Chapter 5 ®)
The International Influence Guca i
of the Emissions Trading System

in Mexico

Alicia Gutierrez Gonzalez

Abstract This article aims to give an overview of the international influence of the
Emissions Trading System (ETS) in Mexico. It is divided into three parts. First, it
briefly examines both the international Climate Change regime through the descrip-
tion of such instruments as the 1997 Kyoto Protocol and the 2015 Paris Agreement,
and the national regime by reviewing as the 2012 General Law on Climate Change
(LGCC), the National Emissions Registry (RENE) and its Regulations, as well as
other instruments regarding mitigation from carbon tax and clean energy. Second,
it analyzes the legal framework of the pilot phase of the ETS in Mexico (under the
cap and trade principle) which seeks to reduce carbon dioxide emissions (CO;) only
in the energy and industry sectors whose emissions are greater than 100 thousand
direct tonnes of CO,;. In doing so, it also explains the relevance of implementing
an ETS as a cost-effective mitigation measure to achieve the Nationally Determined
Contributions (NDCs) in order to reduce 22% greenhouse gas (GHG) emissions by
2030 (increasing to 36% if there is international support and financing) and 50% by
2050 as a developing country. Third, it focuses on the European Union Emissions
Trading System (EU ETS) experience and shows that all its phases must be done
gradually by adopting the learning-by-doing approach.

Keywords Emissions trading system + Mexico - Paris agreement - European
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International Instruments

Environmental problems are currently the subject of international concerns (Malcolm
2014, p. 613). The question of the relationship between the protection of the environ-
ment and the need for economic development is a problem that developing countries
have been dealing with due to the fact that it is very expensive for them to find a
response to this in an environmentally safe way (Malcolm 2014, p. 617).
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Currently, the international community is facing the main challenge of develop-
ment with environmental protection. On the one hand, some nations invoke state
sovereignty, and on the other, several countries reiterate the need for international
cooperation (Malcolm 2014, p. 631). In this regard, Antonio Cassese explains that
“the environment has come to be regarded as a common amenity; as an asset in the
safeguarding of which all should be interested, regardless of where the environment
is or may be harmed” (Cassese 2005, p. 487).

The protection of a clean and healthy environment requires international coop-
eration, because national actions by themselves may be insufficient (Dixon et al.
2011, p. 441), therefore, the importance of adopting and implementing international
principles and rules in treaties, agreements, protocols, and so on.

At the international level, the United Nations has played an important role
regarding climate change. The 1992 United Nations Framework Convention on
Climate Change' (UNFCCC) establishes under Article 2 that: “The ultimate objective
of this Convention and any related legal instruments ...... is to achieve .... stabiliza-
tion of greenhouse gas concentrations in the atmosphere at a level that would prevent
dangerous anthropogenic interference with the climate system”.

This objective shows that anthropogenic emissions are the principal danger in
climate change, and therefore, the greenhouse gas concentrations must be limited,
so that they can be stabilized (Dupuy and Vifiuales 2018, p. 177). Regarding
the UNFCCQC, it sets out in Article 3 the principle of common but differentiated
responsibilities (among other principles), which states that:

The Parties should protect the climate system for the benefit of present and future generations
of humankind, on the basis of equity and in accordance with their common but differenti-
ated responsibilities and respective capabilities. Accordingly, as parties, developed countries
should take the lead in combating climate change and the adverse effects thereof (Convention
of Climate Change 1992).

This principle is twofold because it states the responsibility of developed coun-
tries to take on obligations for the protection and preservation of the environment
and it establishes different environmental obligations for developing countries. The
ultimate objective of this Convention is to stabilize greenhouse gas emissions at
a level that would prevent dangerous anthropogenic interference with the climate
system (Birnie et al. 2009, p. 358). The UNFCCC entered into force on 21 March
1994. Since then, there have been other global agreements regarding protection of
the atmosphere and the environment. Unfortunately, the emissions of greenhouse
gases continue to rise and there is a climate emergency, which includes:

(i)  frequent droughts;

(i1) floods;

(iii)  storms;

(iv) earthquakes;

(v) loss of biodiversity; and so on.

! The 1992 Convention on Climate Change has been ratified by 194 States.
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It is worth mentioning that the principle of common but differentiated responsi-
bilities was set out in Principle 7 of the 1992 Rio Declaration on Environment and
Development adopted in the United Nations Conference on Environment and Devel-
opment (Rio Declaration on Environment and Development 1992). This principle
states that the countries “shall cooperate to conserve, protect and restore the health
and integrity of the Earth’s ecosystem”. For this reason, the Rio Earth Summit had
the goal of preventing dangerous human interference in the climate system. Thus, the
Rio Declaration and the UNFCC show that protecting the environment requires inter-
national cooperation and that the responsibility to undertake obligations is different
regarding developed and developing countries.

