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Introduction 

Policies to mitigate the threat of climate change can 

have many economic benefits, from fostering greater 
resource efficiency and decreasing import 

dependence to promoting innovation and 

employment in potential growth sectors (PwC, 2013: 
4). Over the longer term, such policies are vital to 
limit the staggering social and environmental cost of 

climate change (World Bank, 2012). In the near 
term, however, constraints on greenhouse gas 
emissions can increase production costs in 

manufacturing industries, especially for energy- and 

emissions-intensive activities (McKinsey, 2009: 32). 
At a conceptual level, many climate policies – such 

as taxes or emissions trading – are specifically 
designed to internalize the social and environmental 
cost of greenhouse gas emissions by adding an 

explicit or implicit carbon price to emitting activities 
(OECD, 2013: 9).1 And while the cost of action is 
expected to be lower than the impacts of 

unmitigated climate change, it will nonetheless rise 
over time as readily available abatement options are 
exhausted and more costly solutions need to be 

explored (Stern, 2006: 63, 191). 

A concern frequently voiced in jurisdictions adopting 
climate policies is hence that such policies will place 

domestic industries at a disadvantage relative to 

competitors in jurisdictions with less ambitious 
mitigation strategies. Uneven policy efforts are seen 

as potentially leading to competitive distortions and, 
by extension, to adverse effects such as relocation of 

                                                   

1 Social cost of carbon describes the monetized damages 

associated with an incremental increase in anthropogenic 

greenhouse gas (GHG) concentrations in the atmosphere, 

see Greenstone et al., 2011. 

economic activity, loss of employment, and 
‘leakage’ 2  of greenhouse gas emissions to 
jurisdictions with weaker environmental standards 

(Aldy et al., 2012). 

To what extent greenhouse gas controls affect 

production relative to other cost factors, such as 

appropriately skilled labor, natural resources, 
transportation, and capital, is disputed (Antweiler et 
al., 2001) and also depends on the ability of affected 

sectors to pass through increased costs to their 
customers without losing market share.3  Evidence 
from past and present mitigation efforts has shown 

that competitiveness concerns tend to be overstated 

or fail to materialize (Bukowski, 2013). Still, 
experience has also highlighted that related fears 

create genuine political pressure and can potentially 
undermine support for climate policies (Neuhoff, 
2008). Whether empirically justified or not, concerns 

about competitive distortions have to therefore be 
taken seriously by policy makers. 

                                                   

2 Such leakage, which can be defined as an increase in 

emissions outside a jurisdiction with carbon constraints 

resulting from those constraints, may occur through 

several channels, such as a loss of international market 

shares to the benefit of unconstrained competitors, 

relocation of capital to countries with less stringent climate 

policies, and falling energy prices due to reduced energy 

demand from jurisdictions with carbon constraints, 

triggering higher energy demand and thus rising emissions 

elsewhere, see Reinaud, 2008. 
3 The ability of a producer to pass through cost increases 

primarily depends on the competitive nature of the 

underlying market, but is also affected by the amount of 

the cost increase, the substitutability of the product, as 

well as changing variables such as transport cost (Reinaud, 

2008). 
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At the political level, these concerns have prompted 
discussion of measures to avert undesired impacts 

stemming from asymmetrical mitigation efforts. A 
number of options are available to policy makers, 

ranging from financial assistance for affected 

sectors and cost containment or flexibility provisions 
to border adjustments and international policy 
harmonization. Jurisdictions with a price on carbon, 

for instance, can adopt various measures that ease 
the burden on covered entities, such as exemptions 
and compensation payments or – in the context of 

emissions trading – free allocation of allowances; 
they can also extend the reach of their efforts to the 

international dimension and resort to adjustment 

measures at the border, notably tariffs on imported 
products, or see policy harmonization and linkage. 

