
 
 

  
 

ONTARIO CAP-AND-TRADE DESIGN - OPTIONS REVIEW 

Addressing Competitiveness & Leakage Concerns 
 

WHAT IS CARBON LEAKAGE AND HOW DOES IT AFFECT COMPETITIVENESS?  
 
Carbon leakage occurs when direct and indirect costs deriving from an asymmetrical climate policy have 
a material impact on competitiveness, leading to industrial production and new investments moving 
outside a regulated region together with the associated greenhouse gas emissions. This working 
definition of carbon leakage is based on three core concepts: 
 
1. Asymmetrical Climate Policy: Carbon leakage occurs in the presence of asymmetrical climate policies 

when, for a specific sector, different climate policies across different jurisdictions may lead to 
distortion of competition between operators. 

 
2. Material Impact on Competitiveness: Carbon leakage occurs when the impact associated with 

asymmetry between climate policies is so significant so as to materially affect the operator’s 
production and investment decisions or performance.  

 
3. Relocation of Greenhouse Gas Emissions: The redirection of industrial activity leads to relocation of 

emissions; depending on the emission intensities of the departing and arriving jurisdictions a net 
global increase or decrease in emissions could occur. The latter is what is often addressed as carbon 
leakage within UNFCCC negotiations on emissions accounting where mitigation in one country may 
lead to increases in another one. 

 

While the three concepts themselves are relatively straightforward, how each can be measured, and 
their effect on carbon leakage, is a subject to both regional and international debate. 
 
For example, there is no clear way to assess the degree to which asymmetrical climate policy creates 
actual leakage. There are methodological difficulties of comparing climate policies across legislations. 
Often there is a reference to equivalence of efforts and/or stringency - a very attractive principle that is 
extremely difficult to implement on an operational basis. Further, there is the issue of a dynamic and 
changing policy context and the need to monitor the degree of asymmetry of climate policies. 
 
Whether a policy creates a material impact on competitiveness is also extremely difficult to assess. Costs 
associated with carbon policies affect competitiveness together with a number of other elements that 
may be as, if not more, relevant. In such respect, carbon cost is one element influencing 
competitiveness, but a number of other factors also play a role, such as the overall industrial production 
risk factors that businesses have to consider in their strategies (e.g., labour costs, energy costs, skilled 
workforce, environmental legislation, health & safety regulation etc.). The relative weight of these 
influences depends on many factors and varies over time. Carbon costs might be additional to these 
factors (e.g., process emissions), or may be included in an existing cost component (e.g., energy cost).1  

                                                        
1 For instance, in recent European Union debates over actual impacts of carbon policies, regulators arrived at the conclusion 
that the impact (before Phase 3 of the EU Emissions Trading Scheme) was not material. In the EU, the current debate is now 
focused on the future risk that carbon leakage and investment leakage may become material. 



 
 
Finally, it is important to emphasize that there is a distinction between carbon leakage as an 
environmental phenomenon (i.e., displacement and potential increase in greenhouse gas emissions) and 
the impact on competitiveness. The two are indeed related, however they are two fundamentally 
different concepts – it must be clearly understood that challenges to competitiveness are not necessarily 
linked to threats of carbon leakage.  
 

IETA’S DEFINITION OF “APPROPRIATE COMPSENSATION” 
 
IETA believes that compensation at an appropriate level should be provided to commercial and 
industrial sectors in a region with front-running climate policies where necessary to avoid leakage as a 
result of competition with international – or in the Canadian context, interprovincial – competitors not 
facing similar costs. . “Appropriate compensation” should therefore follow IETA’s below-listed ideal 
principles for carbon leakage protection, with a view to rewarding the most efficient and cleanest 
installations.  
 
While ensuring adequate protection for competitiveness, the appropriate compensation must not result 
in the unintended consequence of discouraging the switch to economically competitive low-carbon 
products. Carbon leakage provisions should not be a cause of locking-in carbon intensive technologies 
and penalizing the development of low-carbon technologies or alternative solutions. 
 