The international influence of the first emission trading started with the 1997
Kyoto Protocol to the United Nations Framework Convention on Climate Change
(Kyoto Protocol 1997)% which establishes under Article 3 that:

1. The parties included in Annex 1 shall, individually or jointly, ensure that their aggre-
gate anthropogenic carbon dioxide equivalent emissions of the greenhouse gases listed in
Appendix A do not exceed their assigned amounts...with a view to reducing their overall
emissions of such gases by at least 5 per cent below 1990 levels in the commitment period
2008 to 2012.

2. Each party included in Annex 1 shall, by 2005, have made demonstrable progress in
achieving its commitments under this Protocol...

An achievement of this Protocol was the establishment of quantitative restric-
tions on emissions from developed countries. Moreover, it sets up three market
mechanisms:

(1)  Joint Implementation (technology development and transfer, Article 6);

(i) The Clean Development Mechanism (implementation of measures in devel-
oping countries, Article 12) and;

(i) The Emissions Trading (global trading in emissions rights, Article 17).

Thus, Article 6 states that:

1. For the purpose of meeting its requirements under Article 3, any Party included in Annex 1
may transfer to, or acquire from, any other such Party emission reductions units resulting from
projects aimed at reducing anthropogenic emissions by sources or enhancing anthropogenic
removals by greenhouse gas sinks in any sector of the economy, provided that:

(a) Any such Project has the approval of the Parties involved...

(d) The acquisition of emission reduction units shall be supplemental to domestic actions
for the purposes of meeting commitments under Article 3...

3. A Party included in Annex 1 may authorize legal entities to participate, under its respon-
sibility, in actions leading to the generation, transfer or acquisition under this Article of
emission reduction units. ..

In the first market mechanism, i.e., the Joint Implementation, the name of the
units is called the Emission Reduction Units (ERUs). The objective of the Article is
to enable developed countries to undertake joint implementation projects, whereby
a country can earn emission credits by investing in projects in other countries.

2 The 1997 Kyoto Protocol has been ratified by 193 Parties.
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In the second market mechanism as mentioned above, i.e., the Clean Development
Mechanism (CDM), the units are called Certified Emission Reductions (CERs).
Article 12 of the 1997 Kyoto Protocol states that:

3. Under the clean development mechanism
(a) Parties not included in Annex 1 will benefit from Project activities resulting in certified
emission reductions; and

(b) Parties included in Annex 1 may use the certified emissions reductions accruing from
such Project activities to contribute to compliance with part of their quantified emission
limitation and reduction commitments under Article 3.”

The CDM promotes sustainable development and allows developed countries
some flexibility due to the fact that they can trade the CERs to meet a part of their
emission reduction goals under the 1997 Kyoto Protocol.

The third mechanism is the Emissions Trading, i.e., it has its foundation under
Article 17, which authorizes developed countries to have environmental projects
designed to reduce emissions.

Titenberg explains that “Emissions trading allows more flexibility in the timing
of control investments. Under emissions trading, facilities have the ability to time
their expenditures so that they coincide with optimal capital replacement schedules
and prevailing market conditions” (Titenberg 2006, pp. 5-6). It can be said that the
European Union adopted this mechanism to create the European Union Emissions
Trading System (EU ETS).

The central features of the 1997 Kyoto Protocol were the market-based
approaches such as the emissions trading and the clean development mechanism.
The CDM allows emission reduction projects in developing countries to earn certi-
fied emission reduction credits, each equivalent to one tonne of CO,. It is worth
mentioning that the European Union (EU) favoured strong targets and limited flex-
ibility, while the United States (US) and other non-EU developed states generally
favoured weaker targets and greater flexibility (Bodansky et al. 2017, p. 160).

Currently, Mexico has three different GHG emission reductions mechanisms.
The first is the 1997 Kyoto Protocol CDMs regarding CERs in areas such as:
biomass energy, coal bed/mine methane, EE industry, EE own generation, fugitive,
geothermal, HFCS, hydro, landfill gas, methane avoidance, n20, solar, transport and
wind. At the start of CDM implementation, Mexico thus far is hosting 225 projects.
Within Latin America, this corresponds to 18% in CDM projects and 15% in projects
producing CERs (UNEP/CDM, 2020). The second mechanism is a voluntary carbon
market in Mexico, where companies can buy Verified Emissions Reductions (VER) or
carbon credits. With the 2020 ETS pilot programme, Mexico has the third mechanism
for reducing GHG emissions.

