phases.
Phases: Phase 1 (2005-2007), Phase 2 (2008-2012), Phase 3 (2013-2020)
1e+08 3 V
5 § §
g : d
2 '
5 1e+05 H Phase
2 \ i B Prese
) ' H B Phase2
g . ! B Preses
z \
e i
% ‘
g : -
10402 3 \
&* S > & £ @ @ S & @ <@ & & & & e & © ® & & @ &
& ee" A \é‘&o & & «»&& s &@Q & & of <>‘*‘@e & s & ‘?°{& %\Jf R
& & &
&
Country
(b) Average Free Allocation Across Countries and Phases (Log Scale).
Phases: Phase 1 (2005-2007), Phase 2 (2008-2012), Phase 3 (2013-2020)
10 L i
2 1 1
- ! ‘
8 ! ‘
o ' "
g ' :
5 : Phase
8 ! ! W Prase
2 ! ' B Phase2
F} ! ! B Praces
£ ' ‘
A ‘
)
g
g
<

106 l

|hl|lmhh

MML.H

3 S N & & @ @ S @ @ @ @ & 3 & > 13 & O 3 & @ &
& S & $ & S & N & S & § & & & S & R &
& & & *_\Q& & & & ¢ @,«@ & S of oﬁ” & & & @(@ W L %,,@
~ ~ o
5
Country

(c) Average Free Allocation per Capita Across Countries and Phases.

Figure 5.3: Comparison of Free Allocations Across Countries and Phases.
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Chapter 6

Allowance Allocation as an Optimization Problem

6.1 Introduction

In this chapter, we transition from analyzing the fairness and efficiency of current allocation
practices to proposing an optimized allocation model for the European Union Emissions Trad-
ing System (EU ETS). Based on the findings from previous chapters, particularly the clustering
and regression analyses, our aim is to balance the principles of fairness and economic efficiency
in the allocation of free emission allowances.

The primary contribution of the optimization model is to standardize the allocation criteria
by expressing all factors on an equal basis, effectively attempting to balance social welfare
across Member States. The model seeks to integrate both country-centric and sector-based
approaches, recognizing that viewing the allocation of free permits solely as a country-centric
problem is not entirely unjustifiable. By combining these approaches within an optimization
framework, we can capture the nuances of both perspectives.

In this model, economic efficiency is encapsulated in the objective function, while fairness
is represented through the constraints. Our goal is to provide a versatile tool for analyzing
different allocation principles using a straightforward allocation mechanism. By adjusting the
constraints and parameters, the model can simulate various principles of fairness and assess
their impact on the allocation outcomes.

At the end of this chapter, we will present different formulations of the problem to illustrate
how alternative fairness considerations can be incorporated into the allocation mechanism.

6.2 Mathematical Formulation

6.2.1 Variables and Parameters

To formalize the optimization problem, we define the following variables and parameters:

1. Countries ¢ € C': The set of EU Member States participating in the EU ETS.
2. Sectors j € S: The set of sectors subject to emission allowances.

3. Years t: The time periods considered.
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4. Percentage of Free Allocation v; ;;: The percentage of total free allocation assigned to
country 4, sector j, in year t. The year ¢ will be omitted when the context allows, and
t — 1 will be used to refer to the previous year.

5. Gross Domestic Product GDPF; ;;: The GDP produced by sector j in country ¢, in year
t.

6. Verified Emissions e; ;: The verified emissions of sector j in country 4, in year ¢.

7. Purchasing Power Standards Multiplier PPS;: A factor similar to purchasing power
parity (PPP), used to convert euros into purchasing power in country ¢, in year ¢.

8. Aggregate Free Allocation v;: The total percentage of free allocation given to the coun-
try i.

9. Aggregate Free Allocation v;: The total percentage of free allocation given to sector j.
10. Multipliers ay;: Parameters used to encapsulate the principles of fairness and efficiency,
controlling the allowable deviations in allocations.
6.2.2 Objective Function

The optimization model aims to maximize the overall economic efficiency of the allocation,
measured by the ability of countries and sectors to transform allowances into economic value
adjusted for purchasing power. The objective function is defined as:

GDP,
maximize Z = Z va"t el L PPS;; (6.1)
< €i,j,t—1
i€C jes
This function rewards allocations to sectors and countries that can generate more GDP per
unit of emissions, adjusted for purchasing power, thereby promoting economic efficiency, in
accordance with Moulin’s fitness principle J.
6.2.3 Constraints
Optimization is subject to several constraints that incorporate fairness principles and practical
considerations.
Total Cap Constraint

The total allocation must not exceed the EU’s emission cap, which is normalized to 1 in terms
of percentages.

szi’j =1 (6.1)

icC jeS
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Country and Sector Allocation Constraints

The total allocation for each country is the sum of allocations across all sectors and similarly
for each sector:

v; = va VieC (6.2)
jeS

vi=> v; Vj€S (6.3)
ieC

Historical Deviation Bounds

To maintain stability and prevent abrupt changes in allocations, we impose bounds on the
allowable deviation from the previous year’s allocations, aligning with Moulin’s Principle of
Compensation [l.

For countries:

o1 Vi1 < vy <ag-vig—1 Viel (6.4)

For sectors:
a3 vji—1 Svjp < ogevj—1 VjeES (6.5)

Population-Based Fairness

To incorporate fairness based on population, we constrain the country allocations to be pro-
portional to their share of the total EU population, aligning to Moulin’s Principle of Exogenous
Rights B;

Population,
> _icc Population;

VieC (6.6)

(V]
This can be formulated as an equality or an inequality with acceptable deviation bounds.

Economic Activity Proportionality

To ensure that sectoral allocations within each country reflect the sector’s contribution to the
country’s economy, aligning with Moulin’s Principle of Reward [}, we include:

GDP,;

V5§~ GDP. v, VieC\Vjes (6.7)

Again, this can be formulated with acceptable deviations.
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Definition of Multipliers

The multipliers oy, are parameters that control the allowable deviations and can be adjusted to
simulate different fairness principles.

Example definitions:

: GDP

a1 = min (08, m) (68)
GDP

9 — max (12, GDPZ) (69)

where GDP is the average GDP in all countries. These definitions allow countries with

lower GDP to have smaller allowable decreases and more significant allowable increases in
allocations.

6.2.4 Explanation of the Constraints

The constraints serve to balance fairness and efficiency.
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Total Cap Constraint ensures that the total allocation does not exceed the cap set by the
EU ETS.

Country and Sector Allocation Constraints to maintain consistency in the aggregation
of allocations between countries and sectors.

Historical Deviation Bounds prevent sudden changes in allocations that could disrupt
economies or industries, allowing gradual transitions. This aligns with the compensation
principle of Moulin [ The notion here is that the agents are not responsible for their
different emissions in the past and thus are compensated in their journey to convergence.

Population-Based Fairness aligns allocations with the principle of equal per capita en-
titlements, supporting vertical equity. Thus, it is fundamentally the "Equal right to Pol-
lute”, which sits under the “Exogenous Rights” of the Moulin’s Principles B.

Economic Activity Proportionality ensures that sectors that contribute more to the
economy receive allocations that are proportional to their economic significance. Here,
this sum of utility is captured in the fitness principle or in the reward principle of Moulin

HE

Multipliers oy, allow flexibility in the model to incorporate different fairness principles,
such as the ability to pay or historical responsibility.



6.3 Solution and Methodology

6.3.1 Algorithm Selection

The optimization model is a linear programming problem (LP), as both the objective function
and the constraints are linear in the decision variables v; ;. Linear programming is suitable for
efficiently solving such problems, even with a large number of variables and constraints.

In cases where non-linear constraints or integer variables are introduced, the problem may
become a Mixed Integer Programming (MIP) or a convex optimization problem, requiring ap-
propriate solution methods.

6.3.2 Data Inputs

The data required for the model include:

e GDP Data (GDPF; ;j): Sourced from national statistics and Eurostat, representing the
economic output of each sector in each country.

e Verified Emissions (e; ;): Obtained from the European Environment Agency (EEA), re-
flecting the actual emissions reported by sectors.

e Population Data: From the World Bank or Eurostat, used in the population-based fair-
ness constraint.

e Purchasing Power Standards (PP.S;): Provided by Eurostat, used to adjust GDP for
purchasing power differences between countries.

e Historical Allocations (v;;—1, vj;—1): Past allocation data required for the historical
deviation constraints.

These data inputs are consistent with those used in previous analyses, ensuring continuity
and comparability.

6.3.3 Data Limitations and Model Simplification

In our effort to implement the optimization model with detailed sectoral data, we encountered
significant challenges due to inconsistencies between the coding systems used by different data
sources. The EU ETS database utilizes specific activity codes for sectors, whereas Eurostat and
other statistical agencies use the NACE (Nomenclature statistique des activités économiques
dans la Communauté européenne) codes. Although these two classification schemes overlap,
aligning them precisely proved difficult.

NACE Definition The Statistical Classification of Economic Activities in the European Com-
munity, commonly referred to as NACE (for the French term nomenclature statistique des ac-
tivités économiques dans la Communauté européenne), is the industry standard classification
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system used in the European Union. The current version is revision 2 and was established by
Regulation (EC) No. 1893/2006. It is the European implementation of the UN classification
ISIC, revision 4.

Sector Classification Mapping Despite efforts to reconcile the sector classifications, we were
only able to compile five broad supersectors by grouping codes from both the EU ETS and
NACE systems. The following table illustrates the mapping between the ETS activity codes,
their descriptions, and the corresponding NACE codes and definitions.

Table 6.1: Mapping between EU ETS Activity Codes and NACE Codes

ETS Code | EU ETS Activity Type NACE Code | NACE Definition Supersector
22 Production of coke C19.10 Manufacture of coke and C19
refined petroleum prod-
ucts
3 Coke ovens C19.10 Manufacture of coke and C19
refined petroleum prod-
ucts
2 Mineral oil refineries C19.20 Manufacture of refined C19
petroleum products
21 Refining of mineral oil C19.10 Manufacture of coke and C19
refined petroleum prod-
ucts
— Manufacture of Coke and Refined Petroleum Products —
23 Metal ore roasting or sin- C24.41 Precious metals produc- C24
tering tion
24 Production of pig iron or C24.10 Manufacture of basic iron C24
steel and steel and of ferro-
alloys
25 Production or processing C24.10 Manufacture of basic iron C24
of ferrous metals and steel and of ferro-
alloys
26 Production of primary C24.42 Aluminium production C24
aluminium
27 Production of secondary C24.42 Aluminium production C24
aluminium
28 Production or processing C244 Manufacture of basic C24
of non-ferrous metals precious and  other
non-ferrous metals
— Production of Basic Metals —
29 Production of cement C23.51 Manufacture of cement C23
clinker
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ETS Code | EU ETS Activity Type NACE Code | NACE Definition Supersector
30 Production of lime or cal- C23.52 Manufacture of lime and C23
cination of dolomite plaster
31 Manufacture of glass C23.1 Manufacture of glass and C23
glass products
32 Manufacture of ceramics | C23.3C23.4 | Manufacture of clay C23
building materials
Manufacture of other
porcelain and ceramic
products
33 Manufacture of mineral C23.99 Manufacture of other C23
wool non-metallic mineral
products n.e.c.
34 Production or processing C23.52 Manufacture of lime and C23
of gypsum or plaster- plaster
board
— Manufacture of Other Non-Metallic Mineral Products —
35 Production of pulp C17.11 Manufacture of pulp C17
36 Production of paper or C17.12 Manufacture of paper and C17
cardboard paperboard
— Manufacture of Paper and Paper Products —
37 Production of carbon C20.14 Manufacture of other or- C20
black ganic basic chemicals
38 Production of nitric acid C20.15 Manufacture of fertilizers C20
and nitrogen compounds

— Manufacture of Chemicals and Chemical Products —

Limitations

Although this mapping provides a general correspondence between the ETS ac-

tivity types and the NACE codes, it is not precise enough for the detailed sectoral analysis
required in our optimization model. The aggregation into broad supersectors limits the gran-
ularity of the data, making it unsuitable for accurately capturing the sector-specific dynamics
within each country.

Due to these data limitations, we concluded that the available sectoral data are not sufficient
to implement the optimization model at the desired level of detail.

