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The European Parliament will have to consider within the next 3 months a draft decision by the Climate Change
Committee containing a list of sectors that should qualify for free allowance allocation under the future EU Emissions
Trading Scheme (EU ETS), because they are at “risk of carbon leakage”.
Carbon leakage refers to emission reductions under the EU ETS that occur in the EU merely because production
activities move to non-EU-territories without an equivalent carbon pricing policy. In theory, companies which
compete in international markets could increase their imports or offshore their complete production, thus
undermining the EU’s contribution to a global reduction of carbon emissions. Addressing this challenge is necessary
and should be based on sound evidence of where carbon leakage actually occurs. As the international policy and
business environment is in a very dynamic phase, policymakers face a number of trade-offs when dealing with
carbon leakage.
The EU’s emissions trading scheme and
international action
The EU emissions trading scheme (ETS) is still the only
multi-country carbon pricing scheme which in
operation1. It covers nearly half of the EU-wide
emissions and caps the greenhouse gas (GHG)
emissions from energy production and manufacturing
within the EU.
The ultimate idea, promoted by the EU in the
international climate negotiations, is to increase the cost
for emitting GHGs in order to stimulate GHG efficient
investment and low-carbon consumption, and to do so
in all major world regions. On the basis of markets being
set up in the USA, Australia, New Zealand, Japan and
possibly other countries, the EU suggests the creation of
an OECD-wide carbon market by 2015 and inclusion of
major emerging economies by 2020 for a new postKyoto climate regime.

As long as the EU ETS stands alone there are concerns
that unilateral carbon costs will undermine the
competitiveness of those sectors facing a CO2 price and
international competition. The competitiveness effect
could ultimately undermine the climate policy goal,
which is to decrease emissions within EU territory
instead of driving the emitters or part of their
operations to other locations without such costs. An
increase of imports and the offshoring of EU production
to countries without or with lower carbon costs creates
carbon leakage.
Concerns matter for a subset of energyintensive industries
The plan for the third phase of the EU ETS (2013-2020)
is to introduce auctioning for more than 60% of
emission rights, with a default of full auctioning for the
power sector and partial auctioning for industry (see
box next page).
Auctioning has three important features: (a) it creates a
carbon price signal for emitters, (b) it reveals the
willingness to pay for emission allowances by the
energy and manufacturing sectors, (c) it creates
revenues for the EU Member States.

Figure 1: ETS around the globe.
Source: Climate Strategies 2009
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Sub-regional systems are in operation in the United States covering some 34
states.

However, the move to increased auctioning has raised
concerns about the carbon cost effects, including higher
electricity prices (indirect costs), on energy-intensive
producers. Studies of the energy-intensive industries
(ranging from cement, steel, aluminium to refineries,
chemicals or pulp and paper) show that there are
sectors for which the risk of carbon leakage is very
likely, but would also need more in-depth analyses. In
particular information is needed about the ability to
pass on the carbon costs to consumers. Three sectors
at risk stand out: cement production, iron and steel and
aluminium. In 2007 under the first ETS phase, cement,
lime, and iron and steel accounted for roughly 12% of
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verified CO2 emissions, the lion’s share was from power
and heat production (around 54%).
Depending on the carbon price assumed for the cost
impact calculation, refineries, fertilisers or pulp and
paper manufacturers could also significantly contribute
to carbon leakage effects. Still, these energy-intensive
industries have relatively small shares in GDP (see figure
2; 1.0 to 1.5% for the UK; up to 2.5% for Germany).

Other mechanisms leading to a sector being defined as
“carbon leakage”-exposed was a qualitative review of
the sector, but only after the quantitative criteria were
applied. The review was applied to allow more, not
fewer, sectors on the list. Industries who felt that their
concerns were not reflected correctly, provided the
Commission with evidence of their leakage risks, in
particular on their potential to reduce emission levels,
current and projected market characteristics and profit
margins.
Thus, while this provided more up-to-date information
on industry, it also opened the door for lobbying.
Could carbon leakage be prevented through
free allocation?

Figure 2: UK-subsectors potentially exposed to carbon
leakage under unilateral carbon pricing (at 20 !/t CO2),
Source: Climate Strategies 2008

In previous trading periods of the ETS, allowances were
allocated for free. Given the hugh asset that can be;
approximately 2,000 million allowances (after 2013;
declining to 1,720 in 2020), there is a lot interest from
industry to keep the share of free allocation as high as
possible.
The Commission’s list goes far beyond the
crucial sectors
The result of the identification procedure by the
Commission shows that 77% of industry sectors qualify
for the benchmarked free allocation option (see box
below).
In order to identify the “sectors at risk” the Commission
has used two indicators: trade exposure (“trade
intensity”) and cost impact (direct CO2 costs and indirect
costs from electricity) based on a price of 30! per tonne
of CO2.
117 sectors are identified as ‘at risk’ through the trade
intensity treshold (>30%), and thus qualify regardless of
actual cost impact, 27 meet the combined criteria (CO2
cost >5% and trade intensity >10%), 2 sectors qualify
through significant CO2 cost alone (>30%): cement and
lime.
Besides the generous trade intensity criterion, another
assumption increased the number of sectors listed. The
cost calculation has assumed that a sector has to
auction all permits, instead of the initial 20%.