The atmosphere as a shared resource is an area of common concern (Birnie et al.
2011, p. 337). Hence, it is crucial to take measures that include all countries world-
wide. As widely known, GHG emissions from fossil energy sources contribute to
global climate change. This is one of the reasons why emission trading in the 1997
Kyoto Protocol has become an important issue in terms of a global policy to reduce
GHG.
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The 2015 Paris Agreement is the most important international instrument world-
wide regarding the mitigation of GHG. It was adopted by COP 21 on 12 December
2015 and entered into force on 4 November 2016 (Paris Agreement 2015). This
Agreement makes no mention of carbon markets under Articles 6.1 and 6.2, there-
fore, it allows parties to take voluntary mechanisms in order to implement their
nationally determined contributions (NDC) and to use internationally transferred
mitigation outcomes to meet its reductions of GHG emissions (Sands et al. 2018,
p.324).

Article 6 (4) states that:

“4. A mechanism to contribute to the mitigation of greenhouse gas emissions and support
sustainable development is hereby established under the authority and guidance of the
Conference of the Parties serving as the meeting of the Parties to this Agreement for use by
Parties on a voluntary basis. It shall be supervised by a body designated by the Conference
of the Parties serving as the meeting of the Parties to this Agreement, and shall aim:

(a) To promote the mitigation of greenhouse gas emissions while fostering sustainable
development;

(b) To incentivize and facilitate participation in the mitigation of greenhouse emissions
by public and private entities authorized by a Party;

(¢)  To contribute to the reduction of emission levels in the host Party, which will benefit
from mitigation activities resulting in emission reductions that can also be used by
another Party to fulfil its nationally determined contribution; and

(d)  To deliver an overall mitigation in global emissions.

This Article promotes the mitigation of GHG through an ETS, supports sustainable
development, and involves parties in cooperation. The ultimate purpose of the 2015
Paris Agreement is “to strengthen the global response to the threat of climate change”.
Regarding long-term mitigation goals, they can be formulated in terms of limiting
temperature increase (2 °C or 1.5 °C above preindustrial levels); and a GHG emissions
reduction goal (50% by 2050). (Bodansky et al. 2017, p. 228).

According to the Intergovernmental Panel on Climate Change (IPCC) greenhouse
gases are:

Those gaseous constituents of the atmosphere, both natural and anthropogenic, which absorb
and emit radiation at specific wavelengths within the spectrum of thermal infrared radia-
tion emitted by the Earth’s surface, by the atmosphere itself, and by clouds. This property
causes the greenhouse effect. Water vapour (H20), carbon dioxide (CO2), nitrous oxide
(N20), methane (CH4), and ozone (O3) are the primary greenhouse gases in the Earth’s
atmosphere. Moreover, there are a number of entirely human-made greenhouse gases in the
atmosphere, such as the halocarbons and other chlorine- and bromine-containing substances,
dealt with under the Montreal Protocol. Besides CO2, N20, and CH4, the Kyoto Protocol
deals with the greenhouse gases sulphur hexafluoride (SF6), hydrofluorocarbons (HFCs),
and perfluorocarbons (PFCs) (IPCC 2012).

The main GHGs include carbon dioxide (CO;), methane (CHy), and nitrous
oxide (N,0O). Some of the GHGs exist in nature and they include water vapour,
carbon dioxide, methane, and nitrous oxide; others are exclusively human-made
such as fluorinated gases. This is referred to as the enhanced greenhouse effect or
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the anthropogenic greenhouse effect as it is primarily due to human activities (Tan
2014, p. 349).

The international documents mentioned above reaffirm that protecting the envi-
ronment requires international cooperation. Nevertheless, on 4 November 2019, the
United States of America notified the Secretary-General of its decision to withdraw
from the 2015 Paris Agreement which shall take effect on 4 November 2020 in accor-
dance with article 28 (1) and (2) of the agreement. This unfortunate decision shows
the lack of international cooperation from that country, which is urgently required
in order to combat climate change. To this date, 189 Parties of 197 Parties to the
Convention have ratified (United Nations, September 2020).

Mexico’s NDCs and Other GHG Mitigation Mechanisms
in Line with the 2015 Paris Agreement

Mexico signed the Paris Agreement on 22 April 2016. It was approved by the
senate on 14 September 2016 and published on 21 September 2016 in the Offi-
cial Journal of the Federation (D.O.F.). As a Party of this international instrument,
Mexico has amended its 2012 General Law on Climate Change (LGCC) with the
aim of harmonizing the law with the objectives established in the Article Two of the
Paris Agreement.