Model Simplification

To proceed with our analysis despite the lack of detailed sectoral data, we simplify the model by
focusing solely on country-level information, removing the sector dimension. This adjustment
allows us to continue exploring the optimization framework using the available data while
acknowledging the limitations imposed by the data constraints.

115



6.3.4 Reformulated Optimization Model

By eliminating the sectoral index j, the optimization model is reformulated as follows.

Variables and Parameters
e Countries 7 € C: The set of EU Member States.
e Years ¢: The time periods considered.

e Percentage of Free Allocation v;;: The percentage of total free allocation assigned to
country ¢ in year t.

e Gross Domestic Product GD P;: The total GDP of country .
e Verified Emissions e;: The total verified emissions of the country .

e Purchasing Power Standards Multiplier PP.S;: The PPS adjustment factor for country
1.

e Multipliers a: Parameters controlling deviation tolerances.

Objective Function

GDPF;

maximize 2 = g v; -
e
ieC !

. PPS,; (6.1)

Constraints

1. Total Cap Constraint:

Zvi =1 (6-2)

i€C
2. Historical Deviation Bounds: Compensation Principle

a1 Vi1 SV <agvip1 Viel (6.3)

3. Population-Based Fairness: Exogenous Rights Principle

Population,
> _icc Population;

VieC (6.4)

V;

This simplified model retains the essential structure of the optimization problem while op-
erating at the country level. It allows us to analyze the allocation of free allowances among
countries based on their economic efficiency and fairness considerations, despite the limita-
tions in sectoral data.
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6.4 Example Runs

To illustrate the application of the model, we present example runs under different scenarios.

6.4.1 Scenario 1: Base case

In the base case, we set the multipliers o, to allow moderate deviations and use the data for
2017 to calculate the 2018 allocation and compare them.

a1 = 0.8
a9 = 1.2

We solve the LP problem using the data input and observe the allocation results:

Forecasted Allocation Observations

e Unreasonable Increase: Romania (47.56%) and Estonia (13.74%) show high allocation
growth, but this is partially attributed to the reduction they actually had in 2018.

e Moderate Growth: Countries such as Sweden (21. 07%), Ireland (15. 87%), and France
(19. 76%) maintain steady increases, reflecting effective resource utilization.

e Notable Decreases: Germany (-5. 62%), Spain (-21. 97%) and Belgium (-21. 03%) experi-
ence allocation reductions, suggesting areas for efficiency improvements.

o Efficiency Correlation: Higher efficiency scores generally align with positive allocation
changes, supporting the notion of effective resource distribution.

e Stable Allocations: Luxembourg, Slovenia, and Cyprus maintain low but stable alloca-
tion percentages, ensuring consistent support for smaller allocations.
6.4.2 Scenario 2: Increased Flexibility &

In this scenario, we allow for greater deviations to explore how allocations change, in addition,
we include a constraint about the Population:

a1 =0.5
g =2
a3 = 0.5
oy =2
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Table 6.2: Forecasted Allocation of 2018, case 1

Country Calculated  This  Year Next Year LP Allo- Deviation
Efficiency Allocation ~ Allocation  cated

Sweden 11.9490 3.29 % 3.27 % 3.95% 21.07 %
Ireland 11.0789 1.39 % 1.44 % 1.67 % 15.87 %
France 10.8103 9.71 % 9.73 % 11.66 % 19.76 %
Latvia 10.2065 0.26 % 0.25 % 0.31 % 24.02 %
Luxembourg 9.9518 0.18 % 0.18 % 0.21 % 16.99 %
Denmark 9.9225 1.16 % 1.13 % 1.39 % 22.96 %
Lithuania 9.1099 0.77 % 0.77 % 0.93 % 20.39 %
Austria 9.0483 2.73 % 2.79 % 3.28 % 17.56 %
United Kingdom 8.8856 7.60 % 7.70 % 9.12 % 18.49 %
Romania 8.6489 3.67 % 2.99 % 4.41 % 47.56 %
Italy 7.9020 9.54 % 9.81 % 11.45 % 16.63 %
Slovenia 7.5470 0.25 % 0.25 % 0.29 % 18.37 %
Hungary 7.4713 1.44 % 1.48 % 1.72 % 16.32 %
Germany 6.2988 20.71 % 2095 % 19.77 % -5.62 %
Spain 6.0700 8.29 % 8.50 % 6.63 % -21.97 %
Finland 5.7170 2.48 % 244 % 1.98 % -18.93 %
Belgium 5.6981 4.53 % 4.59 % 3.62 % -21.03 %
Portugal 4.8252 1.53 % 1.57 % 1.22 % -22.40 %
Netherlands 4.1503 6.10 % 6.31 % 4.88 % -22.61 %
Poland 3.7234 9.64 % 9.37 % 7.71 % -17.68 %
Cyprus 2.5220 0.32 % 0.31 % 0.25 % -17.85 %
Bulgaria 2.4126 1.79 % 1.68 % 1.43 % -14.64 %
Greece 1.9529 1.98 % 2.04 % 1.58 % -22.47 %
Estonia 1.6987 0.66 % 0.46 % 0.53 % 13.74 %

1. Country allocation deviation constraint: This constraint ensures that the allocation of
each country v; ; for the current period does not deviate significantly from the allocation
of last year v; ;—1, with limits set by a;; and aa:

a1 - V-1 SV <o vipe1 Viel

This implies that the allocation for each country in the current period should fall within
a range determined by a fraction of the previous allocation, where oy = 0.5 and oy = 2.
This keeps the allocation changes within the range of 50% to 200% of the previous year’s
allocation.

2. Population-Based Fairness Constraint This constraint ensures that each country’s allo-
cation v;; is within a range based on its share of the total population of the EU. Let p;
represent the share of population of country i as a fraction of the total EU population:
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a3 -pi <vig<oyg-p; Viel

Population;

W, a3 = 0.5 and a4 = 2.

where: p; =

This restriction ensures that the allocation of each country is proportional to its popu-
lation, restricted within 50% to 200% of its share of the total population. This helps to
fairly balance allocations between countries based on demographic size.

These constraints aim to stabilize allocations by preventing abrupt changes year-to-year, pre-
serving consistency while allowing for measured adjustments based on economic and effi-
ciency goals.

Results
Forecasted Allocation Observations

e Major Increases: Romania (145.94%), France (99.60%), Latvia (106.70%), and Denmark
(104.94%) exhibit the highest allocation growth.

e Significant Decreases: Germany (-50.57%), Belgium (-50.64%), Netherlands (-51.63%),
and Spain (-44.24%) face substantial allocation reductions, indicating potential areas for
efficiency improvements.

e Efficiency Alignment: Higher calculated efficiency scores are generally correlated with
positive allocation changes, as seen in Sweden (11.94) and Ireland (11.0789), reinforcing
effective resource utilization.

e Stable Allocations: Smaller nations like Luxembourg (9.95) and Cyprus (2.52) maintain
low but stable allocation percentages, ensuring consistent support without major fluctu-
ations.

6.4.3 Scenario 3: Inverse GDP per capita

Proposed Fairness Constraint: Development-Based Equity

Notion behind fairness criterion : To promote fairness, allocate emission permits inversely
proportional to GDP per capita. This ensures that countries with lower economic development
receive a fair share of permits, acknowledging their development needs and limited resources
to invest in low-emission technologies. This idea aligns with the compensation principle of
Moulin .

Let GDP; be the normalized GDP per capita for the country 4, calculated as:

GDP o GDPz',per capita
‘ ZkEC G-D-Pk,per capita
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Country Calculated  This  Year Next Year LP Allo- Deviation

Efficiency Allocation ~ Allocation  cated
Sweden 11.9490 3.29 % 3.27 % 4.09 % 2531 %
Ireland 11.0789 1.39 % 1.44 % 1.96 % 35.61 %
France 10.8103 9.71 % 9.73 % 1943 % 99.60 %
Latvia 10.2065 0.26 % 0.25 % 0.52 % 106.70 %
Luxembourg 9.9518 0.18 % 0.18 % 0.24 % 3332 %
Denmark 9.9225 1.16 % 1.13 % 231 % 104.94 %
Lithuania 9.1099 0.77 % 0.77 % 1.15 % 49.27 %
Austria 9.0483 2.73 % 2.79 % 3.58 % 28.34 %
United Kingdom 8.8856 7.60 % 7.70 % 15.20 % 97.48 %
Romania 8.6489 3.67 % 2.99 % 7.35 % 145.94 %
Italy 7.9020 9.54 % 9.81 % 12.99 % 32.30 %
Slovenia 7.5470 0.25 % 0.25 % 0.21 % -15.49 %
Hungary 7.4713 1.44 % 1.48 % 1.00 % -32.86 %
Germany 6.2988 20.71 % 20.95 % 10.36 % -50.57 %
Spain 6.0700 8.29 % 8.50 % 4.74 % -44.24 %
Finland 5.7170 2.48 % 244 % 1.24 % -49.33 %
Belgium 5.6981 4.53 % 4.59 % 2.26 % -50.64 %
Portugal 4.8252 1.53 % 1.57 % 1.05 % -33.45 %
Netherlands 4.1503 6.10 % 6.31 % 3.05 % -51.63 %
Poland 3.7234 9.64 % 937 % 4.82 % -48.55 %
Cyprus 2.5220 0.32 % 0.31 % 0.16 % -48.66 %
Bulgaria 2.4126 1.79 % 1.68 % 0.89 % -46.65 %
Greece 1.9529 1.98 % 2.04 % 1.09 % -46.38 %
Estonia 1.6987 0.66 % 0.46 % 0.33 % -28.91 %

Table 6.3: Forecasted Allocation of 2018, case 2

We define an inverse economic capacity index D;:

1

GDP;

To ensure fairness, we allocate permits proportional to D;, within bounds set by coefficients
1 and Bo:

)

D <y <pB D
=7 SV <P =7
ke Dk >kec Dk
Where: 51 = 0.5 89 = 2

This constraint ensures that countries with lower GDP per capita receive a larger share of
emission permits relative to their economic size, promoting equitable development opportuni-

B VieC

ties.
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This allocation is rather simplified, as, for it to work, it would have to be adjusted to align
with the historical deviation bound constraint section 6.2.3. To avoid it, we have to relax its

multipliers a lot, to get a semi/unreasonable result.

ap =0.25
ag =15
61 =0.5
Po =2

Forecasted Allocation Observations with Development-Based Fairness

Country Calculated This Year Al- Next Year LP Allocated Deviation
Efficiency location Allocation
Sweden 11.95 3.29% 327 % 6.26 % 91.69 %
Ireland 11.08 1.39 % 1.44 % 4.17 % 189.33 %
France 10.81 9.71 % 9.73 % 7.34 % -24.56 %
Latvia 10.21 0.26 % 0.25 % 3.90 % 1450.26 %
Luxembourg 9.95 0.18 % 0.18 % 2.66 % 1362.43 %
Denmark 9.92 1.16 % 1.13 % 5.87 % 420.61 %
Lithuania 9.11 0.77 % 0.77 % 9.67 % 1153.91 %
Austria 9.05 2.73 % 2.79 % 6.01 % 115.61 %
United King-  8.89 7.60 % 7.70 % 7.14 % -7.26 %
dom
Romania 8.65 3.67 % 2.99 % 11.04 % 269.49 %
Italy 7.90 9.54 % 9.81 % 2.38% -75.70 %
Slovenia 7.55 0.25 % 0.25 % 2.22 % 792.62 %
Hungary 7.47 1.44 % 1.48 % 2.77 % 86.59 %
Germany 6.30 20.71 % 20.95 % 5.18 % -75.28 %
Spain 6.07 8.29 % 8.50 % 2.07 % -75.61 %
Finland 5.72 2.48 % 2.44 % 1.72 % -29.58 %
Belgium 5.70 4.53 % 4.59 % 1.62 % -64.73 %
Portugal 4.83 1.53 % 1.57 % 2.48 % 57.51 %
Netherlands  4.15 6.10 % 6.31 % 153 % -75.82 %
Poland 3.72 9.64 % 9.37 % 2.77 % -70.46 %
Cyprus 2.52 0.32 % 0.31 % 212 % 590.99 %
Bulgaria 2.41 1.79 % 1.68 % 3.82 % 127.89 %
Greece 1.95 1.98 % 2.04 % 2.85% 39.69 %
Estonia 1.70 0.66 % 0.46 % 242 % 422.55 %

Table 6.4: Forecasted Allocation with Development-Based Fairness Constraint
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e Significant Allocation Increases: Countries such as Latvia (1450.26%), Luxembourg
(1362.43%), Romania (269.49%), and Cyprus (590.99%) experience substantial increases
in allocations. These increases likely reflect their larger population shares, ensuring that
allocations are proportionate to their demographic sizes.

e Moderate Allocation Growth: Sweden (91.69%), Ireland (189.33%), and Denmark (420.61%)
show significant but moderate increases, aligning with their population proportions in
combination with their great efficiency.

e Notable Allocation Decreases: Countries such as Slovenia (-15.49%), Hungary (-32.86%),
Germany (-75.28%), Spain (-75.61%), Netherlands (-75.82%), Poland (-70.46%), Cyprus (-
48.66%), Bulgaria (-46.65%), Greece (-46.38%), and Estonia (-28.91%) face significant al-
location reductions. These decreases may indicate adjustments to better align with their
population shares or to address over-allocation in previous years.

e Fairness in Allocation Distribution: The allocation changes demonstrate a balanced ap-
proach to fairness by ensuring that countries with larger populations receive allocations
proportional to their demographic weight. This approach prevents disproportionate al-
locations that could unfairly disadvantage smaller or larger nations.

e Consistency with Population-Based Fairness: The general allocation adjustments re-
flect the fairness constraints implemented, ensuring that allocations are equitable and
directly related to each country’s population. This promotes an equitable distribution of
resources across the EU member states.