IETA’S PRINCIPLES FOR ADDRESSING CARBON LEAKAGE 
 
IETA believes that an ideal protection method for addressing carbon leakage should: 
 

• Be as targeted, sufficient, predictable, fair and proportionate as possible;  
• Be harmonized across jurisdictions; 
• Compensate for both direct and indirect costs; 
• Encourage overall emissions reductions by all traded sectors;  
• Ensure the most efficient facilities do not face undue carbon costs compared to international 

competition; 
• Neither affect the trading system goal to cost-effectively reduce emissions, nor its role in 

stimulating clean investments and innovation;  
• Not put into question the trading system’s functionality, nor its principles of efficiency, cost-

effectiveness, and ensuring liquidity;  
• Be fully rational, transparent and defensible;  
• Based on evidence not theory; and 
• Transitional and linked to achieving a “level-playing field” for industrial competitiveness, 

particularly as more jurisdictions adopt climate policies and programs. 
 
Once developed, and being guided by the above principles, different carbon leakage protection 
mechanisms should be assessed in terms of: 1) Technical Feasibility (easily-implementable from a 
technical perspective, with a balance between the method’s accuracy and technical feasibility); 2) 
Political Feasibility (level of stakeholders’ acceptance and political practicability should be carefully 
evaluated); 3) Effectiveness in Preserving Incentives (to reduce greenhouse gases); and 4) Effectiveness 
in Carbon Leakage Avoidance (guarantee an adequate protection from the risk of carbon leakage). 
 
 
 



 
 

SECTION 1: CARBON LEAKAGE PROVISIONS AROUND THE WORLD 
 

The following offers a review of what carbon leakage provisions look like in a number of jurisdictions 
and summarizes a non-comprehensive list of alternative designs that potentially represents good “food-
for-thought” to stimulate discussion. 
 
When examining carbon leakage it is important to take into account developments in other 
jurisdictions concerning the treatment of both direct and indirect costs affecting industries, as well as 
the net effect after comparing one system vis-à-vis other national and regional compensation schemes. 
Consideration is also needed to evaluate whether the potential asymmetry is of a permanent nature. 
 
The map2 below shows the current level of implementation of climate change policies worldwide. The 
map clearly demonstrates that numerous regions – beyond North America’s sub-national jurisdictions – 
are implementing climate policies. Notably, the EU, California, Québec, Alberta, Regional Greenhouse 
Gas Initiative (RGGI), China, South Korea, New Zealand, Switzerland, and Kazakhstan have carbon 
trading systems in place, either at the national or regional level.  
 
A number of other jurisdictions are adopting measures to put an explicit or implicit price on carbon, 
potentially leading to additional costs for industries for their direct and indirect emissions.3 A recent 
report from ICAP underlines that, on the whole, jurisdictions with existing emissions trading programs 
now cover approximately 40% of global GDP. 

 
 

                                                        
2 2015 Global Carbon Pricing Map, World Bank Carbon Pricing Watch Report (May 2015) 
3 Indirect carbon costs applicable in regions facing carbon pass-through costs in electricity prices. 

https://icapcarbonaction.com/status-report-2015


 
 
A. EU Emissions Trading System 
 

Emissions Intensity and Trade Exposure (EITE) Indicators 
 
The EU Emissions Trading System (EU ETS) currently uses two indicators to determine the degree to 
which a sector is energy-intensive and trade-exposed: 
 

1. Carbon Cost Indicator: Depicts both direct and indirect carbon costs faced by a sector, 
expressed as a sector’s carbon costs over its Gross Value Added (GVA). The Carbon Cost 
Indicator assumes a carbon price of 30€ per tonne of carbon dioxide.  
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2. Trade Intensity Indicator: Depicts a sector’s trade exposure, expressed as the sum of a sector’s 
imports and exports over the sum of its turnover and imports.   
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In/Out vs Tiered Approach 
 
The EU applies an in/out approach rather than tiered approach. This means that a sector is either on the 
carbon leakage list, or it is excluded. 
 