Additionally, Mexico has undertaken reforms regarding GHG mitigation with
the 2015 Paris Agreement. The 2015 Energy Transition Law (Ley de Transicion
Energética) was published in D.O.F on 24 December. This law promotes the sustain-
able and efficient use of energy. According to the law, the Secretariat of Energy
(SENER) should promote the generation of clean energy to reach the levels set forth
in the LGCC for the electric power industry, including a minimum share of clean
energies in electricity generation of 25% by 2018, 30% by 2021, and 35% by 2024
(Article 3 transitory of the 2015 Energy Transition Law). Clean electricity has been
set at 5% for 2018 and the quota will be gradually increased to meet the target of
35% by 2024. This energy policy permits the issuance of clean energy certificates
(certificados de energia limpia) which aim to promote the generation of clean energy
as well as reinforce GHG mitigation. In addition, SENER has recently included the
clean energy target of 39.9% by 2033 and 50% by 2050 (SENER 2020).

It is worth mentioning that the 1988 General Law on Ecological Balance and
Protection of the Environment (LGEEPA) was amended in 2016, 2017, and 2018 with
the objective of including the climate change agenda. Following this, the economic
instruments to mitigate climate change in Mexico are: (i) the carbon tax, the Climate
Change Fund, and the ETS pilot programme.

Furthermore, the 2015 Energy Transition Law also promotes clean energy produc-
tion. Together with the LGCC, this law could help Mexico to achieve its NDC goals,
mitigate the effects of climate change, and produce less CO, using green energies.
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The Law on Special Tax on Production and Services (Ley del Impuesto especial
sobre produccion y servicios) was amended in 2012 with the aim of putting a carbon
tax applying to CO, emissions to all sectors covering all fossil fuels, except natural
gas (Article 2, I). It is an excise tax, which is capped at 3% of the fuel sales price.
Companies may choose to pay the tax with credits from CDM projects conducted in
Mexico or CERs that are also eligible for compliance in the EU ETS, equivalent to
the market value of the credits at the time of paying the tax. This carbon price must
be paid monthly and the carbon tax is updated yearly (World Bank 2020).

In October 2013, the carbon tax on fossil fuel production was introduced as part
of the tax reform package and, in November of the same year, a voluntary carbon
exchange, MEXICO2 was established to trade carbon credits. The carbon tax began
in January 2014 and the certified emissions reductions can be used to meet 20% of
the carbon tax obligation (IETA 2018).

Climate mitigation goals in Mexico are fivefold: clean energy transition, energy
efficiency and sustainable consumption, sustainable cities, reduction of short-lived
climate pollutants, sustainable agriculture, and protection of natural carbon sinks.

The 2015 Paris Agreement calls on parties to define an intended nationally deter-
mined contribution (INDC). This is a voluntary mechanism, but the key to meeting
the Agreement’s objectives. This Agreement does not establish specific goals for
emissions reductions by parties, which differs from the 1997 Kyoto Protocol (Sands
et al. 2018, p. 321). In 2015, Mexico published and submitted to the UNFCCC its
commitment to unconditionally reduce “25% of greenhouse gases and short-lived
climate pollutants emissions (below a Business as usual Baseline, (BAU)) for the year
2030, i.e., a reduction of 22% of GHG and a reduction of 51% of Black Carbon”
(INDC 2015).

Mexico’s INDC is divided into two parts: (i) mitigation and (ii) adaptation. As for
mitigation, Mexico includes two types of measures: unconditional and conditional.
The unconditional set of measures are those that Mexico will implement with its
own resources, while the conditional actions are those that Mexico could develop if
a new multilateral climate regime is adopted and if additional resources and transfer
of technology are available through international cooperation.

It is important to mention that Mexico assumes an unconditional international
commitment to carry out certain mitigation actions and reaffirms its commitment to
combat climate change, to the multilateral rules-based climate regime that requires
the participation of all countries, and to sustainable development, as well as its
solidarity with the most vulnerable countries.

The Mexican government explained in its INDC that the conditional reductions of
25% could increase up to 40% conditionally, subject to a global agreement addressing
major topics including international carbon pricing, carbon border adjustments, and
technical cooperation. It also includes access to low-cost financial resources and
technology transfer, all at a scale commensurate to the challenge of global climate
change. Within the same conditions, GHG reductions could increase up to 36% and
Black Carbon reductions to 70% in 2030 (INDC 2015).