6.5 Conclusion

In this chapter, we have developed an optimization model that integrates both efficiency and
fairness principles into the allocation of emission allowances under the EU ETS. By formulating
the allocation as a linear programming problem, we can systematically explore how different
constraints and parameters influence the distribution of allowances.

By balancing social welfare through standardized efficiency metrics and incorporating fair-
ness constraints, the model offers a comprehensive approach to designing allocation strategies
that align with the EU’s environmental and economic objectives.
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Chapter 7

Uniform Linear Mechanism for Allocation

7.1 Introduction to the Uniform Linear Mechanism Model

This chapter addresses a critical issue with the optimization model from Chapter ??: the lack of
a comparative baseline. To resolve this, we incorporate the Uniform Linear Mechanism (ULM)
for permit allocation, as presented in the paper “Allocating Emission Permits Efficiently via
Uniform Linear Mechanisms” by [28]. This model offers a structured approach to emission
permit allocation that maximizes efficiency within the EU ETS framework, thus providing a
point of comparison.

7.2 Definition and Structure of the Uniform Linear Mechanism

In this section, we present the mathematical formulation of the Uniform Linear Mechanism,
following the model described by [28].

7.2.1 Model Description

In this model, we have N firms operating in a single-period homogeneous product market
under Cournot competition, where each firm’s production generates emissions. Firms must
comply with an emissions trading system (ETS) by acquiring enough permits to cover their
emissions. The model aims to determine an efficient allocation of permits that maximizes the
consumer surplus and minimizes the social cost of pollution.

Production and Emission Decision

Each firm ¢ produces a quantity ¢; and emits a corresponding level of pollution x;. Without
any abatement, all units produced generate pollution in a fixed proportion, normalized to one-
to-one. Hence, producing ¢; units without abatement would result in x; = ¢;.

Let:

e ¢;: the production level of firm 1,

e 1;: the emission level of firm 7,
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e fi(-): the abatement cost function for the firm 1.

Revenue and Production Cost

The total revenue R; for each firm ¢ depends on the aggregate market production ) = Z;V:1 qj
and is given by:

where p(Q) is the inverse demand function, assumed to be decreasing and concave. For in-
stance, with a linear demand function, we have:

p(Q) =b—aQ, (7.2)

where a,b > 0.

Abatement Cost Function

Each firm has an abatement cost function f;(¢; — x;), which represents the cost of reducing
emissions from g; to x;. The abatement cost function is assumed to be strictly convex and
nondecreasing, i.e, f;(-) > 0 and f/(-) > 0, implying that abatement becomes more costly
as emissions reductions increase. In their work, [20] suggests a quadratic marginal abatement
cost function, and [[12] uses a quadratic MAC in his work. Following their work, we consider
third-order abatement cost functions to reflect a quadratic marginal abatement cost:

filai — ) = ca(qi — i) + cin(qi — x5)? + cis(qi — 20)3, (7.3)

where ¢;1, ¢;2, ci3 > 0 are firm-specific abatement cost coefficients.

Permit Allocation Mechanism

The regulator assigns permits to each firm i based on its production ¢;. Let ®;(q) denote the
number of permits allocated to the firm ¢ as a function of the production output vector ¢ =

(q1;-- - an).
In our case, we have multiple sectors and each sector s has its own allocation factor a.
The mechanism is modified to be:

®i(q) = asg) - G, (7.4)

where s(i) denotes the sector to which firm i belongs.

In some experiments, the free allocation might become a separate function ®;(q) = ¢;(q;),
allowing more flexibility in the allocation mechanism.
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Permit Trading Cost

If a firm emits more than the permits it holds, it needs to purchase additional permits in the
market. Conversely, if it emits less, it can sell excess permits. The trading cost or revenue for
firm 7 is:

7 - (zi — ®i(q)), (7.5)

where 7 is the market-clearing permit price.

Profit Function

The profit II; of firm i is defined as:

I; = p(Q) - ¢ — filgi — ) — 7 (2 — Pi(qs)). (7.6)

Firm’s Optimization Problem

Each firm chooses ¢; and x; to maximize its profit:

N
max p qi | g — filgs —x;) — 17 (x; — D;(q ) (7.7)
3:20,2;€[0,q4] _]; J fi( ) ( (2))

Market Equilibrium Conditions

In equilibrium:

1. Each firm maximizes its profit by choosing the optimal ¢; and x;.

2. The permit market clears:

Z ;= Z P;(q). (7.8)

Regulator’s Objective

The regulator’s objective is to maximize the adjusted consumer surplus (consumer surplus
minus the pollution cost):

ACS(®) = CS(Q) — S(K), (7.9)

where:
e ()= Zfi 1 ¢ is the aggregate production,
o K = EZ]\; 1 T; is the total emissions,

e S(K) is a strictly increasing function representing the social cost of pollution.
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7.3 Mock Data Generation

To implement and test the Uniform Linear Mechanism model, we need to generate mock data
that simulate the behavior of firms in the market. We consider multiple sectors, each with its
own demand function and allocation factor.

7.3.1 Assumptions for Data Generation

We make the following assumptions for generating the mock data:

e There are multiple sectors, each with a specific inverse demand function ps(Qs).
e Each sector has its own allocation factor o.

e Firms have third-power abatement cost functions to reflect quadratic marginal abatement
costs.

e Firms are associated with countries, which introduces geographical considerations.

7.3.2 Data Generation Procedure

We utilize object-oriented programming concepts to represent the entities in our model. The
classes used are:

e Firm: Represents an individual firm with attributes such as name, sector, country, pro-
duction cost function, abatement cost function, actual output, emission, and profit.

e Sector: Represents a sector with attributes such as name, price-demand function, and
free emission multiplier.

e Regulator: Represents the regulator with attributes such as the permit price and the
emission cap.

7.4 Implementation of the Uniform Linear Mechanism Model with
Optimization

7.4.1 Optimization Framework

The optimization problem involves maximizing firms’ profits while satisfying market-clearing
conditions. The key steps are the following.

1. Define Variables:
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e For each firm i, define the following decision variables:

@; : Output produced by firm ¢,
ab; : Abatement level by firm 4,

x; = q; —ab; : Emissions produced by firm .
2. Formulate Profit Functions:
o The profit function for each firm 7 is given by:
I = p(Q) - ¢ — Calabi) — 7 (zi — Pi(qi)), (7.1)

where:

p(Q) is the price of output as a function of total market output Q = >, ¢;.

C'a(ab;) represents the abatement cost for firm i.
— 7 is the permit price for emissions.
- ®;(g;) denotes the baseline emissions function for firm i.

3. Derive First-Order Conditions:

e To maximize profits, derive the first-order conditions by taking partial derivatives
of 1I; with respect to ¢; and ab;:

o, o
ab, —Cylab;)) +17=0 Vi, (7.2)
oll; , , )

o 7 (¢5)qi +p(gi) — 7+ 7®i(q:) =0 Vi. (7.3)

4. Set Up Optimization Problem:

e Formulate the optimization problem using a suitable solver (e.g., Gurobi). Incorpo-
rate the first-order conditions derived in the previous step as constraints:

—Cy(ab;)) + 1 <0 Vi, (7.4)
P'(ai)ai + p(g) — 7+ 7Pi(q:) <0 Vi, (7.5)
5. Market-Clearing Condition:

o Ensure that the total emissions across all firms meet the emission cap Cap:

n

Zn: G — Z ab; = Cap. (7.6)
i=1

i=1
6. Solve the Problem:

e Utilize an optimization solver (e.g., Gurobi) to determine the equilibrium outputs
g; and abatement levels ab; that maximize the firms’ profits while satisfying all
constraints.

We implement the Uniform Linear Mechanism model using the Gurobi optimizer, solving
the optimization problem by setting the first-order conditions to zero.
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7.4.2 Algorithm Implementation

The implementation is encapsulated in a method of the Regulator class. The algorithm is as

follows:

7.5 Implementation of the Uniform Linear Mechanism Model with
Modified Best Response

We also implement a modified best-response algorithm, combining elements of best response
dynamics and gradient descent.

7.5.1 Algorithm Overview

The algorithm iteratively adjusts the permit price and firms’ outputs to meet the emission cap:

Algorithm 5: Find Optimal Permit Price

while Permit price interval not within tolerance do
Set permit price 7 to midpoint of interval;
Call optimize_them_all to update firms’ outputs;
Compute total emissions;
if Total emissions > Emission Cap then
‘ Adjust lower bound of permit price;
else
‘ Adjust upper bound of permit price;
end if

end while

7.5.2 Firms’ Output Optimization

The optimize_them_all method updates firms’ outputs using a mix of best response and
gradient descent:
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Algorithm 6: Optimize Firms’ Outputs

while Not Converged do
foreach sector do
foreach firm in sector do
Calculate optimal output and emission;
Update firm’s output and emission with step size a;
end foreach
end foreach
Check convergence based on maximum differences;
if Diverging then
Adjust step size or restart;
end if

end while

7.5.3 Equilibrium Testing
To validate the results, we use the equilibrium_tester method, which checks the first and

second-order conditions for profit maximization:

1. Ensure that the first-order derivatives are close enough to 0.
2. Ensure that the second order derivatives are negative (indicating a maximum)

3. Ensure that the Hessian determinant is positive.

7.6 Example Runs

We perform simulations to demonstrate the model.

7.6.1 Scenario 1: 2 Sectors with only one receiving free allocation

In this scenario, we will explore the dynamics of a small economy where the regulator grows
increasingly biased, handing out free allocation permits to only one sector while forcing the
other to purchase theirs. Needless to *write’, these results should be taken as purely qualitative
insights rather than actual quantities. All plots present the mean of the first and second sectors
(normalized to 1 company). The x-axis is always the percentage of free allocation sector 1
receives as a percentage of its output, which means that at 100%, there might also be permits
to sell.
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Data Overview

Table 7.1: Regulator Information for ULM scenario 1

Regulator Name Emission Cap Permit Price

Regulator 80% of BAU emissions to be determined by equilibrium

Table 7.2: Sector Information for ULM scenario 1

Sector Name Price Demand Function Free Emission Multiplier

Cement p(z) =100 — 0.1z from 0 to 1
Steel p(z) = 150 — 0.1z 0

Table 7.3: Firm Information for ULM scenario 1

Firm Name Sector Firm ID Abatement Cost Function

Firm1 Cement 1 10z + 222 + 0.123
Firm2 Cement 2 11z + 322 4+ 0.223
Firm3 Cement 3 5z + 4x? + a3
Firm4 Steel 1 7r 4 522 + 323
Firm5 Steel 2 1z 4 622 4 223
Firmé6 Steel 3 2z 4 Tx? + 323

Results and Observations

Qualitative Observations

1. Abatement Costs

e Sector 1’s (Cement) abatement cost increases significantly as the percentage of free
allocation rises, suggesting that the surplus permits might allow higher emissions

or increased production flexibility.

e Sector 2 (Steel), which does not receive free permits, has a slower increase in abate-
ment, possibly limited by the need to purchase permits, reducing available funds

for abatement.

