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Overview

This article critically examines the impact of industrial production on allowance prices for sectors covered by the European Union Emissions Trading Scheme (EU ETS). Using sector production indices and a ratio of allowance allocation relative to baseline emissions, we show that the effect of economic activity on carbon prices shall be analysed in conjunction with compliance breaks which reveal useful information about the net short/long position at the installation level. The results extend the previous literature by showing that carbon prices react not only to other energy markets and weather influences, but also to sector production and compliance breaks. Thus, we uncover new carbon price drivers during the EU ETS Phase I (2005-07).

Methods

As pointed out by Ellerman and Buchner (2008), allowance oversupply and early abatement concerns need to be balanced against the analysis of verified emissions relative to allocated allowances at the installation level. Thus, we examine the relationship between economic activity, as measured by industrial production indices, and carbon price changes based on two kinds of dummy variables. First, we use an indicator of allocation stringency, defined as the actual allocation relative to baseline emissions to capture the extent to which each sector is in a net short/long position. Second, we identify production peaks, defined as the variation of industrial production above a specific threshold, to estimate the effects of economic activity in conjunction with industrial production indices. To fully decompose the net effects on carbon price changes, we also take into account the potential interaction between the two latter dummy variables and the industrial production index for each sector.

Results

Compared to previous literature, this article extends, among other contributions, Mansanet et al. (2007) and Alberola et al. (2008) by emphasizing other carbon price drivers than energy prices, weather and institutional events. Our results feature that three sectors may be identified as having a statistically significant effect on carbon price changes: the combustion, iron and paper sectors which total 80\% of allocated allowances in the EU ETS. While it has been possible to decompose the analysis between simple dummy variables and the interaction variable only in the case of the combustion sector, this finding is the most interesting since the combustion sector totals approximately 70% of allocated allowances.

Conclusions

This article brings in a new line of research by showing that EUA price changes also react to economic activity of the main sectors covered by the EU ETS as influenced by their emissions net short/long position. Other areas for future research include a microeconometric analysis of those effects at the country- or firm-level.
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