Criteria 
 
Two indicators are used both as stand-alone and as combined tests. A sector is deemed to be exposed 
to the risk of carbon leakage if: 
 

• Carbon Costs are above 30%; 
• Trade Intensity is above 30%; or 
• Carbon Costs are above 5% and Trade Intensity is above 10%. 

 
In a limited number of cases, the use of the two indicators is complemented by the application of a 
qualitative approach.  
 

Compensation 
 
Sectors on the list receive free allowances up to 100% of a sectoral benchmark level until 2020. A Cross 
Sectoral Correction Factor (CSCF)4 applies. Compensation for indirect emissions currently relies on 
specially agreed state aid rules, which differ between Member States. 

                                                        
4 If the total volume of free allocation to be allocated to industry exceeds the available quantity of free allowances (this happens 
because the level of free allocation is calculated in a bottom-up way, while the level of free allowances available is determined 
by the Directive), then a uniform CSCF is applied to all sectors to bring down the volume of free allocation below the maximum 
level.   



 
 

B. California 
 

EITE Indicators 
 
California’s cap-and-trade system proposes the application of two EITE indicators: 
 

1. Emissions Intensity Indicator: Depicts the emissions intensity of a sector, expressed as a sector’s 
emissions over its Value Added.  
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2. Trade Intensity Indicator: Depicts a sector’s trade exposure, expressed as the sum of a sector’s 
imports and exports over the sum of its shipments and imports. 
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In/Out vs Tiered Approach 
 
California applies a tiered approach. An eligible sector’s emissions intensity can be: high, medium, low. 
 

Criteria 
 
The two indicators are used as a combined test only. Sectors are classified as follows: 
 

Emission Intensity Indicator: 
• High:   above 5,000 (tCO2e/M$); 
• Medium:  1,000 – 4,999 (tCO2e/M$); 
• Low:   100 – 990 (tCO2e/M$);  
• Very Low:  below 100 (tCO2e/M$). 

 
Trade Intensity Indicator: 

• High:   above 19%; 
• Medium:  10-19%; 
• Low:   below 10%. 

 

The two indicators are then combined as follows in order to determine the carbon leakage risk. 
 

Leakage Risk Emissions Intensity Trade Exposure 

High High High, Medium, Low 

Medium High 

Medium Medium Medium, Low 

Low High, Medium 

Low Low Low 

Very Low High, Medium, Low 

 



 
 
Compensation 
 
Allocation in the California Cap-and-Trade is determined via sectoral, intensity-based benchmarks. 
Sectors identified as “high risk” receive 100% free allocation up to the benchmark level until at least 
2020. Sectors identified as “medium risk” initially receive 100% free allocation up to the benchmark 
level, declining to 50% in 2020. This includes compensation for indirect costs. Sectors identified as “low 
risk” initially receive 100% free allocation up to the benchmark level, declining to 30% in 2020. 
 

C. Quebec 
 

EITE Indicators 
 
The list of sectors exposed to the risk of carbon leakage was largely defined at the political level. There 
was limited transparency and therefore lack of data and documentation indicating that quantitative 
indicators were in fact applied in Quebec. The Province’s Minister of Environment and the Fight against 
Climate Change (MDDELCC) held discretion to provide free allowances without clearly-established or 
transparent criteria. Electricity imported from other cap-and-trade systems, which are not linked to 
Quebec’s system, is also eligible to obtain free allocation.  
 

In/Out vs Tiered Approach 
 
Quebec applies neither an in/out approach nor a tiered approach. Sectors eligible for free allocation and 
the amount of free allocation can be reviewed by Quebec regulators when deemed necessary.  
 