2. Money Spent on Permits

e Sector 1’s permit spending decreases as free allocations increase, eventually reach-

ing zero at 100% allocation.
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Figure 7.1: ULM simulation Scenario 1, x-axis represents the percentage of free allocation of
sector 1
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e Sector 2 must continuously purchase permits, with expenditure rising as Sector 1’s
allocation increases, suggesting that the permit price equilibrium may shift due to
the allocation imbalance.

3. Output and Emissions

e Sector 1 production increases with more free permits, probably due to reduced per-
mit costs allowing greater production. Emissions for Sector 1 increase proportion-
ally, possibly due to a cap or marginal emission costs.

e Sector 2’s output and emissions decrease with increasing allocation to Sector 1,
indicating a potential competitive disadvantage from the need to buy permits.
4. Permit Allocation
e Sector 1’s permits bought decrease as free allocation rises, while free and total per-
mits increase, giving more operational flexibility.
e Sector 2 has stable permit purchases but no free permits, leading to competitive
asymmetry that could distort market dynamics.

5. Permit Price

e The permit price increases with the free allocation of Sector 1, possibly due to the
increased demand pressure on Sector 2 for permits, indicating a market price sen-
sitivity to permit distribution.

6. Profit Analysis

e Sector 1 profit increases with free allocations due to cost savings on permits, which
can be reinvested in production and abatement.

e Sector 2’s profit decreases as Sector 1’s allocation increases, probably due to in-
creased permit costs and limited flexibility, reflecting a market disadvantage.

Summary This scenario suggests that biased allocation of free permits favors Sector 1, en-
hancing its production and reducing permit costs. Sector 2 faces higher costs and reduced
profits, likely due to competitive disadvantage. Rising permit prices further intensify this im-
balance, hinting at a need for regulatory adjustments to stabilize competition.

7.6.2 Scenario 2: Repetition of Scenario 1 at different Emission Caps

In this scenario, we repeat Scenario 1 at different caps. Specifically, we analyze the results on
profits and other variables at different caps (70%, 80%, and 90% of BAU emissions).

The setup includes:

e Emission Caps: 70%, 80%, and 90% of BAU emissions

e Total Firms: 9, across 3 sectors
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e Sectors:

— Sector 1: Receives gradually increasing free permits, up to its production level (q).
— Sector 2: Receives no free permits.

— Sector 3: A much larger sector in terms of sales.

Data Overview

Table 7.4: Regulator Information for ULM scenario 2

Regulator Name Emission Cap Permit Price

Regulator22 Variable (70%, 80%, 90% of BAU emissions) Determined by equilibrium

Table 7.5: Sector Information for ULM scenario 2

Sector Name Price Demand Function Free Emission Multiplier

Cement p(z) =100 — 0.1z Varies from 0 to production (q)
Steel p(z) = 150 — 0.1z 0
Paper p(x) =200 — 0.022!5 0

Table 7.6: Firm Information for ULM scenario 2

Firm Name Sector Firm ID Abatement Cost Function

Firm1 Cement 1 10z + 222 + 223
Firm2 Cement 2 11z + 322 + 223
Firm3 Cement 3 5z + 4z2 + 523
Firm4 Steel 4 7x + 512 + 323
Firm5 Steel 5 1z + 622 4 223
Firm6 Steel 6 2z + Tz + 323
Firm7 Paper 7 3z + 822 + 423
Firm8 Paper 8 4z + 9z% + 1023
Firm9 Paper 9 5z + 1022 + 1123

Results and Key Observations
Key Observations on Emission Caps (70%, 80%, and 90% of BAU)
1. Abatement and Costs

e The 70% cap requires the most abatement and leads to higher regulatory costs, as
firms must invest more to comply with the strict emission limits.
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Figure 7.2: ULM simulation Scenario 2, x-axis represents the free allocation of sector 1




e As the cap increases to 80% and 90%, abatement requirements and regulatory costs
decrease, providing firms with greater operational flexibility.

2. Consumer and Market Impact

e Consumer surplus and output increase with higher caps, as firms face fewer pro-
duction constraints and can meet more market demand. The cap 90% yields the
highest consumer surplus. It is important to mention here that here we do not
account for the damage from the emissions.

3. Permit Prices and Profits
e Permit prices are highest under the 70% cap due to the higher demand for scarce

allowances, and decrease with higher caps.

e Profits improve as the cap increases, and the 90% cap maximizes profitability by
reducing regulatory costs and enabling higher production.

Summary The cap 70% imposes strict emission limits, resulting in high regulatory costs, a
lower consumer surplus, and limited profits. Looser caps (80% and 90%) allow firms to oper-
ate with reduced regulatory burdens, leading to greater output, higher consumer surplus, and
maximized profits under the cap 90%.

7.6.3 Scenario 3: Varying Emission Cap

In this scenario, we investigate the effects of varying the emission cap from 0% to 100% of
Business as Usual (BAU) emissions on profits and other metrics in different sectors within
an economy. This experiment aims to understand how progressively relaxed emission caps
influence firm behavior.

The setup includes:
e Emission Cap: Ranges from 0% to 100% of BAU emissions
e Total Firms: 9, distributed across 3 sectors

e Sectors:

— Sector 1: Cement
- Sector 2: Steel
— Sector 3: Paper, which is significantly larger in terms of sales compared to the other

sectors
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Data Overview

Table 7.7: Regulator Information for ULM scenario 3

Regulator Name Emission Cap Permit Price

Regulator26 Variable (0% to 100% of BAU emissions) Determined by equilibrium

Table 7.8: Sector Information for ULM scenario 3

Sector Name Price Demand Function Free Emission Multiplier

Cement p(z) =100 — 0.1z 0
Steel p(z) = 150 — 0.1z 0
Paper p(r) =200 — 0.022'° 0

Table 7.9: Firm Information for ULM scenario 3

Firm Name Sector Firm ID Abatement Cost Function

Firm1 Cement 1 2 + 222 + 223
Firm2 Cement 2 3z + 322 + 223
Firm3 Cement 3 1z + 322 + 223
Firm4 Steel 1 7 + 522 + 323
Firm5 Steel 2 1z + 622 + 223
Firmé6 Steel 3 2z + Tx? + 323
Firm7 Paper 1 3z + 822 + 4x3
Firm8 Paper 2 4z + 9z% + 1023
Firm9 Paper 3 5z + 1022 + 1123

Results and Observations
Key Observations on Emission Caps from 0% to 100% of BAU Emissions
1. Abatement and Costs

e Atlower cap levels (closer to 0% of BAU), firms incur high abatement costs, as they
must significantly reduce emissions to comply.

e As the cap increases towards 100%, both abatement efforts and costs decline, as
firms are allowed to emit closer to their BAU levels.

2. Emissions, Permit Price, and Regulatory Costs

e Emissions increase steadily with increasing cap, reaching near-BAU levels as the
cap approaches 100%.
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Figure 7.3: ULM simulation Scenario 3, x-axis represents the Emission Cap as a Percentage of
BAU Emissions.
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e Permit prices are highest at low cap levels, reflecting scarcity, but decrease as the
cap loosens, reducing firms’ regulatory expenses.

3. Sales Revenue and Profitability

e Sales revenue peaks at an intermediate cap level, where firms produce at prices
closer to monopoly levels, maximizing revenue per unit.

e However, total profits continue to increase with the cap, as lower regulatory costs
and reduced permit spending outweigh any gains from monopoly pricing, leading
to maximum profitability at a cap 100%.

Summary This scenario demonstrates that stricter caps drive up regulatory costs and abate-
ment, constraining profits despite higher sales revenue per unit. As the cap loosens, firms ben-
efit from reduced costs and greater flexibility, with maximum profitability achieved at 100% of
BAU emissions, balancing economic output and regulatory expenses.

7.7 Conclusion
This chapter examined the Uniform Linear Mechanism for emission permit allocation, detailing

its structure and implementation. The next chapter will compare this mechanism with the
previously proposed allocation system.
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Algorithm 4: Optimization Concave Formulation with Abatement Constraints

Initialize the Gurobi model for optimization;
Define symbolic and Gurobi variables for each firm’s output ¢;, emissions x;, and
abatement ab;;
foreach firm i do
Define symbolic variables g;, ;, and ab; in SymPy for firm ¢;
Create Gurobi variables qg; (output) and ab; (abatement) with lower bounds;
Map SymPy variables to Gurobi variables for consistent use in the model;
Add constraints ¢; > ab; and ab; > 0 to the Gurobi model;
end foreach
Define the permit price variable 7 as both symbolic and Gurobi variables, with a lower
bound;
Initialize the objective function as zero;
foreach firm i do
Calculate the revenue for firm ¢ based on sector demand and total output;
Calculate the abatement cost function for firm ¢;
Compute the trading cost based on permit price 7 and the firm’s abatement;
Set firm ¢’s profit as the sum of its revenue, abatement cost, and trading cost;
Derive the first-order conditions with respect to ¢; (output) and ab; (abatement);
Add these conditions as constraints to the Gurobi model, ensuring non-negativity for
optimality;
Update the objective function by subtracting the first-order conditions for each firm;

end foreach
Add the market-clearing constraint:

Z(Qi — ab;) = Emission Cap

%

Set the objective function to minimize the negative sum of the first-order conditions,
promoting equilibrium;
Solve the optimization problem using Gurobi;
if solution is optimal then
‘ Output the results for each firm’s output, emissions, and permit price;
end if
if print output is requested then
‘ Print each firm’s final output and emissions, and the optimal permit price;
end if

return the optimized model m;
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Chapter 8

Comparison of Allocation Models

8.1 Problem Definition

In this chapter, we compare two models for allocating emission permits within the European
Union Emissions Trading System (EU ETS): the Uniform Linear Mechanism (ULM) and our
proposed optimization model. The ULM, as discussed in the literature, is proven to be optimal
under certain assumptions, while our model seeks to incorporate additional sector-specific and
country-specific measures to enhance the allocation process.

The primary objective is to assess how each model performs in granting permits when
dealing with multiple sectors and countries, all within the same regulatory framework. Both
models aim to distribute emission allowances efficiently and fairly, but they differ in their
methodologies and underlying assumptions. By comparing these models, we aim to identify
the strengths and limitations of each approach and provide insight into their practical applica-
bility in the EU ETS.

8.2 Common Data and Parameters

To facilitate a comprehensive comparison between the Uniform Linear Mechanism (ULM) and
our proposed optimization model, it is essential to establish a common dataset and set of pa-
rameters. This ensures that both models operate under identical conditions, allowing for an
accurate assessment of their respective performances. In the following, we outline the key
components of the dataset, including the regulator, countries, sectors, and firms involved in
the European Union Emissions Trading System (EU ETS).

8.2.1 Limitations

t is essential to emphasize that we do not assert the realism of the mock data used in this study.
We aim to simulate an economy to understand its dynamics. This is not a quantitative analysis.
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8.2.2 Regulator

The EU ETS is governed by a single regulator responsible for overseeing the allocation of emis-
sion permits, monitoring compliance, and ensuring the overall effectiveness of the system. In
our models, we represent the regulator as follows:

e Regulator Name: ETS

8.2.3 Countries

The allocation models consider five countries, each characterized by their GDP per capita and
the percentage of their economy dedicated to industry. These attributes influence the allocation
of emission permits, reflecting the economic capacity and industrial intensity of each country.

Table 8.1: Country Attributes

Country GDP per Capita | Industry Percentage (%)
Atlantis 400 30
Omashu 350 25
Hogsmeade 450 20
The Court of Miracles 300 15
Lilipoupoli 250 10

The five countries considered in this analysis range from highly industrialized to less in-
dustrialized economies. Their GDP per capita and industrial percentage are as follows:

e Atlantis: The most industrialized country with a GDP per capita of 400 and 30% of its
economy dedicated to industry.

e Omashu: A moderately industrialized country with a GDP per capita of 350 and a 25%
industrial economy.

e Hogsmeade: The wealthiest country with the highest GDP per capita of 450 and an 20%
industrial economy.

e The_Court_of Miracles: A less industrialized country with a GDP per capita of 300 and
15% industrial economy.

e Lilipoupoli: The least industrialized country with a GDP per capita of 250 and 10% in-
dustrial economy.