While politically attractive, measures to offset 

competitive disadvantages can also give rise to new 
challenges. Internationally, such measures may be 
perceived abroad as protectionism for domestic 

industries and give rise to diplomatic tensions or 
outright trade disputes. Rent-seeking behaviour by 
economic actors can weaken the stringency of 

climate policies if regulators extend preferential 
treatment due to – potentially overstated – claims 
competitive pressures, and if affected sectors are 

able to pass through the opportunity cost of free 
allowances, they may enjoy substantial windfall 

profits. More importantly, measures to offset 

competitive distortions can lock in a lower level of 
mitigation effort or even shift the burden of 
achieving mitigation targets to sectors where 

abatement may be costlier, effectively increasing the 
aggregate welfare impact of climate policy. 

Such drawbacks notwithstanding, preoccupation 

with competitiveness and leakage often assumes a 

dominant role in the public discourse on climate 
policy. A careful balance between environmental 

priorities and stakeholder demands is critical, and 
insights garnered from existing climate mitigation 
efforts can provide valuable guidance for policy 

design and civil society engagement. Following an 
overview of available policy options to address these 
concerns, this policy brief therefore highlights 

experience with their implementation in the 
European Union (EU) and – where relevant – other 
jurisdictions with emissions trading systems. It 

concludes by formulating insights on the utility and 
effectiveness of such policy options, along with 
recommendations arising from the foregoing 

experience.  

Policy Options to Address 

Competitiveness Concerns: A Taxonomy 

Several policy options may serve to offset 

competitive distortions arising from differences in 
the scope and stringency of greenhouse gas 
management strategies. So far, the discussion of 

such options has mainly centered on four 
overarching categories of measures, with the first 

two effective at the domestic level only, and the 
latter two introducing an international dimension: 

 Subsidies and compensation payments; 

 Cost containment and flexibility provisions; 

 Border adjustment measures; 

 Extension of domestic climate policies. 

In this section, two of the foregoing categories – cost 

containment and flexibility provisions, and border 
adjustment measures – will be outlined at a 
conceptual level in the context of emissions trading 

systems, describing the main ways in which each 

policy option can be implemented, and briefly 
assessing the attendant benefits and risks ascribed 

to each category. Finally, the analysis will highlight 
where such policy options have been applied in 
practice, mentioning aspects of policy design and 

implementation. 

Cost Containment and Flexibility Provisions 

Complying with climate policies will frequently incur 

an economic cost, but various approaches are 
available to contain these costs or afford flexibility 
for compliance entities to choose more affordable 

abatement option. Where carbon constraints are 
implemented by way of emissions trading, or, more 
aptly, the creation of a market for tradable emission 

allowances, the economic impact on covered entities 

can be minimized with cost containment and 
flexibility provisions which either limit compliance 

cost across the entire system or afford preferential 
treatment to certain vulnerable entities.  

As an instrument of climate policy, emissions 

trading applies a strategy of quantity rationing in 
which allowances confer the right to discharge a 
specified quantity of greenhouse gases for a limited 

duration of time (Dales, 1968; Tietenberg, 2006). 
Unlike climate policy instruments based on pricing 
control, such as a carbon or energy tax, a system of 

transferable emission allowances requires policy 
makers to determine either a technological baseline 
or a ceiling – also known as “cap” – for overall 

emissions. 

In emissions trading systems based on an overall 
emissions limit, or “cap”, the initial distribution of 

allowances offers opportunities for differentiation to 
avoid undesired impacts on vulnerable sectors. 
Generally, decision makers can choose to allocate 

allowances free of cost, sell allowances in the market 
or at auction, or combine both allocation methods. 
While the allocation method should have no 

influence on the achievement of the emissions 

objectives, 4 it does have pronounced distributional 

                                                   

4 Following initial allocation, the distribution of allowances 

is left to market forces. If a participant is able to reduce 

greenhouse gas emissions at relatively low cost, it will have 

an incentive to do so and sell the excess allowances to 

other participants; likewise, participants with relatively 

higher compliance cost will prefer to purchase allowances 
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effects on the entities covered by the emissions 
trading system. A high share of free allocation can 

help alleviate concerns about competitiveness 
(Reinaud, 2009: 7), and has hence been a preferred 

allocation method in several existing emissions 

trading systems (on the following, see Laing and 
Mehling, 2013: 3 et sqq.).  