As for unconditional reduction, Mexico is committed to unconditionally reducing
25% of its GHGs and short-lived climate pollutants emissions (below BAU) for the
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year 2030. This commitment implies a reduction of 22% of GHG and a reduction of
51% of Black Carbon” (INDC 2015). “This commitment implies a net emissions peak
starting from 2026, decoupling GHG emissions from economic growth: emissions
intensity per unit of GDP will reduce by around 40% from 2013 to 2030. Within
the same conditions, GHG reductions could increase up to 36%, and Black Carbon
reductions to 70% in 2030” (INDC 2015).

An achievement for Mexico as of 2015, is the legal mandate for all entities emitting
more than 25,000 tCO, per year to report their emissions of (i) carbon dioxide (CO»);
(i1) methane (CH4); (iii) nitrous oxide (N,O); (iv) hydrofluorocarbons (HFCs); (v)
perfluorocarbons (PFCs); (vi) sulphur hexafluoride (SF6) and; (vii) black carbon in
the National Emissions Registry (RENE).

It is worth mentioning that Mexico is a developing country, highly vulnerable to
the effects of climate change. National emissions of GHG represent only 1.4% of
global emissions and the net per capita emissions, inclusive of all sectors, are 5.9
tCO,e (INDC 2015).

According to the 2018 Global Carbon Atlas, Mexico is in 12th place with 477
MtCOs (Global Carbon Atlas 2018). It is expected that Mexico will be the world’s
seventh largest economy in 2050 (PWC 2017).

The GHG reduction target for 2020 for Mexico is: (i) 30% below BAU GHG
emission baseline (ambitious); (ii) by 2030: 22% below BAU GHG emissions base-
line, this includes the NDC; and by 2050 below 2000 GHG levels; 50% included in
the LGCC (ambitious).

The Legal Framework of the Pilot Phase of the ETS
in Mexico Under the Cap and Trade Principle

The Mexican 2012 Climate Change Law was amended on 13 July 2018 with the aim
of complying with the 2015 Paris Agreement and implementing a national emissions
trading system that could help the country meet its mitigation goals. According to
Articles 87, 88, 94, and 95 of the LGCC, an Emissions Trade System and a National
Emissions Registry will be established with the aim to promote emission reductions
in the most cost-efficient way, which is also measurable, reportable, and verifiable.

A regulation to the LGCC regarding the National Emissions Registry (RENE)
was published on 28 October 2014, establishing the requirements for reporting GHG
emissions (Regulation of the LGCC 28 October 2014). According to Articles 3, 4, 6,
and 9 of the Regulation of the LGCC, the energy, transport, industrial, agricultural,
residues, commerce, and services sectors are required to report their GHG emissions
in the Annual Operational Certificate (Cédula de Operacion Anual, COA). The COA
is the main bottom-up environmental reporting instrument used by industries to report
substances such as air, soil, wastes, pollutants, and GHG emissions.

The adoption of ETS in Mexico in the short and long term is built on the existing
monitoring regulations in the National Emissions Registry. It can be said that the
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climate policies in Mexico are directly affected by international regulations and
experience due to the fact that the European Union Emission Trading System has
been taken into account in the pilot phase of the ETS in Mexico, as established in
the second transitory Article of the LGCC, on 13 July 2018. (LGCC, 13 July 2018).

Mexico is currently in the pilot phase (2020-2023) of an Emissions Trading
System under the cap and trade principle, with the purpose of reducing carbon dioxide
emissions in the energy and industry sectors this phase, whose emissions are greater
than 100 thousand direct tonnes of CO, per year. Around 300 entities are covered
representing ~37% of national emissions (International Carbon Action Partnership,
(ICAP 2020a).

It is important to mention that during the pilot phase there is no economic impact
on regulated entities. However, in case of non-compliance, the entities will lose the
chance to bank unused allowances into the next compliance periods within the pilot
phase of the ETS (ICAP 2020a). On 1 October 2019, the rules and terms for the
implementation of the ETS in Mexico were published in the Official Journal of the
Federation (D.O.F,, 1 October 2019).

Regarding the caps for 2020 and 2021, they were published on 27 November
2019 by the Ministry of Environment and Natural Resources (SEMARNAT). Thus,
the caps for 2020 are 271.3 MtCO; and for 2021 are 273.1 MtCO; (1) (SEMARNAT,
November 27, 2019a). The free allowances allocations for the different sectors were
also published by SEMARNAT (SEMARNAT, 27 November 2019b).