Compensation 
 
Free allocation, based on historical emissions intensity and adjusted for production output, is provided 
to sectors deemed to be exposed to the risk of carbon leakage. Electricity to energy intensive industry in 
Quebec is sold on regulated tariffs without any carbon costs. As such, there is no need to implement an 
indirect compensation scheme in Quebec. 
 

D. Australia (Carbon Pricing Mechanism – Repealed in 2014) 
 

EITE Indicators 
 
Before being repealed in 2014, Australia’s Carbon Pricing Mechanism had proposed the use of two 
indicators. 
 

1. Emissions Intensity Indicator: This indicator depicts the emissions intensity of a sector and is 
formulated in two different ways: 1) as emissions over a sector’s value-added; or 2) as emissions 
over a sector’s revenues.  
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2. Trade Intensity Indicator: Depicts a sector’s trade exposure, expressed as the sum of a sector’s 
annual value of import and exports over its annual value of production. 

 

n ProductioOf Value Annual

 ExportsOf Value AnnualImports Of Value Annual
sityTradeInten


  

 

 
In/Out vs Tiered Approach 
 
Australia had proposed applying a tiered approach. Sectors were classified as Highly, Moderately, or 
Non Emissions-Intensive. 
 

Criteria 
 
The two indicators were to be used a combined test only.  
 
A sector was deemed to be Highly Emissions-Intensive, if: 
 

• Emissions Intensity was above 2,000tCO2e per million AUD value added (according to the first 
formulation of the indicator), or above 6,000tCO2e per million AUD revenues (according to the 
second formulation of the indicator); and 

• Trade Intensity was above 10%.  
 

A sector was deemed to be Moderately Emissions-Intensive, if: 
 

• Emissions Intensity was above 1,000tCO2e per million AUD value added (according to the first 
formulation of the indicator), or above 3,000tCO2e per million AUD revenues (according to the 
second formulation of the indicator); and 

• Trade Intensity was above 10%. 
 

Compensation 
 
Compensation measures in the Australian system were designed to function via an output-based free 
allocation system, linked to historical industry-average emissions for emission-intensive and trade-
exposed sectors.  
 
Sectors identified as highly emission-intensive would have received 94.5% of their allocation free of 
charge. Sectors identified as moderately emission-intensive would have received 66% of their 
allocation free of charge.  
 
The system was envisaged to have full pass-through of CO2 costs in power prices, covered by generous 
compensation. As electricity market prices are determined by marginal price setters, industries are 
exposed to carbon costs for price setting technology. Indirect costs would have been compensated via 
free allocation in a similar way as direct costs. 
 
 
 



 
 

E. New Zealand 
 

EITE Indicators 
 
The New Zealand emissions trading system proposes one indicator: 
 

1. Emissions Intensity Indicator: Depicts the emissions intensity of a sector, expressed as a sector’s 
emissions over its revenues.  
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2. Trade Intensity Indicator: All sectors are assumed to be trade exposed unless evidence proves 
otherwise. 

 

In/Out vs Tiered Approach 
 
New Zealand applies a tiered approach, where a sector’s emissions intensity is classified as either high 
or moderate. 
 

Criteria 
 
The Carbon Cost Indicator is used as a stand-alone test. A sector’s emissions intensity is determined as 
follows: 

• High: if the carbon intensity test is above 1600 (or 4% of revenue); or 
• Moderate: if the carbon intensity test is between 800-1599 (or 2.0-3.9% of revenue). 

 

Compensation 
 
Sectors on the list receive free allowances based on product baselines. Highly emissions-intensive 
sectors receive 90% free allocation. Moderately emissions-intensive sectors receive 60%. 
 