Free allocation can be based on historical emissions 

levels, in which case it is known as ‘grandfathering’, 
or through the use of benchmarks based on 
production volume, activity levels, or capacity. 

Grandfathering relies on accurate emissions data, 

which is not always readily available. Where such 
data is collected from covered entities through 

reporting obligations, it may create an incentive to 
overstate emissions in order to obtain a greater 
number of allowances. Benchmarking can help avoid 

such an incentive, but is technically difficult. Two 
different approaches to benchmarking are 
commonly distinguished: 

 Uniform benchmarks: benchmarks are 
defined for an entire sector or activity based 
on best practices and available 

technologies. Competition within the sector 
limits cost pass-through, dampening the 
price signal faced by consumers. Still, 

entities retain the incentive to reduce their 
carbon intensity and switch to alternative 

fuels.  

 Fuel benchmarks: allowances are 
distributed based on fuel-specific 
benchmarks, resulting in separate 
benchmarks e.g. for thermal power plants 

combusting natural gas and coal. A 
disadvantage of this approach is that it 

removes the incentive to switch fuels for 

increased emission reductions.  

From an environmental perspective, free allocation 
of allowances to vulnerable sectors is preferable to 

excluding them from the trading system altogether. 
Still, free allocation will only avoid incentives to 
relocate if it is combined with an effective closure 

rule, which forces installations to return unused 

allowances. Also, free allocation based on historical 
emissions or a benchmark may still incentivize 

production decreases as a way to sell surplus 
allowances; conversely, linking free allocation to 
production output blurs the price signal of the 

carbon market, undermining its behavioural effect 
and overall efficiency.  

Politically, the definition of benchmarks and exposed 

sectors can pose challenges as stakeholders 
pressure decision makers to extend favourable 
treatment. Careful messaging and active outreach 

are particularly important when differentiating 

                                                                                

in the event of a shortfall. Overall, however, the number of 

allowances remains unaffected by different allocation 

methods. 

between similar sectors, or elaborating thresholds 
that determine which activities enjoy preferential 

treatment. As observed in the case of the European 
Union, moreover, when firms can pass on their 

incremental cost increase to customers, free 

allocation may lead to windfall profits (see next 
section, “Addressing Competitiveness Concerns in 
the EU ETS”). Free allocation also foregoes a 

potential revenue stream for public expenditure, 
which could be used to offset the economic impacts 
of climate policies. 

In emissions trading systems where performance is 

measured against a baseline rather than absolute 
emissions quota, preferential treatment can be 

extended to vulnerable sectors by defining a baseline 
which requires no – or limited – allowance purchases 
for compliance. Again, deciding which sectors and 

activities will benefit from such a favourable baseline 
will likely prove a politically controversial process. As 
with free allocation in an emissions trading system 

based with an emissions ceiling, moreover, defining 
a baseline that requires little or no abatement effort 
on the part of covered entities risks locking in 

unsustainable emission levels and will shift the 
burden of achieving mitigation targets to other 
sectors.  