8.2.4 Sectors

The models encompass six sectors, each with a distinct price-demand function that determines
the relationship between the price of the product and the quantity demanded. These func-
tions are crucial for simulating market dynamics and the economic impacts of emission permit
allocations.
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Table 8.2: Sector Information

Sector Name | Price-Demand Function | Free Emission Multiplier
Steel p(x) =200 — 0.1z Varies per model
Cement p(z) = 150 — 0.05x Varies per model
Paper p(z) = 100 — 0.02x Varies per model
Chemicals p(z) =250 — 0.15x Varies per model
Automotive | p(z) =300 — 0.2z Varies per model
Textiles p(z) =80 —0.01x Varies per model
8.2.,5 Firms

A total of thirty firms operate across the six sectors and five countries. Each firm is character-
ized by its name, sector, country of operation, and abatement cost function. The abatement cost
function represents the cost incurred by a firm to reduce emissions and is modeled as a cubic
function to capture the quadratic marginal abatement costs, as proposed [20], and implemented

by [27], [12].

Table 8.3: Firm Information

Firm Name ‘ Sector ‘ Country ‘ Abatement Cost Function
Sector 1: Steel
S1 F1 Steel Atlantis 2z + 322 + 2°
S1 F2 Steel Atlantis 3z + 222 + 223
S1_F3 Steel Omashu dx + 22 + 323
S1_F4 Steel Hogsmeade 2z + 222 + 223
S1_F5 Steel The Court_of Miracles | 3z + 322 + 23
Sector 2: Cement
S2_F1 Cement Atlantis x + 222 + 32°
S2 F2 Cement Atlantis 2z + x% + 223
S2_F3 Cement Omashu 3z + 22+ 23
S2_F4 Cement Hogsmeade x4 322 4+ 23
S2_F5 Cement The Court_of Miracles | 2z + 222 + 23
Sector 3: Paper
S3_F1 Paper Hogsmeade r+ 22+ 23
S3 F2 Paper The_Court_of Miracles | = + 222 + z3
S3_F3 Paper Lilipoupoli x4+ 22 + 223
S3_F4 Paper Omashu 2z + 22 4 23
S3_F5 Paper Atlantis x + 222 + 223
Sector 4: Chemicals
S4 F1 Chemicals Atlantis 3z + 422 + 23
S4 F2 Chemicals Atlantis dx + 322 + 223
S4 F3 Chemicals Omashu 2z + 522 + 23
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Firm Name | Sector Country Abatement Cost Function
S4_F4 Chemicals | Hogsmeade 3z + 322 + 323
S4 F5 Chemicals The_Court_of Miracles | 2z + 222 + 423
Sector 5: Automotive
S5_F1 Automotive | Atlantis S5z + 42 + 23
S5 F2 Automotive | Omashu 4z + 5x? + 223
S5_F3 Automotive | Hogsmeade 3z + 322 + 223
S5 F4 Automotive | The Court_of Miracles | 2z + 422 + 33
S5_F5 Automotive | Lilipoupoli x4 3z% + 423
Sector 6: Textiles
S6_F1 Textiles Lilipoupoli v+ + 23
S6_F2 Textiles The_Court_of Miracles | z + 222 + 23
S6_F3 Textiles Hogsmeade r + 22 4 223
S6_F4 Textiles Omashu 2 + 22 + 23
S6_F5 Textiles Atlantis x + 222 + 223

8.2.6 Common Parameters

Both allocation models operate under the following shared parameters:

1. Emission Cap: The total emission cap is set at 80% of business-as-usual (BAU) emissions.
2. Free Allocation Percentage: 40% of the emission cap is allocated as free permits to firms.

3. Permit Allocation Mechanism: Both models distribute permits based on production lev-
els and sector-specific factors, ensuring that allocations reflect industrial activity and

economic capacity.

4. Common Environmental Damage function: The most important benefit of the common
emission cap is the same damage introduced to the environment. This enables us to com-
pare freely the models, using other metrics like consumer surplus, as the environmental

damage cancels out.

8.3 New Assumptions for the Uniform Linear Mechanism Model

Although the ULM provides a structured approach to permit allocation, the original formu-
lation does not address the complexities introduced by multiple sectors. specifically, in the
section 5 of [28] suggests using a non-uniform linear allocation, distributing more permits to
firms with higher marginal production cost. On our model the production cost is hidden inside
the demand function of the sector (as we assumed fixed and uniform marginal production cost
inside each sector). To adapt the ULM to our multi-sector context, we introduce the following
new assumptions:
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1. Sector-Specific Allocation Factors: Since the original ULM does not specify how to al-
locate the free emission multiplier across multiple sectors, we assume that each sector
can have its own allocation multiplier a.

2. Optimization of Multipliers: We formulate an optimization problem to determine the
optimal combination of sector-specific multipliers a5 that maximizes consumer surplus
while ensuring that the total free allocation remains at 40% of the emission cap.

3. Objective Function: Optimization aims to maximize consumer surplus.
4. Constraints:

e The sum of free allocations across all sectors must equal 40% of the emission cap.

e a;€[0,1)

These assumptions enable us to extend the ULM to a multi-sector setting and make it suit-
able for comparison with our proposed model.

8.4 New Assumptions and Limitations for the Proposed
Optimization Model

Our proposed model incorporates a temporal component to incentivize firms to increase pro-
duction and invest in abatement technologies over time. However, for this comparison, we
focus on a single-period analysis. This limits our proposed model, since we cannot take ad-
vantage of the efficiency incentives it offers. Having this in mind, we can still compare the
allocation and the models, even though the proposed one is slightly handicapped. The new
assumptions and limitations are as follows:

1. Single-Period Analysis: We consider only one time period, acknowledging that without
the temporal component, firms may have limited incentives for long-term abatement or
production increases.

2. Baseline Allocation Establishment:

e We use the ULM with zero free allocation to determine the baseline efficiency of
firms based solely on their abatement capabilities.

e This provides a reference point for assessing how the allocation of free permits
affects firm behavior in our model.

3. Economic Indicators Computation:

e In our data creation, we assumed that we know the percentage in which indus-
try sales influence GDP. Given that, GDP can be split into Industry, Services, and
Agriculture.
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e We calculate the GDP and population of each country using sales data from com-
panies, the percentage of industrialization, and GDP per capita.

e These indicators are used to incorporate country-specific economic factors into the
allocation mechanism.

e The proper way to calculate GDP is that GDP (Y) is the sum of consumption (C),
investment (I), government expenditures (G) and net exports (X — M). [52]

Y=C+I1+G+(X-M)
In our example, we assume that GDP is equal or at least proportional to C. With
this assumption, we can substitute GDP for sales from firms.
4. Objective function simplification:
e As stated above, we substitute GDP; ; (the GDP produced by sector j in country i
with. sales; ;.

e PPS correction makes no sense for our data, since it is generated data, we could
assume that the PPS is "hidden” in the GDP or the industrialization of each country.

GDP; ;
maximize Z =) Y v ————2— - PPS; (8.1)
. . “ Emission,_;
i€C jeSs ’
turns into: Sal
ales; ;
maximize Z = E ZUM Y (8.2)
4 . Emission, ;
ieC jeS K

5. Scenario Analysis:

e We run the optimization model under three different scenarios to explore how var-
ious allocation principles impact the distribution of permits.

e Each scenario adjusts certain parameters or constraints to reflect different consid-
erations of fairness or efficiency.
8.4.1 Limitations

The absence of a dynamic, multiperiod analysis limits the ability to capture long-term incen-
tives and investments in abatement technologies. Data limitations may affect the precision of
economic indicators and the resulting allocation outcomes.

The equilibrium for both models is calculated in the same way.

e Set the first-order conditions equal to 0:

—C(ab)) +1=0 Vi, (8.1)
P (¢i)gi + plai) — 7+ 7®(q:) =0 Vi (8.2)
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e Market clearing condition: Ensure that total emissions in all firms meet the emission cap
Cap:

i qi — i ab; = Cap. (8.3)

=1 =1

The issue arises with the term
/
7®;(q:)

, as in our comparison, free allocation is treated as a fixed value rather than a function of g;.
Consequently, the equilibrium solution becomes independent of the free allocation. This repre-
sents a significant limitation of the model, stemming from the absence of a temporal component
(e.g., incorporating multiple periods). This constraint severely impacts the model’s efficiency,
as it eliminates any incentive for firms to increase abatement efforts or production levels.

These assumptions allow us to adapt our model for a fair comparison with the ULM while
acknowledging the inherent limitations of a single-period analysis.

8.5 Experimental Design

To compare the two models effectively, we design a series of experiments that apply both
allocation mechanisms under identical conditions. The experiments are structured as follows:

8.5.1 Optimization Model Scenarios

To evaluate the performance of our proposed optimization model, we consider three distinct
scenarios. Core Constraints, Historical Deviation Bounds, and Inverse GDP per Capita Ad-
justment. Each scenario introduces specific constraints to balance efficiency and fairness in
allocating emission permits.

1. Scenario 1: Core Constraints

In the core scenario, the model optimizes the allocation of emission permits based solely
on the efficiency of firms and sectors without additional fairness considerations. The
core is in accordance with the Fitness Principle of Moulin .

Sales,
maximize Z = Z va e Y (8.1)

4 4 Emission; j
i€C jes k

Z Z’U@j =1 (8.2)

icC jeS
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v = va VieC (8.3)
JjeS

vj = Zvi’j Vj es (8.4)
ieC

Here, v; ; represents the proportion of free permits allocated to country 4 and sector j,
Sales; ; denotes the sales of firms in country 7 and sector j, and Emission; ; is the total
emissions from country ¢ and sector j.

. Scenario 2: Historical Deviation Bounds

This scenario builds upon the core constraints by introducing bounds based on historical
emission data to ensure a fair distribution relative to each country-sector pair’s emission
share. This scenario introduces a constraint that aligns with the Compensation Principle
outlined by Moulin fi.

e Coeflicient Definition:
a1 =0.5, a3 =1.5

e Sum of Emissions:

Sum_of Emissions = E E Emissionyg

keC leS
e Emissions per (Country, Sector):
Emission; ; = Z Emissiong,y,
firme(4,5)
e Constraints:
Emission,; Emission; ;
7] Z?] : -
a X L <5 <ag X 2 Vie C,Vjes
Sum_of Emissions J Sum_of Emissions v
(8.5)

These constraints ensure that the allocation v; ; for each country-sector pair remains
within 50% to 150% of its historical emission share, promoting a balanced distribution of
permits.

. Scenario 3: Inverse GDP per Capita Adjustment

The final scenario incorporates economic capacity by adjusting allocations based on the
inverse GDP per capita of each country-sector pair, introducing a small deviation to
further enhance fairness. This adheres to the "Exogenous Rights” Principle as outlined
by Moulin B. .



e Coeflicient Definition:

as = 0.25, a4 =4

e Inverse GDP per Capita Calculation:

Population,
Inverse_GDPi’j = ZT
ales; 5

Sum_of Inverse GDP = Z Z Inverse_GDP; ;
ieC jes

e Proportion Calculation:

] y B Inverse_GDP; ;
FOPOTHON, ;= S im_ of Inverse GDP

e Constraints:

ag X Proportion, ; < v;; < a4 X Proportion, ; Vi € CvVjes (8.6)

These constraints ensure that the allocation v; ; is proportional to the inverse GDP per
capita of each country-sector pair, within a relaxed bound of 25% to 400% of the calcu-
lated proportion. This adjustment accounts for the economic capacity of each country,
promoting equitable support for less affluent nations.

8.5.2 Uniform Linear Mechanism Optimization

1. Optimization of Sector Multipliers

e Implement an optimization problem to find the optimal set of sector-specific free
emission multipliers o.

e The objective is to maximize consumer surplus while keeping the total free alloca-
tion at 40% of the emission cap.