As mentioned above, the pilot phase of the ETS is under the cap and trade prin-
ciple with the purpose of reducing carbon dioxide emissions in the energy and
industry sectors, whose emissions are greater than 100 thousand direct tonnes of CO5.
This was possible with the support of GIZ (Deutsche Gesellschaft fur internationale
Zusammenarbeit GmbH).3

It should be noted that an ETS is a market-based instrument, which is used to
reduce GHG related to the cap and trade principle. The cap establishes the global
limit of GHG, which may be emitted and will be broken down into a number of
allowances. These allowances may be traded under the companies regulated by an
ETS. The final objective of this is to allow enterprises to comply with their obligations
in a cost-efficient manner.

Following this, the Mexican ETS pilot programme started on 1 January 2020 and
the scope of the implementation of the ETS includes only CO, emissions from the
energy and industrial sector.

The energy sector includes:

(1)  Exploitation;

(ii))  Production;

(iii)  Transportation and distribution of hydrocarbons; and
(iv)  Generation, transmission, and distribution of electricity.

3 The German Federal Ministry for the Environment, Nature Conservation and Nuclear Safety
(BMU) has supported the project preparation of an Emissions Trading System in Mexico as a part
of the International Climate Initiative.
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And from the industrial sector are included:

@1) Automotive;

(ii)) Cement;

(iii))  Chemical;

(iv)  Foods and beverages;
(v)  Glass;

(vi)  Steel;

(vii))  Metallurgical;

(viii)  Petrochemical;

(ix)  Paper, and so on.

The participants of these sectors will be subject to:

(i) Emissions reporting and verification obligations (taking into account their
emissions during the previous year); and

(ii)) Obligations related to the delivery of emission rights or allowances (taking
into account their emissions during the previous year).

The pilot phase runs from 2020 to 2021 and the transition phase in 2022 constitutes
the ETS pilot programme in Mexico. After that, the operational phase will be in place.
It covers direct CO, emissions from entities in the energy and industry sectors, which
generate at least 100,000 tCO; per year. Around 300 entities are covered (37% of
national emissions).

It is important to mention that during the pilot phase, allowances will be free of
charge for all the participants and the amount of allowances issued by SEMARNAT
and allocated to all of them will be determined based on historical information
reported by the National Emissions Registry.

Table 5.1 shows the reserves and the sectoral allocation of allowances for 2020
and 2021 published by SEMARNAT.

As for auctions reserve (5%), new entrants reserve (10%), and the general reserve
(5%), they have their foundation under Articles 13, 14, and 15 of the notice of the
rules for the establishment of an ETS in Mexico (D.O.F., 1 October 2019).

The implementation of an Emissions Trading System in Mexico is to reduce a
cost-effective mitigation measure to achieve its Nationally Determined Contributions
of reducing 22% GHG emissions by 2030 (increasing to 36%, in case of international
support and financing) and 50%, by 2050.

The verified annual CO, emissions report is made to the National Emissions
Register and to the ETS registry. Nevertheless, the 2012 General Law on Climate
Change envisages a possible linkage between Mexican ETS and ETS in other coun-
tries (LGGC, 13 July 2018, Transitory Article 2). SEMARNAT and the National
Institute for Ecology and Climate Change (INECC) are the institutions involved in
the establishment and implementation of an ETS. SEMARNAT will review the pilot
phase each year and will publish the emission reduction reports supported by INECC.
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sectoal allocation of 2020 2021

emissions rights for 2020 and MICO, M0, M)

2021 CAP 271.3 273.1
Auctions reserve (5%) 13.6 13.7
New entrants reserve (10%) 27.1 27.3
General reserve (5%) 13.6 13.7
Electricity generation 138.1 138.1
Cement 30.2 30.2
Chemical industry 7 7
Glass 2.7 2.7
Iron and steel 14.7 14.7
Lime 0.6 0.6
Mining 2.1 2.1
Oil and gas 355 355
Refinement 17.8 17.8
Petrochemicals 5.7 5.7
Paper 2.3 23
Foods and beverages 7.7 7.7
Others 7 8.8

Source Compiled by author (SEMARNAT, 27 November 2019b)

The European Union Experience in the Emissions Trading
System (EU ETS)

The EU ETS is “a cornerstone of the EU’s policy to combat climate change and its
key tool for cost-effective reduction of greenhouse gas emissions. It is the world’s
first major carbon market and remains the biggest” (European Union 2020). It works
on the cap and trade principle. It covers 45% of the EU’s greenhouse gas emissions
and the main objective is to reduce the cap so that the total emissions fall. The other
55% comes from emitters such as household, transport users, and agriculture. Thus,
the EU ETS is a carbon market operating across 31 countries in the European Union
and in the European Economic Area, covering more than 11,000 greenhouse gas
emitters including power stations and manufacturing plants, plus some EU flights
(CISL 2015).