Free allocation was the default method for allowance 
distribution in the EU ETS, and has remained 

important for energy intensive, trade exposed 

industries (for more details, see “Addressing 
Competitiveness Concerns in the EU ETS” below). 
Free allocation is also widely used in the recently 

launched Californian and Quebec trading systems. 
Although the Western Climate Initiative (WCI) design 
recommendations call for auctioning of at least 10% 

of allowances and encourage member jurisdictions 

to auction a greater share, California and Quebec 
have opted to distribute a majority of allowances for 

free. By contrast, participating jurisdictions in the 
Regional Greenhouse Gas Initiative (RGGI) have 
auctioned a majority of allowances, generating 

substantial revenue for investment in mitigation 
projects (Hibbard et al., 2011). New Zealand, finally, 
has opted for free allocation based on output-based 

benchmarks.5  

Additional protection for vulnerable sectors can be 
achieved through flexibility and cost management 

provisions. While these provisions do not 
differentiate between vulnerable sectors and other 
activities, their ability to limit or reduce the price of 

allowances in the  market has a direct impact on the 

cost burden imposed on covered entities. A common 
option to increase flexibility is through inclusion of 

offsets as an alternative compliance option. All 
major emissions trading systems allow for offset 

                                                   

5 For full details of the use of benchmarks in New Zealand 

see 

http://www.mfe.govt.nz/publications/climate/emissions-

trading-bulletin-12/index.html. 
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use, although generally subject to qualitative 
restrictions regarding eligible offset categories, and 

quantitative limits on the permissible extent of offset 
usage, both for individual entities or in aggregate. 

Another form of price management are price 

ceilings, which can be used to avoid or dampen 
unexpected price increases. New Zealand provides 
an example of a price ceiling, by offering an 

unlimited number of allowances at a fixed price 
(NZ$25) and effectively increasing the cap should 
prices reach that level. 

A price ceiling can also be introduced through the 

use of allowance reserves, which introduce a new 
source of supply into the market once certain 

conditions are met. California and Quebec have set 
aside 4% of the allowances in their trading systems, 
offering allowances from the reserve at defined 

prices once certain price thresholds have been 
exceeded in the market. Finally, RGGI offers greater 
compliance flexibility if prices consistently exceed 

certain thresholds, allowing for expanded use of 
offset credits and potentially allowances from 
foreign emissions trading systems.  

Banking and borrowing can also help increase 
flexibility in emissions trading systems, allowing 
covered entities to balance their compliance 

obligations between trading periods. Most systems 
allow some form of banking, although fewer have 

allowed for borrowing. Banking is attractive, as it 

can incentivise entities to take early action; but it 
can also risk carrying over excess supply from one 
compliance period to another. Borrowing, by 

contrast, brings with it the risk that entities will 
initially borrow heavily and later either be unable to 
cover borrowed allowances, or defer abatement to a 

later date and thereby foregoing innovation 

opportunities.  

In principle, both the EU ETS and RGGI allow 

banking of allowances, but exclude borrowing. In the 
EU ETS, borrowing is possible for a brief period 
between issuance of allowances for the current year 

and the duty to surrender allowances for the 
preceding year. 

Border Adjustment Measures 

Among available measures to safeguard 
competitiveness, much academic and political 
attention has centred on proposals to introduce 

carbon-related border adjustments (BAs), which can 
be collectively defined as “measures that penalise 
imports from countries which do not take 

comparable action” (Hufbauer et al., 2009: 6). In 
their most basic form, such adjustments take the 
form of a tariff or any other fiscal measure that 

enables “imported products sold to consumers to be 
charged with some or all of the tax charged in the 
importing country in respect of similar domestic 

products” (GATT, 1970: 4). Because border 
adjustments limited to imports will ‘only affect the 

relative price of domestic and foreign goods in the 

home country’ (Fischer et al., 2009: 25), they may 

also be applied to products destined for export, 
most commonly through some form of tax relief or 

other economic benefits calculated to offset any 
competitive disadvantages resulting from domestic 

climate policies (Brewer, 2004).  

Another option that is lately attracting increased 
attention, moreover, is the extension of domestic 
emissions trading obligations to imported carbon-

intensive goods: by requiring importers to purchase 
and surrender allowances, this measure imposes the 
same economic burden on imported products as it 

does on domestic industries. Likewise, goods 

destined for export may be exempted from domestic 
compliance obligations. 