Free allocation, as proposed for the sectors listed and
as proposed for 80% of industry allowances in the
initial post-2012 phase of the EU ETS, carries an
essential caveat: it eases or eliminates the carbon cost
pressure which is crucial to induce more innovation and
investment in low-carbon technologies.
If companies receive these assets for free, they can
either use the allowances to cover for their emissions,
or they could consider to cash in the permits, import
from non-EU regions, and increase profits.
Thus, the leakage risk from operation decisions will
remain under free allocation. For relocation plans, a
closure rule could prevent such behaviour by stipulating
that all free allowances would be revoked in case of
offshoring.

Still, free allocation should have its role in the toolbox

against leakage. In order to determine this role, a
thorough screening of energy-intensive, trade-exposed
sectors with a high carbon cost impact should be
undertaken, focusing on three steps:
1. Determination of the capital intensity of
production and the option to run a plant on
part load (i.e. importing part of the products),
2. The need for new investments given the cost
impacts
3. The characteristics of the product traded (i.e. is
it a basic product at early stage of the value
chain like clinker or rather a heterogeneous
one?).
Free allocation then could be limited to sectors that
need to invest considerably, and thus are prone to do
so abroad, sectors that have highly integrated
production procedures and heterogeneous products
(e.g. chemical processes). Combined with conditions
like benchmarks, with new entrants’ reserves and with
closure rules, the carbon price signal could be
safeguarded.
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Auctioning for manufacturers under the EU ETS after 2013
The EU ETS Directive introduces for manufacturers, an auctioning phase-in, starting with 20%, followed by an annual
increase of 10% and 70% auctioning in 2020. The Commission has proposed free allocation as a default tool to address
carbon leakage, and manufacturers “at risk” could receive up to 100% free allowances over the period. The carbon price
signal is supposed to be maintained by a benchmark for industries with a detailed decision pending until 2010: those with
lowest emissions (top ten percent most efficient manufacturers) will receive 100% allowances for free. Thus, after 2013
the manufacturers who are identified as being “at risk” will probably not be phased-in to the auctioning process until
2020.
Alternative approaches - a portfolio of measures
could address leakage
For other sectors compensation at the border or
subsidisation through State Aid for new investment
represents an alternative to free allocation.
The screening of the sectors with highest cost impacts
along their cost and market structures, and investment
requirements would show that different tools to address
leakage could work for different sectors. If this
approach was taken, it would provide policy makers
with a portfolio of tools to address carbon leakage.
An individual sector-based procedure, limited to a small
set of high emitters, would enable the phasing-out of
tools that become redundant following international
developments within sectors and alongside the UNFCCC
climate agenda. For instance, if a sectoral deal was
reached for one of the energy-intensive industries, the
leakage potential would decrease. The same applies if
emissions trading covering these sectors was
established in the major trade partner countries.
Border adjustments have raised a set of complex issues
in the international trade arena. In particular there is
the strong suspicion by developing countries that the
purpose is to keep out competitors while promoting
domestic industries, not to neutralise cost effects. The
protectionist flavour was strengthened by the US
provisions under the Waxman-Markey cap and trade bill
for border measures against countries without similar
climate action, and repeated announcements from EU
policymakers to use trade measures as stick for
international climate policy cooperation.
To limit the use of import tariffs and export rebates to
the concise purpose of levelling carbon costs, and thus
to protect the climate, should be considered as an
option for further exploration. Given the protectionist
character of proposed border measures in the US cap
and trade bill, only a clear limitation of their application
would serve the EU ETS purpose. This can only be
achieved if border adjustments are based on CO2
emissions, not the country of origin. An attempt for an
international understanding of this limited purpose
would help to focus the heated debates about climate
protectionism.

The focus on a small set of sectors which need
assistance to cope with unilateral carbon pricing would
also fall in line with the numerous attempts to establish
agreements amongst the high carbon emitters around
the globe, in particular cement and steel. These
sectoral agreements, while facing a number of
challenges in their design, are part of a global agenda
to reach higher emission standards independent of the
production location.
Signalling credibility to international negotiations
The international policy and business environment for the
EU and the ETS will change quickly over the next few years,
given national commitments to reduce GHG emissions by
the US, China or Japan, and the plans in the US or Australia
to set up own emissions tradings schemes. This will
determine the risk of carbon leakage, and thus also the
measures to address carbon leakage.
A first review of the EU efforts is due after the climate
negotiations in Copenhagen, early in 2010. Moreover, the
ETS Directive foresees an update of the list of sectors
during the third ETS phase until 2020. An updating of the
leakage potential is crucial for the credibility of the EU’s will
to price carbon and thus should be an integral part of the
EU ETS Directive.
The future leakage potential, in particular the threat to
move to non-EU countries, is a matter of business
strategies which is unlikely to become fully transparent to
policy makers. Therefore, the announcement of offshoring
as a reaction to permit auctions should be handled with
particular scrutiny in order to avoid overcompensation.
Given the assets that are to be handed over through free
allowances, lobbying activity will remain heavy. Still, the EU
policy process cannot be undertaken without the
participation of industry. Companies are major stakeholders
at the internatonal level and their will to support a global
deal on climate protection is based on domestic pressures
to reduce their emissions at home. Not least, this drives
industries’ claims that other countries should introduce
similar actions, creating also private sector support for
international introduction of carbon pricing and climate
policy cooperation.
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