A cap is set on the total amount of certain GHG that can be emitted by instal-
lations covered by the system. Within the cap, companies receive or buy emission
allowances, which they can trade with one another as needed. They can also buy
limited amounts of international credits from emission-saving projects around the
world. The limit on the total number of allowances available ensures that they have a
value. After each year, a company must surrender enough allowances to cover all its
emissions, otherwise, heavy fines are imposed. If a company reduces its emissions,
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it can keep the spare allowances to cover its future needs or else sell them to another
company that is short of allowances. Trading injects flexibility that ensures emissions
are cut, where it costs least to do so (ICAP 2020b).

Although the EU ETS created an explicit price on carbon emissions, which
reduced emissions by 26% between 2005 and 2017, this is not enough to combat
climate change (Delbeke and Vis 2019, pp. 15—-16). Nonetheless, the EU ETS includes
a symbolic value, which goes beyond economic consideration and demonstrates the
will of the EU to stand as a leader in the international environmental policy context
(Borghesi and Montini 2016, p. 3).

Based on the EU ETS experience, Mexico started with monitoring and reporting
for the ETS pilot programme with the CO, emissions only in the energy and industrial
sectors. It is worth mentioning that emissions from fixed and mobile sources are also
considered.

In the EU ETS, most activities are defined based on a capacity threshold to decide
which facility will take part in the ETS. The capacity threshold for combustion
activity is expressed by the total rated thermal input and the capacity threshold for
industry activities is expressed by production capacity. In the current situation in
Mexico, an emission permit is not compulsory. An environmental license called the
unique environmental license for the prevention and control of atmospheric pollution
is given to the industries.

According to the 2015 report called “10 years of carbon pricing in Europe: a
business perspective”, published by the Institute for Sustainability leadership of
the University of Cambridge, diverse enterprises explained that they made notable
progress in reducing their carbon emissions during its lifetime (CISL 2015). Compa-
nies saved money through greater efficiency and then got a carbon bonus over their
competitors, either by being able to sell allowances or not needing to buy them. The
report also shows the flexibility of the EU ETS due to the fact that the benefit of
reducing emissions for some is to reduce the amount of allowances they buy, and
for others, to leave them with allowances to sell. Mexico has to learn from this flexi-
bility and has to monitor, report, and verify its CO, emissions every year. The report
concluded that the existence of the EU ETS and its reporting requirements has helped
companies to focus on carbon. However, companies argue that the carbon price is
too low to drive technical innovation.

It is important to mention that there are four trading periods within the EU ETS.
The first and the second have concluded, the third is ongoing until 2020, and the
fourth has been set up for the years 2021-2030. All of them are governed by the
EU ETS Directive 2003/87/EC of the European Parliament and of the Council of 13
October 2003 establishing a scheme for greenhouse gas emission allowance trading
within the Community and amending Council Directive 96/61/EC.

The phases of the EU ETS are as follows:

(1)  The first phase
The first trading period or phase 1 lasted from the launching of the EU ETS in
2005 until the end of 2007, i.e., 3 years (pilot phase or the pre-Kyoto Period).
(ii)) The second phase
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The second trading period or phase 2 began in 2008 and ended in 2012, i.e.,
5 years (coinciding with the first commitment period under the 1997 Kyoto
Protocol).

Thus, the first and second phase had a free allocation to industry, which was
decided on the national level.

(iii)  The third phase

In the current third phase or trading period (2013-2020), 8 years, there is no
free allocation for electricity production and the free allocation to industry
is based on EU harmonized rules outlines in the Benchmarking Decision or
Commission Decision of 27 April 2011 determining transitional Union-wide
rules for harmonized free allocation of emission allowances pursuant to Article
10a of Directive 2003/87/EC of the European Parliament and of the Council
(notified under document C(2011) 2772) (2011/278/EU).

In this third phase, the EU ETS established the centralized registry system (the
single European Union Registry).

(iv) The fourth phase

The fourth phase or trading period will start in 2021 and will run until 2030, i.e.,
10 years. The aims of the EU ETS are:

(i)  to increase the pace of emissions cuts;
(i)  to establish better-targeted carbon leakage framework; and
(iii))  to provide funds for low-carbon innovation and energy sector modernization

It is worth mentioning that the EU ETS is the central pillar of the EU Climate
Change Policy. Due to the fact that the European Union aims to be climate-neutral by
2050, the Commission will review and propose a revision of climate policy instru-
ments by June 2021 as part of the EU’s Green Deal. This includes the EU ETS and
a possible extension of emissions trading to new sectors.

