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Following extensive discussion in 2008, on December 17th the European Council and Parliament agreed 
specific criteria to identify sub-sectors which are considered to be exposed to significant risk of carbon 
leakage. These sectors will qualify for special treatment, which may include a 100% free allowance 
allocation until 2020, border adjustment, or inclusion in a sectoral approach (Article 10b). Any 
manufacturing sector not classified under these approaches will, in 2013, receive 80% of their share of 
the cap for free, declining linearly to 30% by 2020. This note seeks to clarify one aspect of specifying 
the ‘sectors at risk’; namely, how much of the emissions should be ‘charged’ in the assessment? 

A sector or sub-sector is deemed to be exposed to a significant risk of carbon leakage if: (Article 10a) 

(Criteria I) (a) the extent to which the sum of direct and indirect additional costs induced by the implementation of this 
directive would lead to a substantial increase of production cost, calculated as a proportion of the Gross Value 
Added, of at least 5%; and 

 (b) the Non-EU Trade intensity, defined as the ratio between total of value of exports to non EU + value of 
imports from non-EU and the total market size for the Community (annual turnover plus total imports), is 
above 10%.  

(Criteria II)  if the sum of direct and indirect additional costs induced by the implementation of this directive would lead to a 
particularly high increase of production cost, calculated as a proportion of the Gross Value Added, of at least 30%;  

(Criteria III)  if the Non-EU Trade intensity, defined as the ratio between total of value of exports to non EU + value of imports 
from non-EU and the total market size for the Community (annual turnover plus total imports), is above 30%. 

To help identify sectors that may deserve special 
treatment to prevent leakage, the Directive establishes 
quantified criteria based upon the “additional costs 
induced by the implementation of this directive” (text 
box).  

In theory, such “additional costs” could be interpreted 
in one of two ways: 

! the full ‘cost of carbon’ that would be incurred if an 
installation paid to cover all its emissions. With this 
interpretation, initial analysis suggests that most 
sectors would meet the thresholds in the Directive 
for special treatment and could receive 100% of 
allowances for free; or 

! the actual cost an installation would face, taking 
account of free allowances available to all 
manufacturing sectors. In this case, the number of 
sectors qualifying for special treatment increases 
over time, as the share of default free allowance 
allocation declines. 

For sectors whose costs are dominated by electricity 
price impacts, the difference may be negligible. For 
others, the former approach could be taken as a measure 
of the ‘opportunity cost’ faced by a sector, but the latter 
reflects its actual costs. Preserving the integrity of the 
Directive requires consistent choices. 

Ignoring free allocation in calculating 
additional cost is inconsistent 
 
Calculating the additional costs induced by the EU 
ETS without the effect of freely-allocated 
allowances results in internal inconsistencies: 

! if free allowance allocation is proposed as a 
solution to carbon leakage, this reflects a belief 
that it affects relevant decisions e.g. on 
investment, operation, and closure. Therefore, 
the default condition (starting at free allocation 
of 80%) clearly needs to be taken into account 
when applying the agreed criteria.  

! if free allowance allocation does not reduce the 
additional costs induced by the Directive, then 
it does not alter decisions compared to no free 
allocation – in which case it cannot address 
potential leakage. 

This suggests that if 100% free allocation is 
proposed as the dominant solution, assessment 
criteria must apply to the real costs faced by 
sectors – after their default free allocation. 
Presenting free allocation as the solution to tackling 
carbon leakage, and then ignoring it when 
identifying the corresponding sectors at risk, is 
fundamentally inconsistent. 
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Figure 1: Illustration of additional cost induced by the Directive, and trade intensity of different subsectors in 
2013 (left) and 2020 (right) for UK data, with high non-EU trade intensity. The figure includes sectors not 
covered by EU ETS and emissions from installations not covered by the Directive (assuming Carbon price of 
€30/tCO2). 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Illustration of gradual inclusion of sectors 

Figure 1 uses UK data to illustrate the additional 
costs and trade intensity of 159 sub-sector activities 
in the dataset. The yellow areas depict the different 
activities that are considered to have significant risk 
of carbon leakage, according to the criteria of the 
Directive (text box). Activities with trade intensity 
above 30% are classified as being ‘at risk’, 
irrespective of how the costs are calculated. Other 
sectors are only gradually included as the share of 
free allocations falls. 

The graph on the left assumes that a sector 
receives 73% of allowances for direct emissions for 
free. This number reflects a free allocation volume 
of 80% of the share of the cap, which has declined 
to 91% of 2005 levels by 2013. By 2020, the cap 
contracts to 79% of 2005 levels and free allocation 
declines to 30% of the share of the cap. The graph 
on the right depicts the results - 24% of allowances 
for direct emissions are allocated for free.   

Initially, no activity qualifies under Criteria II 
and only six qualify under the conjoint Criteria I. By 
2020, as a result of the declining amount of free 
allocation, far more activities qualify as being ‘at 
risk.’ Thus a clear policy framework exists to address 
leakage concerns, but only as and when 
appropriate, if international efforts fail to establish 
comparable levels of carbon prices among trading 
partners. 

Benefits of considering free allocation when 
calculating additional cost 

As the shares of free allowance allocation declines over 
time, the cost for buying allowances increases. Once the 
cost impact exceeds the threshhold for a given sector, it 
will be given special treatment to avoid the risk of 
leakage.  

! The clear mechanism creates visibility regarding 
future measures for all sectors. This commitment is 
central to avoid leakage that could follow, should 
there be expectations of long-term carbon price 
differences. 

! The gradual inclusion of sectors allows for learning 
about the implementation of measures to address 
leakage. This limits possible negative side-effects of 
their implementation. 

! The amount of free allowance allocation is more 
restricted. This reduces economic distortions from 
repeated free allowance allocations for investment, 
operation and innovation. Experience of these 
distortions in phase I and II of EU ETS was the 
main driver for the move to auctions. 100% free 
allocation also limits the attention that investors and 
management pay to carbon costs. 

! Industrial sectors that buy allowances have an 
incentive to contribute to international cooperation 
on climate policy; the exemption afforded by 
commitment to continuing very high levels of free 
allocation would negate this.  
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