2. Comparative Runs

e Run the ULM with the optimized multipliers and compare the results with those of
the proposed model in each scenario.
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8.6 Results

8.6.1 Free Permits allocation

Table 8.4: Free Permits Allocation by Sector and Experiment

Execution ULM BaseRun Casel Case?2
sector name

Automotive 912.62 0.00 69195 691.95
Cement 2058.39 0.00 1276.81 1115.99
Chemicals 1231.22 0.00 756.85  756.85
Paper 154.38 0.00 1064.02 1224.85
Steel 1291.77 5644.44  886.46  886.46
Textiles 0.00 0.00 96834  968.34
Total 5648.37 5644.44 5644.44 5644.44

This illustrates that the Base Run of the Linear Problem is ineffective, as it allocates
all permits to a single sector in one country, resulting in disproportionately high profit gains
for that sector. This scenario serves only as a baseline. In the following sections, we examine

the results of the remaining three cases.

Experiment

Total Free Permits Allocated to Countries by Experiment ~— Mn-UM

Hogsmeade — run_case 1 Experiment
. . —— run_ULM

Total Free Permits Allocated to Sectors by Experiment ___ | "

run_case_2

Lilipoupoii

The_Court_of_Miracles

(a) Per Country (b) Per Sector

Figure 8.1: Free Allocation
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8.6.2 Profits

Table 8.5: Free Permits Allocation by Country and Experiment

Execution ULM Casel Case 2
Country name

Atlantis 204595 1630.30 1469.48
Hogsmeade 1129.67 1305.85 1305.85
Lilipoupoli 213.40 462.08 462.08
Omashu 1129.67 1200.23 1305.69
The Court of Miracles 1129.67 1045.98 1101.34
Total 5648.37 5644.44 5644.44

Table 8.6: Sum of Profits by Country and Experiment

Case 1 Case 2

119532.95 116030.03
84828.76  84828.76
38794.96  38794.96
82529.70  84826.75
79167.22  80373.09

Execution ULM
Country name

Atlantis 94972.42
Hogsmeade 61266.54
Lilipoupoli 27536.56
Omashu 61271.82
The Court of Miracles  61266.45
Total 306313.79

404853.59 404853.59

Table 8.7: Sum of Profits by Sector and Experiment

Execution ULM Case 1 Case 2
Sector name

Automotive 59791.26 68890.95 68890.95
Cement 59262.95 73586.37 70083.45
Chemicals 56694.04 64782.43 64782.43
Paper 38611.60 65789.53 69292.46
Steel 52687.59 63510.38 63510.38
Textiles 39266.36 68293.93 68293.93
Total 306313.79 404853.59 404853.59
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8.6.3 Abatement

Total Abatement Allocated to Countries by Experiment

—— run_ULM Total Abatement Allocated to Sectors by Experiment
Hogsmead —— run_case 1 Experiment t
u 2 —— run_ULm

Chemicals Cement

Lilipoupoii

Steel Textiles

1he_Court_of_Miracles

(a) Per Country (b) Per Sector

Figure 8.4: Abatement

Table 8.8: Sum of Abatement by Country and Experiment

Execution ULM Casel Case?2
Country name

Atlantis 189.17 136.43 136.43
Hogsmeade 128.02 93.00 93.00
Lilipoupoli 60.93 4446  44.46
Omashu 144.85 105.39 105.39

The Court of Miracles 135.53 97.98 97.98

Total 658.49  477.25 477.25
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8.6.4 Output

Table 8.9: Sum of Abatement by Sector and Experiment

Execution
Sector name

ULM Casel Case?2

Automotive 90.81 64.95 64.95
Cement 118.06 85.99 85.99
Chemicals 96.49 69.15 69.15
Paper 121.67 88.72 88.72
Steel 109.79 79.73 79.73
Textiles 121.67 88.72 88.72
Total 658.49 477.25 477.25

Total Actual Output Allocated to Countries by Experiment

Hogsmeade

1he_Court_of_Miracles

(a) Per Country

Table 8.10: Sum of Actual Output by Country and Experiment

Total Actual Output Allocated to Sectors by Experiment

Chemical

(b) Per Sector

Figure 8.6: Output

Execution ULM Case 1 Case 2
Country name

Atlantis 3918.61 3810.01 3810.01
Hogsmeade 2833.49 2832.00 2832.00
Lilipoupoli 1748.38 1854.00 1854.00
Omashu 2833.49 2832.00 2832.00
The Court of Miracles 2833.49  2832.00  2832.00
Total 14167.47 14160.02 14160.02
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Table 8.11: Sum of Actual Output by Sector and Experiment

Execution ULM Case 1 Case 2
Sector name

Automotive 1221.60 1159.25 1159.25

Cement 2431.13 2136.99  2136.99
Chemicals 1373.39 1267.88 1267.88
Paper 3099.61 3259.14  3259.14
Steel 1621.05 1485.16 1485.16
Textiles 4420.70  4851.60  4851.60
Total 14167.47 14160.02 14160.02

8.6.5 Consumer Surplus

Experiment Output Output Output CS CS CS
Sector Name ULM Case 1 Case 2 ULM Case 1 Case 2
Automotive 1,221.60 1,159.25 1,159.25 149,229.77 134,385.33 134,385.33
Cement 2,431.13 2,136.99 2,136.99 147,759.76 114,167.88 114,167.88
Chemicals 1,373.39 1,267.88 1,267.88 141,464.88 120,564.87 120,564.87
Paper 3,099.61 3,259.14 3,259.14 96,075.96 106,219.62 106,219.62
Steel 1,621.05 1,485.16 1,485.16  131,389.41 110,285.07 110,285.07
Textiles 4,420.70 4,851.60 4,851.60 97,712.85 117,690.29 117,690.29
Total 14,167.47 14,160.02 14,160.02 763,632.63 703,313.05 703,313.05

8.7 Key Observations

e Total Economic Output

— The total economic output remains virtually unchanged across all experiments; this
aligns with our expectations as the cap is the same, and the higher abatement on
ULM is not enough to justify a big change.:

* ULM: 14,167.47
x Case 1 & Case 2: 14,160.02

e Consumer Surplus (CS)

— ULM achieves a higher total consumer surplus compared to Case 1 and Case 2:

* ULM: 763,632.63
* Case 1 & Case 2: 703,313.05

e Abatement Levels
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— ULM results in greater total abatement. ULM incentivizes abatement, and it’s clear:

* ULM: 658.49
* Case 1 & Case 2: 477.25

e Profits

— Total profits are significantly lower under ULM:

x ULM: 306,313.79
* Case 1 & Case 2: 404,853.59

e Free Permits Allocation

— The total number of free permits allocated is consistent across all experiments:

* ULM: 5,648.37
x Case 1 & Case 2: 5,644.44

— The distribution of free permits varies significantly:

* ULM: Atlantis receives a disproportionately large share (2,045.95 permits).

% Case 1 & Case 2: Permits are more evenly distributed among countries.
e Sector-Specific Insights

— Under ULM, sectors such as Automotive, Cement, Chemicals, and Steel exhibit
higher output compared to Case 1 and Case 2.

— In contrast, the Paper and Textile sectors show increased output in Case 1 and Case
2 relative to ULM.

— Abatement is more effective in key sectors (Automotive and Cement) under ULM.
e Country-Specific Abatement and Permits

— All countries achieve higher levels of abatement under ULM compared to Cases 1
and 2.

— Smaller countries like Lilipoupoli receive fewer free permits under the ULM, po-
tentially impacting their economic performance.

o Efficiency of Abatement

- ULM demonstrates greater abatement efficiency per permit, achieving higher abate-
ment levels with a comparable number of permits.

e Economic Efficiency vs. Profit Maximization

— ULM prioritizes higher consumer surplus and greater abatement, enhancing envi-
ronmental and consumer welfare, but resulting in lower profits.

— Case 1 and Case 2 focus more on profitability, potentially at the expense of reduced
abatement and consumer benefits.
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In summary, ULM appears to outperform in terms of efficiency, economic output, and
abatement. However, much of this advantage can be directly attributed to the absence of tem-
poral components in the system. On the other hand, the Linear Problem tends to distribute
permits more uniformly, following fairness constraints.

8.8 Conclusion

In this chapter, we have conducted a comparative analysis of the Uniform Linear Mechanism
and our proposed optimization model for allocating emission permits within the EU ETS. By
applying both models to the same dataset and under identical conditions, we aim to highlight
the strengths and limitations of each approach. The experiments and scenarios are designed
to explore how different allocation principles impact economic efficiency, fairness, and overall
welfare.
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Total Output of Firms by Experiment

Figure 8.5: Output of all Firms

158



Demand Function and Consumer Surplus for Paper Sector
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Figure 8.7: Consumer Surplus across Various Sectors.
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Chapter 9

Future Work

9.1 Conclusion and closing statement

In this journey, we delved into the European Union Emissions Trading System (EU ETS), scruti-
nizing it through the lens of fair division and, specifically, Hervé Moulin’s principles of fairness.
Our initial focus was on assessing horizontal equity—ensuring that similar entities are treated
equally. However, our analyses revealed that straightforward approaches were insufficient to
capture the complexities of equitable allocations across diverse member states.

Determined to address these shortcomings, we employed cluster analysis to group coun-
tries with similar characteristics, enhancing our understanding of allocation disparities. This
led us to develop a versatile linear optimization tool designed to integrate multiple fairness
principles, balancing economic efficiency with ethical considerations. Our model provided a
flexible framework for allocating emission allowances more justly, accommodating the varied
needs and circumstances of different countries.

Further enriching our research, we discovered a contemporary study from the same year as
our paper [[19], which we incorporated to simulate the economy and conduct comparative anal-
yses. This allowed us to benchmark our model against the Uniform Linear Mechanisms (ULM)
proposed by Lin and Lu [28], highlighting the strengths of our approach in maintaining firm
profitability while embedding fairness constraints, despite ULMs achieving higher consumer
surplus.

As this work comes to a close, it reflects the ongoing effort to create a more equitable
EU ETS, where environmental responsibility aligns with social justice. The research lays the
groundwork for future refinements, including applying the model to real-world data and ex-
ploring dynamic allocation mechanisms that can adapt to changing economic and environmen-
tal conditions. This foundation supports continued progress toward the EU’s climate objectives
and the pursuit of a fair transition for all member states.

9.2 Future Work

Several avenues remain open for further exploration to improve the models and methodologies
developed. Future work could focus on the following areas:
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Incorporating Production Cost Functions: Integrate production cost functions into both
the Uniform Linear Mechanism (ULM) and the linear programming (LP) models to more
accurately reflect firms’ economic behaviors and decision-making processes.

Exploring Additional Constraints in the LP Model: Test and document a variety of new
constraints within the LP framework, including those inspired by existing literature, to
further balance fairness and efficiency in permit allocation.

Temporal Analysis with Multiple Periods: Extend the models to include multiple time
periods, allowing analysis of dynamic allocation strategies and their effects over time,
which could enhance incentive structures for emission reductions.

Enabling Banking and Borrowing of Permits: Incorporate mechanisms for banking and
borrowing emission permits into the models to simulate more realistic market conditions
and assess their impact on firms’ strategies and overall system efficiency.

Analyzing Discounted Abatement Costs: Explore the use of discounted abatement costs,
both globally and relative to firms’ previous abatement efforts, to understand how dis-
counting affects allocation decisions and long-term investment in emission reduction
technologies.

Incorporating More Realistic Data: Using empirical data to calibrate and validate the
models, enhancing their applicability to real-world scenarios and improving the robust-
ness of policy recommendations.