The EU ETS applies to CO, emissions from industry, power, and aviation, and
includes industrial processes emissions. It also covers N20 emissions from the certain
chemical sector and PFC emissions from primary aluminium production. Mexico
applies only to CO, emissions from the industry and electricity sectors. (ICAP
2020b).

As mentioned above, for the first two trading periods the EU ETS had focussed on
CO; only for the sake of simplicity because it is the main anthropogenic GHG and
because of the large monitoring uncertainty in different sectors, as in the waste sector
(European Commission 2006). For the third trading period, nitrous oxide (N, O) emis-
sions from fertilizer manufacturing, perfluorocarbon (PFC) emissions from primary
aluminium production, and further activities emitting CO, were introduced.

In order to reduce GHG and to comply with the goals for 2030, the EU has a
comprehensive policy which includes, in addition to the EU ETS, the emissions of
households, transport users, agriculture and land use, land use change, and forestry
(LULUCEF). The latter has been added to reach the EU 2030 targets (Delbeke and
Vis 2019, p. 17).
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Conclusion

Mexico’s commitment to climate change has been influenced by international agree-
ments such as the 1997 Kyoto Protocol and the 2015 Paris Agreement. The former has
put emission trading on the international agenda and the latter has placed emission
trading as a new instrument for climate change policy around the world.

Additionally, Mexico has undertaken reforms regarding GHG mitigation in line
with the 2015 Paris Agreement. The 2015 Energy Transition Law promotes sustain-
able and efficient use of energy and SENER has recently included the clean energy
target of 39.9% by 2033 and 50% by 2050. The 1988 LGEEPA was amended to
include the climate change agenda. The economic instruments for mitigating climate
change in Mexico are: (i) the carbon tax, (ii) the Climate Change Fund, and (iii) the
ETS pilot programme.

The ETS is a new instrument for environmental protection in Mexico. There-
fore, it is very important to gain experience in its implementation during the current
pilot phase. However, the effective operation of such a regime requires rules for
monitoring, reporting, and verification.

As a developing country, the challenge for Mexico is getting technical and
economic support from developed nations. In dealing with climate change, Mexico
faces a lot of problems because of its lack of infrastructure, capacity building, transfer
of technology, and finance, among others. Therefore, international support in these
areas is required.

The EU ETS experience will be taken into account in the pilot phase of ETS
(2020-2022) according to the LGCC (36 months). It is expected that at the end of
the three phases, Mexico will be able to establish an Emissions Trading System,
achieving the emissions reductions not only in the energy and industrial sector, but
in other sectors as well. After that time, it is expected that this implementation will
be mandatory. The ETS in Mexico will play a key role in promoting decarbonization
in sectors such as the energy and industry sectors.

The implementation of an Emission Trading System under the cap and trade prin-
ciple will help Mexico reach and comply with its INDC goals in the future and combat
climate change. One of the benefits of emissions trading is that it provides certainty
for environmental outcomes and will foster Mexico’s sustainable development.

For Mexico, the implementation of an ETS as a cost-effective mitigation measure
to achieve the Nationally Determined Contributions of reducing 22% GHG emissions
by 2030 (increasing to 36%, if it has international support and financing) and 50%
by 2050 is very relevant as a developing country.

The European Union’s experience in the Emissions Trading System serves as a
good example for implementing the Emissions Trading System in Mexico due to the
fact that Mexico has the opportunity to learn and build technology capacities in this
matter.

In sum, as a developing country, Mexico needs international support to achieve
its targets, including technical, financial, and capacity building. The pilot phase of
ETS will help the country to gain experience in this area and collect first experiences
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with auctioning allowances. Moreover, there are many lessons to be learned from
the EU ETS, but the most important thing that Mexico has to take into account is
that the GHG emissions reductions, clean energy, climate policy, etc., must be done
gradually. The learning-by-doing approach of the EU ETS should be implemented
in the Mexican climate change policy.
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Open Access This chapter is licensed under the terms of the Creative Commons Attribution 4.0
International License (http://creativecommons.org/licenses/by/4.0/), which permits use, sharing,
adaptation, distribution and reproduction in any medium or format, as long as you give appropriate
credit to the original author(s) and the source, provide a link to the Creative Commons license and
indicate if changes were made.

The images or other third party material in this chapter are included in the chapter’s Creative
Commons license, unless indicated otherwise in a credit line to the material. If material is not
included in the chapter’s Creative Commons license and your intended use is not permitted by
statutory regulation or exceeds the permitted use, you will need to obtain permission directly from
the copyright holder.
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