In the United States, for instance, every major 
proposal for federal climate legislation 
encompassing an emissions trading system has 

included a provision extending compliance 
requirements to importers of affected products (van 
Asselt et al., 2009).6  Designated an ‘International 

Reserve Allowance Program’ in the legislative text of 
a bill which passed the House of Representatives in 
2009, this mechanism requires importers of affected 

goods to acquire emission allowances from 2020 
onwards when the share of imports from countries 
without comparable climate policies exceeds a 

certain threshold in specified sectors.7 Judging by 
the legislative debate, such measures were primarily 

targeted at imports from China and other developing 

countries with a low-cost manufacturing base.8  

Although this bill failed to see adoption by the 
Senate and therefore never was enacted, it is 

conceivable that any comprehensive mitigation 
efforts with a sufficient level of ambition will prompt 
renewed discussion of border adjustments in the 

United States. The legislation setting up the EU ETS 
contains no direct mandate to implement 
comparable border adjustment measures, and the 

focus has instead rested on achieving a level playing 
field – in which no major exporting country is 
entirely exempt from carbon constraints – through 

multilateral cooperation on climate change. 

Given their nature as potential restrictions on 

international trade, border adjustments have to be 

measured against applicable trade disciplines, 
notably the legal regime administered by the World 

                                                   

6 The idea was originally introduced into the political 

debate by the International Brotherhood of Electrical 

Workers (IBEW) and American Electric Power (AEP), see 

Morris et al., 2007. 
7 See Sections 411-415 of the American Clean Energy and 

Security Act of 2009 (ACESA), sponsored by Congressmen 

Henry A. Waxman and Edward J. Markey. 
8 Studies suggest, however, that trade flows of carbon-

intensive goods from developing countries to the U.S. are 

too low to render such a measure effective, see Houser, 

2008: 53-5. Ironically, earlier European proposals for 

carbon tariffs were primarily targeted at the United States, 

which had failed to ratify the Kyoto Protocol. 
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Trade Organisation. Indeed, legal challenges have 
been threatened by a number of developing 

countries, which strongly oppose any 
environmentally motivated import restrictions on 

grounds that these constitute a disguised attempt at 

trade protectionism. Accordingly, the discussion has 
extended to whether border adjustments to offset 
negative impacts of climate policies are admissible 

under international trade law. While a carefully 
designed border adjustment that is sufficiently 
linked to environmental objectives and does not 

result in arbitrary or unjustifiable discrimination 
could arguably comply with international trade law 

disciplines (WTO and UNEP, 2009: 103 et sqq.), 

trade challenges and – at the very least – diplomatic 
tensions remain a risk to consider when discussing 
border adjustments. 

In terms of potential benefits, much analysis has 
gone into assessing the economic and environmental 
implications of border adjustment measures. 

Relevant studies generally acknowledge that border 
adjustments can help alleviate competitive pressures 
arising from stringent climate policies, although the 

extent of such benefits is difficult to predict and 
highly dependent on the assessment method used. A 
recent survey of existing literature on the effects of 

border adjustments concludes that, on average, 
their implementation would reduce the leakage ratio 

by 6 percentage points relative to a policy scenario 

without border adjustments (Branger and Quirion, 
2013: 16). 

Still, the effectiveness of import restrictions will be 

largely determined by their scope and design. As 
one author has stated, unless such measures ‘are 
set on a plant-by-plant basis, rebate exports and 

cover indirect emissions, it is not clear that they 

would level the CO2 playing field to the point where 
competitiveness levels are restored and leakage is 

avoided’ (Reinaud, 2008). Also, primary goods – 
such as steel and cement – represent only a 
relatively small share of emissions embodied in 

imports, whereas emissions associated with final 
goods assembled from parts manufactured by 
various producers in different countries are 

extremely difficult to quantify (Reinaud, 2008).  