The proposed areas for future research offer substantial opportunities to advance the un-

derstanding and implementation of fair and efficient emission permit allocation mechanisms
within the EU ETS and similar systems. By addressing these topics, future studies can build on
the foundation laid in this thesis, contributing to more equitable and effective climate policies
that support global efforts to mitigate climate change.
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Table of Symbols

Table 9.1: Table of Symbols

Symbol  Description Units
Qi Quantity produced by firm ¢ units
T; Emissions by firm ¢ kg
T Permit price $/kg
Cy Abatement cost function $
E; Total emissions for firm ¢ kg
A; Allocation of free permits for firm ¢ permits
P Market price of the product $
p(qi) Price demand function for quantity ¢; $/unit
I1; Profit for firm % $
BM Benchmark emissions level per unit of output kg/unit
R Reduction factor applied to cap -
o Cap on total emissions kg
D Demand level units
n Emission intensity (emissions per unit of output) kg/unit
« Correction factor (varies across sectors) -
C Set of EU Member States (Countries) -
S Set of Sectors -
t Time Periods -
Percentage of Free Allocation assigned to country 4,
Vijit - Percentage
sector 7, in year ¢
GDP. . Gross Domestic Product produced by sector j in Currency (e.g.,
“J country i Euros)
€ j Verified emissions of sector j in country ¢ Tons. of €O,
equivalent
PPS; Purchasing Power Standards Multiplier for country ¢ Dimensionless
v; Aggregate free allocation for country ¢ Percentage
o Aggregate free allocation for sector j Percentage
Multipliers controlling allowable deviations in . .
ag Dimensionless

allocations
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Symbol Description Units
7 Obje'ctive function representing overall economic Dimensionless
efficiency
N Set of agents (e.g., firms) -
U; Utility function for agent ¢ Utility units
MMS; Maximin Share for agent ¢ Utility units
Y; Free allowance allocation for country ¢ Percentage
D, Euc.lidean distance between countries 7 and j’s Number
‘ attribute vectors
Absolute difference in allocations between countries ¢
Dy, 4 Number
and j
D, Euclidean distance between country ¢ and the median Number
¢ country
Absolute difference between country ¢’s allocation
Dy, . , . Number
¢ and the median country’s allocation
GDP; Normalized GDP per capita for country ¢ Dimensionless
D; Inverse economic capacity index for country ¢ Dimensionless
Number of permits allocated to firm ¢ as a function of .
®;(q) . Permits
production
Q Aggregate production Units
K Total emissions Tons. of CO;
equivalent
S(K) Social cost of pollution $
ab; Abatement level by firm ¢ kg
Table 9.2: Table of Abbreviations
Abbreviation Full Meaning
PPS Purchasing Power Standard
CAT Cap and Trade system
EUETS European Union Emissions Trading System
GDP Gross Domestic Product
COy Carbon Dioxide
GHG Greenhouse Gases
UN United Nations
EU European Union
UNFCCC United Nations Framework Convention on Climate Change
HFCs Hydrofluorocarbons
CORSIA Carbon Offsetting and Reduction Scheme for International
Aviation
ICAO International Civil Aviation Organization
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Abbreviation Full Meaning

NACE Statistical Classification of Economic Activities in the European
Community

NDC Nationally Determined Contributions

MSR Market Stability Reserve

REPowerEU European Union’s energy resilience plan (REPowerEU)

CSCF Cross-Sectoral Correction Factor

LRF Linear Reduction Factor

NER 300 New Entrants Reserve (fund for renewable energy and carbon
capture projects)

CDM Clean Development Mechanism

SOy Sulfur Dioxide

NO, Nitrogen Oxides

ETS Emissions Trading System

BAT Best Available Techniques

CITL Community Independent Transaction Log

EUTL European Union Transaction Log

CLEF Carbon Leakage Exposure Factor

CF Correction Factor

ULM Uniform Linear Mechanism

LP Linear Programming

EF1 Envy-Freeness up to One Good

C&C Contraction and Convergence

CDC Common but Differentiated Convergence

EEX European Energy Exchange

CS Consumer Surplus

MSE Mean Squared Error

NbClust NbClust: R package for determining the optimal number of
clusters

L-BFGS-B Limited-memory Broyden-Fletcher-Goldfarb-Shanno with
Bounds

BAU Business as Usual

Gurobi Gurobi Optimizer

SymPy Symbolic Python library

ACS Adjusted Consumer Surplus
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Chapter 10

Appendix

10.1 Data selection

Energy Intensity measures the amount of energy used per unit of GDP, indicating a country’s
efficiency in energy use relative to economic output. Lower energy intensity reflects greater
energy efficiency, suggesting a reduced need for free allowances. This attribute helps ensure
that allowance distribution aligns with the goal of incentivizing efficient energy usage and
reducing overall emissions across the EU.

e Principle: Economic Efficiency
e File: nrg_ind_ei_linear.csv

e Source: https://ec.europa.eu/eurostat/databrowser/view/NRG_IND_EI__custom_
5726612/default/table?lang=en

e Field in question on nrg_bal is "EI_GDP_PPS”

e Country: All countries

e Year: 1996 - 2021

e Unit: KGOE_TEUR_PPS
Verified Emissions directly quantify a country’s annual emissions and represent its environ-
mental impact. Including verified emissions allows for an accurate reflection of each country’s
contribution to total emissions, thus supporting a fair allocation of allowances. By aligning the
allowances with verified emissions, the EU ETS ensures that countries receive allocations pro-

portional to their emissions levels, thereby supporting a fair distribution that respects actual
emissions data.

e Principle: Fairness
e TFile: Historical emissions_data.csv

e Source: https://www.eea.europa.eu/data-and-maps/dashboards/emissions-trading-viewer-1
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e Country: All countries
e Year: 1990 - 2021

e Unit: K tons of Co2 equivalent

min 25-quantile median 75-quantile max Std

Austria 27.36 29.61 30.51 30.87 32.08 1.27
Belgium 45.03 45.17 45.99 46.29 55.46 3.16
Bulgaria 31.28 33.24 34.57 35.95 40.00 2.63
Cyprus 4.19 4.58 4.61 4.92 5.58 0.41
Denmark 15.50 17.05 19.46 23.71 26.55 4.05
Estonia 10.38 13.50 13.89 14.76 16.00 1.55
Finland 26.18 27.81 30.68 34.72 41.30 4.74
France | 101.40 104.86 110.90 11446 124.13 7.10
Germany | 428.29 448.66 462.35 469.31 489.86 | 18.24
Greece 47.34 50.74 58.84 61.09 69.85 7.10
Hungary 20.08 21.23 22.40 22.61 27.24 1.91
Ireland 15.77 18.88 23.63 27.08 28.53 4.72
Italy | 148.37 157.09 166.78 187.42 220.68 | 21.98

Latvia 2.43 2.59 2.74 2.96 3.24 0.26
Lithuania 5.61 5.92 6.23 6.65 7.56 0.59
Luxembourg 1.73 1.83 2.06 2.17 3.62 0.52
Malta 0.84 1.09 1.89 1.92 2.28 0.51
Netherlands | 79.97 82.27 89.14 92.79 9647 | 6.31
Poland | 191.17 198.28 199.73 203.07 206.35 4.12
Portugal | 24.17 25.64 26.99 28.75 3142 2.23
Romania | 40.53 42.21 43.07 48.72  63.82 | 6.83
Slovenia 6.18 6.60 7.45 8.03 8.86 0.91
Spain | 121.48 128.26 132.69 140.52 163.46 | 11.31
Sweden 17.49 21.05 22.51 22.63 22.86 1.71
United Kingdom | 141.76 172.90 220.88 236.57 265.06 | 42.22

Table 10.1: Verified emissions in G tons of CO2 equivalent

Historical Emissions

e File: Historical emissions data.csv

Source: https://www.eea.europa.eu/data-and-maps/dashboards/emissions-trading-viewe

Country: All countries

Year: 1990 - 2021

Unit: K tons of Co2 equivalent
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GPD per capita reflects a country’s economic wealth and ability to fund emissions reductions
independently. Including this metric in the analysis acknowledges that wealthier countries
have more financial capacity to invest in green technologies, potentially reducing their need
for free allowances. Incorporating GDP per capita aligns with a fairness-based approach, as
it considers vertical equity—ensuring that countries with lower economic resources are not
disproportionately burdened in the transition to greener economies.

Principle: Fairness

File: GDP_per_capita_1960_2021.csv

Source: https://data.worldbank.org/indicator/NY.GDP.PCAP.CD

Data: GDP per capita (current US$)

Country: All countries

Year: 1960 - 2021

Unit: US$

Inflation affects purchasing power and the overall cost of living, influencing a country’s eco-
nomic stability and its ability to absorb additional costs associated with emissions trading. High
inflation rates may signal economic vulnerabilities, making it harder for countries to manage
fluctuations in emissions trading markets. By including inflation as an attribute, the analysis
respects the fairness principle by accounting for economic conditions that might otherwise
disadvantage certain countries.

e Principle: Fairness

o File: Inflation_1960_ 2021.csv

e Source: https://data.worldbank.org/indicator/FP.CPI.TOTL.ZG
e Data: Inflation, consumer prices (annual

e Country: All countries

e Year: 1960 - 2021

e Unit:
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Population

min 25-quantile median 75-quantile max | Std

Austria | 44.20 47.17 48.56 51.46  51.92 | 2.75
Belgium 41.01 44.19 44.76 4748  48.30 | 2.43
Bulgaria 6.85 7.17 7.57 7.88 9.45 | 0.74
Cyprus 23.41 26.89 28.91 31.57 35.40 | 3.57
Denmark | 53.25 57.83 58.51 61.67  64.32 | 3.39
Estonia | 14.66 17.40 18.20 19.66  23.06 | 2.45
Finland | 42.80 46.46 47.71 50.16 53.77 | 3.25
France | 36.65 39.73 41.59 42.84 4552 | 2.75
Germany 41.10 41.89 44.65 46.50  48.02 | 2.61
Greece 17.92 19.17 21.79 26.10 32.13 | 4.84
Hungary 12.72 13.09 13.72 14.46 16.43 | 1.21
Ireland | 48.66 51.83 55.60 62.44  79.11 | 9.57
Italy 30.24 33.51 35.56 36.63 40.94 | 3.17

Latvia 11.42 13.56 14.33 15.72 17.87 | 1.87
Lithuania 11.82 14.32 14.94 16.14 19.19 | 2.11
Luxembourg | 105.46 109.81 112.58 119.51 123.68 | 6.14
Malta 21.08 22.37 24.77 26.19 31.57 | 3.23
Netherlands 45.19 49.37 52.20 52.97 57.88 | 3.66
Poland 11.53 12.60 13.70 13.94 1547 | 1.08
Portugal 19.25 21.03 22.10 23.18 2495 | 1.68
Romania 8.21 8.76 9.55 10.24 12.40 | 1.23
Slovenia 20.89 23.07 23.53 24.96 27.60 | 1.92
Spain 25.74 28.25 29.50 31.11 35.51 | 2.74
Sweden 46.95 52.42 54.59 59.03 61.13 | 4.45
United Kingdom 38.95 41.18 42.69 4456  47.79 | 2.92

shared system.

e Principle: Fairness
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Year: 1960 - 2021

Country: All countries

File: API_SP.POP.TOTL_DS2 en_csv_v2_4701113.csv

Table 10.2: GDP per capita in thousands USD

Source: https://data.worldbank.org/indicator/SP.POP.TOTL

is a fundamental indicator of a country’s size and resource needs. Larger popu-
lations imply greater demand for energy and, subsequently, higher emissions, suggesting that
allocation should consider the number of inhabitants to ensure an equitable distribution of al-
lowances. Population-based allocation also aligns with fairness principles, as it supports the
idea that countries with more people should have proportionate access to resources under a
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Inflation | min 25-quantile median 75-quantile max | Std
Austria | 0.87 1.71 1.85 201 230 | 045
Belgium | 0.53 1.30 1.81 1.90 1.96 | 0.47
Bulgaria | 0.07 1.23 3.32 452 810 | 245
Cyprus | -1.33 -0.66 1.00 1.65 473 | 1.74
Denmark | 0.25 0.58 0.89 1.78 413 | 1.27
Estonia | -0.39 2.00 3.59 4.05 6.80 | 2.02
Finland | 0.09 1.22 1.77 2.59  3.04 | 1.02
France | 0.07 0.55 0.95 1.10  2.37 | 0.58
Germany | 0.65 1.20 1.50 1.87 1.97 | 0.46
Greece | -2.05 -0.44 -0.18 0.62 434 | 1.85
Hungary | 1.32 2.66 2.89 411 485 | 1.15
Ireland | -4.62 -0.28 0.71 1.22  7.70 | 3.10
Italy | 0.44 0.92 1.13 1.58  2.40 | 0.54

Latvia | -9.67 0.49 1.92 3.77 11.65 | 5.17
Lithuania | -3.30 1.06 2.53 3.88 9.71 | 3.30
Luxembourg | -1.11 1.94 2.28 336 6.61 | 1.99
Malta | 1.12 2.06 2.22 275  4.22 | 0.82
Netherlands | 0.19 0.35 0.94 136 244 | 0.79
Poland | 0.30 0.75 1.65 2.82 389 | 1.34
Portugal | -0.39 0.67 1.51 1.78  2.25 | 0.90
Romania | 1.80 3.33 3.77 438 16.02 | 3.88
Slovenia | -1.03 0.68 1.04 1.86  4.47 | 1.49
Spain | -0.22 0.06 0.32 0.90 225 | 0.76
Sweden | 0.93 1.04 1.74 2.25 3.24 | 0.75
United Kingdom | 0.51 1.60 1.82 2.03 3.23 | 0.65