Absent actual experience on the impacts of border 
adjustments, it will remain difficult to assess 

whether the political risks and administrative 
challenges of implementation outweigh the 
economic and environmental benefits of border 

adjustment measures. For important constituencies 

in the climate policy debate, however, the notion of a 
tariff or compliance obligations imposed on 

competitors is attractive as a matter of principle, 
and may be key in overcoming resistance to 
stringent climate policies. Hence, border 

adjustments will likely continue to play a role in the 
political arena. 

Case Study: Addressing Competitiveness 
Concerns in the EU ETS 

In the European Union, the introduction of an 

emissions trading system nearly a decade ago faced 

opposition from a number of sectors, citing the risk 
of carbon leakage and loss of competitiveness on 
global markets as reasons against their inclusion in 

the system, or calling for preferential treatment. 
After two trading phases, the European experience 
provides useful insights on the actual incidence of 

carbon leakage and loss of competitiveness (cf. 

Bukowski, 2013), but also on policies to limit 
negative impacts, as well as processes to engage 

affected stakeholders and improve the 
understanding and acceptance of this new policy 
instrument. Such lessons from Europe can help 

strengthen the implementation of trading systems in 
other jurisdictions, and inform preparations for their 
successful operation. 

Many central aspects of implementing the EU ETS 
were left to the Member States of the European 
Union. During the first two trading periods from 

2005 to 2007 and 2008 to 2012, this also included 
the elaboration of National Allocation Plans (NAPs) 
determining the overall quantity and distribution of 

allowances to covered sectors and installations. In 
the process, each Member State was forced to strike 

a balance between the interests of domestic 

stakeholders and ensuring an adequate contribution 
to the national mitigation commitments. 
Unsurprisingly, this proved to be a process fraught 

with technical complexities and difficult political 
choices, where covered sectors leveraged their 
information advantage and Member States used 

opaque methodologies to protect their industries. 

For the first trading period, the European 
Commission eventually approved the allocation of 

6.57 billion allowances to more than 11,400 
installations in the European Union. Despite 
substantial delays in the submission and approval of 

several NAPs, trading began as scheduled on 1 
January 2005, allowing the European carbon market 

to reach a trading volume of 362 million allowances 

and a market size of € 7.2 billion in its first year 
(Point Carbon, 2006: 15). By 2006, market activity 

had again reached record levels, growing in volume 
by nearly 250 percent compared to the previous 
year (Point Carbon, 2007: 8). 

In spring 2006, however, a dramatic development 
saw the price of allowances fall from originally more 

than €32 in the April spot market to a figure in the 

single digits some weeks later. A first set of 
independently verified emissions reports for the year 
2005 had been released by the Member States, 

indicating that aggregate emissions in that year, at 
just over 2 billion tons, were significantly below the 
annual average allocation for the first period of close 

to 2.2 billion tons (European Commission, 2006). 

With supply significantly exceeding demand, the 
market was “long” and prices hence collapsed. 
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In no small part, this discrepancy between forecast 
and verified emissions was due to inventory data 

from several Member States originally based on 
aggregate energy consumption statistics, rather than 

on specific information from each individual 

installation. Meanwhile, Member States which had 
gathered information from operators were often 
unable to verify the data sufficiently in the face of 

severe time constraints. And in many cases, 
operators anticipated the imminent onset of the 
trading scheme with early mitigation efforts, 

allowing the German energy sector, for instance, to 
avoid roughly 10 million tons of CO2 emissions in 

2005. Although an intended effect of the trading 

system, such pre-emptive responses freed up 
additional supply once trading began and these 
operators required fewer allowances than expected.  

Still, much of the surplus in allowances was also a 
result of overly generous allocation decisions by the 
Member States, reflecting the challenging dynamics 

between governments and influential stakeholders. 
Such excess allocation created a strong downward 
pressure on allowance prices, and the ensuing 

volatility was considered symptomatic of an 
immature market. More importantly, it also raised 
concerns about the environmental effectiveness of 

the trading scheme: only a sufficiently robust carbon 
price can create the necessary incentive to reduce 

emissions. 