Table 10.3: Inflation between 2008-2018

o Unit: Persons

Total Energy Supply represents a country’s energy consumption needs, which correlates
with its emissions output. Countries with higher energy supply requirements typically have
higher emissions, necessitating a proportional allocation to meet their demand. This attribute
respects the fairness principle, as it aligns the allowances with the actual energy demand of
each country, thereby supporting a distribution that reflects each country’s energy usage and
emissions potential.

e Principle: Fairness
e File: nrg_bal_s__custom_4143365_linear.csv

e Source: Eurostat
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Population | min 25-quantile median 75-quantile max | Std
Austria | 8.32 8.38 8.48 8.69 8384 | 0.19
Belgium | 10.71 10.97 11.16 11.30 11.43 | 0.24
Bulgaria | 7.03 7.15 7.27 737 749 | 0.15
Cyprus 1.08 1.12 1.14 1.17 1.19 | 0.03
Denmark | 5.49 5.56 5.61 571 579 | 0.10
Estonia | 1.31 1.32 1.32 1.33 1.34 | 0.01
Finland 5.31 5.38 5.44 5.49 5.52 | 0.07
France | 64.37 65.19 66.00 66.64 67.10 | 0.93
Germany | 80.27 80.81 81.78 82.23 8291 | 091
Greece | 10.73 10.80 10.97 11.09 11.12 | 0.15
Hungary | 9.78 9.83 9.89 9.99 10.04 | 0.09
Ireland | 4.49 4.57 4.62 4.73 4.87 | 0.12
Italy | 58.83 59.33 60.23 60.58 60.79 | 0.73

Latvia 1.93 1.97 2.01 2.08 2.18 | 0.08
Lithuania 2.80 2.89 2.96 3.06 3.20 | 0.13
Luxembourg | 0.49 0.51 0.54 0.58 0.61 | 0.04
Malta | 0.41 0.42 0.43 0.45 0.48 | 0.03
Netherlands | 16.45 16.65 16.80 16.99 17.23 | 0.25
Poland | 37.97 37.98 38.04 38.06 38.15 | 0.06
Portugal | 10.28 10.34 10.46 10.56  10.57 | 0.12
Romania | 19.47 19.76 19.98 20.20 20.54 | 0.33
Slovenia 2.02 2.05 2.06 2.06 2.07 | 0.01
Spain | 45.95 46.46 46.58 46.68 46.80 | 0.24
Sweden 9.22 941 9.60 9.86 10.18 | 0.31
United Kingdom | 61.81 63.01 64.13 65.36 66.46 | 1.55

Table 10.4: Population in millions 2008-2018
e Data tree : All data -> Environment and energy -> Energy -> Energy statistics -> quan-
tities Energy statistics -> quantities, annual data -> Energy balances
e Data name on Eurostat: Simplified energy balances
e Data: Energy balance
e Country: All countries
e Year: 1990 - 2020
e Unit: Thousand tonnes of oil equivalent
e nrg_bal codes:

e Primary production -> PPRD
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Imports -> IMP

Exports -> EXP

Gross Available Energy -> GAE
Total energy supply -> NRGSUP

Available for final consumption -> AFC

min 25-quantile median  75-quantile max Std

Austria 32011.29 33031.17 33177.75 33562.30 34166.28 660.54
Belgium | 52238.38 53015.79  55039.87 55272.03  59313.06 2255.37
Bulgaria 16923.38 17726.43 18234.79 18722.35 19823.90 813.92
Cyprus 1955.96 2121.56 2262.44 2440.09 2616.93 221.87
Denmark 16374.16 16838.22 17383.65 18304.45 19558.31 1128.72
Estonia 4399.62 5378.58 5648.48 5846.32 5978.41 496.84
Finland 32022.99 33165.71 33582.86 34469.06 36251.74 1195.84
France | 248383.41 250072.60 256292.91 259845.13  266394.54 6206.33
Germany | 305036.83 310746.75 313107.91 318940.66 335474.27 9403.81
Greece 22748.62 23240.71 23407.97 27231.17 30404.91 2854.85
Hungary 23652.51 24816.51 25609.63 26395.50 26900.70 1096.99
Ireland 12776.63 13293.33 13625.33 14225.86 15022.14 727.58
Italy | 146769.88 152859.01 156093.49 168758.58 181736.20 | 10969.89

Latvia 4259.46 4307.46 4407.65 4465.42 4640.00 129.86
Lithuania 6946.51 7067.95 7290.53 7647.47 9553.50 819.46
Luxembourg 3682.05 3785.50 3948.40 4127.44 4212.94 195.48
Malta 594.33 687.68 780.25 834.21 881.48 97.20
Netherlands 71379.09 73882.75 75619.51 77123.41 82743.78 3132.34
Poland 93773.11 96236.75 97971.41 101131.11  108970.23 4555.35
Portugal 21439.29 22060.46 22651.14 23433.93 24716.20 1092.37
Romania 31378.66 31668.07 33454.78 34845.41 39485.27 2432.37
Slovenia 6473.51 6722.90 6875.85 7127.16 7982.69 419.35
Spain | 114522.76 119335.11 125486.61 126434.02 138166.04 6411.76
Sweden 44092.81 48432.69 49103.98 49874.22 50118.89 1857.82
United Kingdom | 174024.39 177000.66 186386.17 191789.70  208268.88 | 11384.30

Table 10.5: Total energy supply between 2008-2018

Sectoral GDP Composition (Agriculture, Industry, Manufacturing).
ture of a country, represented by the composition of its sectoral GDP, directly impacts its emis-
sions profile. Countries with a higher reliance on industry or manufacturing tend to have
greater emissions intensity, which should be considered in allocation. Analyzing sectoral GDP

The economic struc-
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composition supports a fair allocation by recognizing that countries with emissions-intensive
economies face distinct challenges compared to those with service-based economies. This at-
tribute thus enhances vertical equity and ensures allowances are distributed in line with each
country’s economic activity type.

e Principle: Fairness

min 25-quantile median 75-quantile max | Std

Austria | 4.32 4.79 5.14 546  6.05 | 0.55
Belgium | 2.99 3.22 3.39 3.62 3.88 | 0.27
Bulgaria | 2.04 2.20 2.39 256  3.20 | 0.33
Cyprus 0.37 0.44 0.49 0.52  0.59 | 0.07
Denmark | 2.68 3.02 3.87 449 541 | 091
Estonia | 0.49 0.63 0.65 0.80 0.85 | 0.13
Finland | 5.29 5.82 6.03 6.41 6.59 | 0.43
France | 35.54 39.60 42.43 4442 47.28 | 3.91
Germany | 22.99 25.78 29.91 32.78 35.20 | 4.54
Greece 6.79 7.71 8.33 8.85 9.99 | 0.90
Hungary | 4.01 4.87 5.31 5.51 5.67 | 0.60
Ireland 1.32 2.28 2.61 3.06 396 | 0.71
Italy | 36.20 38.32 40.70 43.21 4594 | 3.17

Latvia | 0.85 0.96 0.97 1.07 1.24 | 0.11
Lithuania | 0.95 1.38 1.55 1.66 1.71 | 0.24
Luxembourg | 0.13 0.14 0.15 0.17  0.20 | 0.02
Malta | 0.09 0.10 0.11 0.11 0.13 | 0.01
Netherlands | 13.20 13.89 15.07 1549 15.71 | 0.92
Poland | 11.25 13.13 14.22 1596 16.76 | 1.91
Portugal | 4.16 4.38 4.64 477  5.17 | 0.32
Romania | 7.87 8.47 9.88 10.88 13.51 | 1.74
Slovenia | 0.89 0.91 0.92 1.01 1.22 | 0.10
Spain | 31.90 34.18 34.84 36.07 39.19 | 2.23
Sweden | 6.27 7.53 8.11 847  9.59 | 0.87
United Kingdom | 14.74 16.11 17.05 18.33 22.84 | 2.28

Table 10.6: Agriculture as a percentage of GDP
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min 25-quantile median 75-quantile max Std

Austria | 96.16 102.24 106.03 111.06 116.48 6.50
Belgium 90.94 98.13 100.59 104.53 111.72 6.42
Bulgaria | 12.04 13.16 13.62 14.01 14.87 | 0.87
Cyprus 2.03 2.45 2.95 3.63 4.98 0.90
Denmark | 60.50 64.40 68.89 69.76 79.84 | 5.40
Estonia 4.61 5.63 5.97 6.42 7.36 | 0.81
Finland | 54.66 61.38 63.49 65.70 84.47 7.78
France | 431.14 459.74  479.72 506.08  551.30 | 36.97
Germany | 843.80 934.68 1000.01 1014.25 1085.27 | 69.42
Greece | 27.44 28.64 35.83 42.48 55.73 | 9.66
Hungary | 32.23 32.95 33.99 36.13 40.79 | 2.98
Ireland | 51.79 57.18 62.99 110.85 141.75 | 32.57
Italy | 383.06 431.67  449.66 474.26  568.48 | 50.60

Latvia 4.90 5.37 5.81 6.01 7.81 0.78
Lithuania 9.38 11.12 12.22 13.05 13.97 1.52
Luxembourg 5.99 6.42 6.93 7.48 7.80 | 0.62
Malta 1.36 1.48 1.54 1.59 1.84 0.14
Netherlands | 138.29 155.19 166.89 173.29  204.75 | 19.28
Poland | 129.76 146.41 150.02 156.35 169.32 | 10.65
Portugal | 38.81 41.82 43.54 47.46 53.70 4.42
Romania | 54.81 61.02 63.42 67.76 78.81 | 7.80
Slovenia 12.08 12.77 13.77 13.95 16.62 1.31
Spain | 240.11 268.98 278.66 328.16  429.02 | 57.54
Sweden 97.80 114.87 122.21 126.94 135.67 | 10.52
United Kingdom | 448.57 473.78  494.10 522.75 583.44 | 40.55

Table 10.7: Industry as a percentage of GDP
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min 25-quantile median 75-quantile max Std

Austria 63.75 66.61 70.28 72.47 76.57 4.24
Belgium 58.69 62.46 64.21 66.70 72.39 4.02
Bulgaria | -470.74 -453.31 -432.37 -420.07 -399.33 | 22.79
Cyprus 0.85 0.95 1.12 1.33 1.52 0.23
Denmark 35.21 37.47 40.47 41.64 46.70 | 3.45
Estonia 241 3.20 3.35 3.56 413 | 0.47
Finland 34.44 38.11 39.73 42.29 59.40 6.76
France | 254.30 268.11 278.31 292.38 32540 | 20.87
Germany | 603.23 697.07 743.97 755.59  796.43 | 56.32
Greece 15.64 16.78 18.19 22.95 30.27 4.63
Hungary 22.45 24.56 25.39 27.39 29.71 2.23
Ireland 43.26 47.00 49.10 100.06  126.39 | 31.76
Italy | 264.39 290.81 301.69 308.97  372.63 | 28.24

Latvia 2.57 2.85 3.20 3.32 3.63 0.32
Lithuania 5.65 7.20 8.00 8.15 8.91 0.96
Luxembourg 2.53 2.88 3.14 3.41 3.93 | 0.42
Malta 0.83 0.96 1.00 1.06 1.23 0.11
Netherlands 82.70 89.39 91.54 95.12  109.07 7.43
Poland 71.81 82.05 85.70 88.28 98.64 7.14
Portugal 24.20 25.62 27.24 27.71 31.35 2.12
Romania 35.95 37.70 39.72 44.53 49.91 4.70
Slovenia 8.43 8.69 9.28 9.90 11.00 0.87
Spain | 135.09 148.07 155.06 166.17  207.17 | 19.84
Sweden 60.02 69.65 72.99 77.49 33.80 6.77
United Kingdom | 218.33 242.14 251.42 268.16  286.56 | 20.19

Table 10.8: Manufacturing as a percentage of GDP
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