Attention therefore quickly shifted to the National 
Allocation Plans for the second trading period from 
2008 to 2012, and to the need for sufficient scarcity 

of allowances in the market. Unlike in the first 
trading period, verified sector- and installation-
specific data was now available, providing a more 

reliable basis for determination of the cap. What is 

more, the Commission applied much stricter 
standards when reviewing the National Allocation 

Plans for this second period, requiring several 
Member States to reduce the number of allocated 
allowances by over 25 percent and in one case by 

more than half. As a result, allowance prices for the 
second trading period rose steadily and stabilized at 
a significantly higher range.  

Additional support for allowance prices in the 
second trading period resulted from the introduction 
of greater temporal flexibility: unlike in the first 

phase, market participants now had the option of 
banking allowances into the next trading period, 
creating an incentive to retain or purchase 

allowances even when not required for immediate 

compliance. In the first trading period, such 
allowance banking had been intentionally ruled out 

to prevent an excessive supply of allowances from 
being carried over into subsequent periods and 
undermining future market prices, a precaution 

which has proven prescient in hindsight. Allowance 
prices have fallen again recently as a result of the 
broader economic slowdown, but this is no longer 

considered an unintended shortcoming of the 

trading system and rather a desired effect of 
lowered economic output.  

For the third trading period from 2013 to 2020, 
responsibility for the allocation of allowances has 

been entirely withdrawn from the Member States 

and assigned to the European Commission, 
lessening the impact of domestic lobbying and 
national favouritism. With far more accurate data 

available than in the first phase, moreover, the risk 
of similar overallocation, price volatility and an 
eventual market collapse will be strongly diminished.  

But allocation does not end with the definition of the 
system-wide, national or installation-specific caps. 
Equally important is the method through which 

allowances are allocated, a fact that became amply 
evident in the first and second trading periods of the 
EU ETS. While, in principle, the allocation method 

should not compromise achievement of emissions 
reduction objectives in a trading system, different 
approaches to the distribution of allowances can 

have very different implications for the cost and 
distributional effects of the carbon market. By far 
the most common allocation methods in the initial 

period were grandfathering and benchmarking, both 
of which involve the distribution of allowances free of 
cost. Grandfathering entails the allocation of 

allowances based on historical emissions, whereas 
benchmarking uses a technical performance 

standard, such as average emissions per unit of 

output or input, to determine how many free 
allowances market participants receive.  

While free allocation seemed a political necessity to 

accommodate strong pressure from trade and 
industry groups, it gave rise to so-called “windfall 
profits.” In the context of emissions trading, windfall 

profits denote the increase in electricity prices and 
consequently in utility profits when power 
companies pass the opportunity costs of allowances 

through to consumers despite the fact that these 
allowances were obtained free of charge. Generally, 
costs can only be passed through in the absence of 

competition, but the European electricity market is 
not exposed to competition from outside the EU 

ETS. Substantial windfall profits on the order of 19 

billion EUR during the first trading period (Keppler 
and Cruciani, 2010) elicited strong public criticism 
due to the additional burden they created for 

ratepayers and because they ultimately 
strengthened incumbent energy providers, whereas 
providers of renewable energy – whose activities 

emit no greenhouse gases – received no allowances 

to begin with.  

When addressing the phenomenon of windfall 

profits, the chosen allocation method is decisive. A 
third allocation method that was barely used during 
the initial trading phases, allowance auctioning, is 

set to become the default approach for the third 
trading period. As an allocation method, it is 
comparably straightforward and requires market 

participants to purchase their allowances, as 
opposed to receiving them free of cost. Widely 
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considered a more efficient price discovery 
mechanism than grandfathering or benchmarking, 

auctioning has a number of benefits, including more 
immediate behavioural responses from market 

participants, better recognition of early mitigation 

efforts, and the generation of revenue for public 
budgets. Additionally, it completely avoids the 
incidence of windfall profits, as it requires power 

companies to actually lay out the cost which they 
later pass through to ratepayers.  

Central lessons from the first and second trading 

periods thus include the importance of acquiring 

accurate data prior to the onset of trading, 
especially when allowances are allocated free of 

cost; and the risk of leaving decisions about 
allowance quantities and allocation to the 
governments of Member States. With its latest 

reform, the EU ETS has seen a clear trend towards 
greater centralization and a shift from free allocation 
to auctioning. For policy makers, of course, these 

recommendations can result in a need to balance 
environmentally optimal and politically feasible 
design options; perhaps the ultimate lesson from the 

first trading period, therefore, was the value of a 
learning phase: as the shortcomings of the trading 
system became evident in the initial trading period, 

governments were better able to justify amendments 
to the system.  

In the current trading period, the approach chosen 

to address the perceived threat of leakage and 
competitive distortions remains continued allocation 
free of cost to sectors that are considered vulnerable 

to carbon leakage. Allocation to these sectors is 
based on industry-specific benchmarks, rather than 
grandfathering, and thus represents an improvement 

on the free allocation in earlier phases (see Lecourt 

et al., 2013). Technical difficulties and political 
pressure have accompanied the definition of 

vulnerable sectors: under the EU ETS, the criteria for 
said assessment have been framed very generously, 
with nearly 80% of industrial installations covered 

by the EU ETS currently deemed at risk and hence 
entitled to free allowances in the third trading 
period. Over time, this share is set to decline, 

although particularly exposed industries will 
continue to receive free allowances until the rules 
are amended. Unexpectedly low prices for 

allowances mark a substantial departure from the 
assumptions underlying the definition of sectors 
entitled to preferential treatment, and have incited a 

controversial debate about the need to revise said 
assumptions prior to publication of the mid-term 

review of the carbon leakage list in 2014 (de Bruyn 

et al., 2013). 

It is as yet unclear how real the impact of the EU 
ETS on industrial competitiveness in Europe is (see 

Bukowski, 2013). So far, at least, the evidence 
points to a marginal impact of existing climate 

policies on the competitiveness of domestic industry 

(Bolscher et al., 2013; Grubb et al., 2009).  

Still, in the political debate, these concerns have 
played an outsized role, necessitating numerous 

concessions to accommodate stakeholder pressure. 
An important lesson from the European experience, 
thus, has been the virtual certainty with which 

political rent seeking will occur, partly based on the 

issues of competitiveness and leakage. Active 
outreach and engagement activities are thus vital to 

ensure the robust implementation of emissions 
trading systems. But the discussion of industrial 
competitiveness in Europe is far from over, and if 

the measures chosen to protect industry in Europe 
from competitive distortions already have been so 
generous during an economic downturn that they 

might result in windfall profits, it is clear that an 
economically more robust future would prompt even 
greater calls for safeguard measures. 

Conclusions 

While politically attractive, measures to offset 

competitive disadvantages face a number of 

challenges. Free allocation of emission allowances, 
in particular, may not be the perfect solution to 

address carbon leakage, but other available options 
have even more consequential drawbacks. In 
particular, border adjustment or levelling measures 

– such as carbon tariffs or allowance purchasing 
requirements – have been put forward as a way of 
offsetting any competitive disadvantages arising for 

European exporters under the EU ETS. In theory, 
such approaches may offer an effective way to 
address carbon leakage; but given their nature as 

potential restrictions on international trade, border 
adjustments risk sparking a trade dispute before the 
World Trade Organization. Their benefits have been 

widely questioned, and their implementation in ways 
that would help avoid a legal challenge is technically 

and administratively complex. It is unclear whether 

border adjustment measures would be fully 
compatible with international rules on free trade, 
and they are likely to be perceived as “green 

protectionism” by affected countries and therefore 
create significant diplomatic tensions.  
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