F. Republic of South Korea 
 

EITE Indicators 
 
The Republic of South Korea’s cap and trade system uses the following two indicators:   
 

1. Carbon Cost Indicator: Depicts carbon costs faced by a sector, expressed as a sector’s direct 
carbon costs over its GVA. The Carbon Price to be used in the Carbon Cost indicator will be 
decided at a later stage based on the price signal generated by the scheme. Note, indirect 
carbon costs are not taken into account in this calculation because electricity prices are subject 
to government regulation.  
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2. Trade intensity Indicator: Depicts a sector’s trade exposure, expressed as the sum of a sector’s 
imports and exports over the sum of its sales and imports. 
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In/Out vs Tiered Approach 
 
Republic of South Korea uses an in /out approach, meaning that a sector is either on the carbon leakage 
list or it is excluded. 
 

Criteria 
 
The two indicators are used both as stand-alone and combined tests. A sector is deemed to be exposed 
to the risk of carbon leakage, if: 
 

• Carbon Costs are above 30%; 
• Trade Intensity is above 30%; or 
• Carbon Costs are above 5% and Trade Intensity is above 10%. 

 

Compensation 
 
Korea’s allocation method sees a combination of benchmarking (for three sectors) and grandfathering 
(for all remaining sectors). Sectors on the list receive free allowances covering 100% of their allocation. 
There is no compensation scheme for indirect costs as electricity prices are regulated by the 
government. 
 

G. United States – Waxman Markey Bill (Not Implemented) 
 

EITE Indicators 
 
The US Federal Waxman-Markey Bill had proposed two indicators: 
 

1. Carbon Cost Indicator: Depicts both direct and indirect carbon costs faced by a sector, 
expressed as a sector’s costs of electricity and fuel over its shipments, or as a sector’s carbon 
costs over its shipments.  
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2. Trade Intensity Indicator: Depicts a sector’s trade exposure, expressed as the sum of a sector’s 
imports and exports over the sum of its shipments and imports. 
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In/Out vs Tiered approach 
 

The US Waxman Markey bill had proposed the use of an in/out approach, where a sector is either on 
the carbon leakage list or it is excluded. 
 

Criteria 
 
The two indicators were to be used as both stand-alone and combined tests. A sector is deemed to be 
exposed to the risk of carbon leakage, if: 
 

• Carbon Costs are above 20%; or 
• Carbon Costs are above 5% and Trade Intensity is above 15%. 

 

Compensation 
 
Sectors on the list were to receive free allowances via an output-based allocation system.  
 

SECTION 2: ROLE OF BENCHMARKS & CARBON LEAKAGE INDICATORS 
 
In considering metrics for dealing with carbon leakage and competitiveness, two types of indicators are 
typically used: sector-based benchmarks; and carbon leakage indicators designed to reflect the degree 
of carbon leakage that is occurring – or has been mitigated – over the course of a given compliance 
period. Each type is briefly discussed below. 
 

A. Benchmarks 
 

Role of Benchmarks5 
 

 Benchmarking is the preferred method of handling the allocation of free allowances. 
 Benchmarking can ensure equal treatment of a given sector across a jurisdiction and adequate 

allocation by avoiding the risk of over-allocation associated with grandfathering. 
 Benchmarking should also facilitate carbon leakage protection, meaning that installations 

operating at the benchmark level should not face undue carbon costs.  
 Establishing effective benchmarks requires regular reviews and updates. This continuous 

process will play an important role in encouraging cost-effective reductions across sectors 
receiving free allowances; while effectively reward the most efficient installations. 

 

Design of Benchmarks 
 

 Benchmarks should be realistic and technologically achievable, and should be updated to reflect 
the most up-to-date technology in use.  

 Benchmarks should be based on the best performing installations in a jurisdiction and be 
activity-specific according to the type of processes.  

                                                        
5 In the EU ETS, benchmarks are defined as the average of the 10% most greenhouse gas efficient installations, in terms of 

tonnes of CO2 emitted per tonne of product produced. 



 
 Allocation should be based on up-to-date and accurate activity data rather than set according to 

historical activity levels, whilst fully preserving incentives to innovate.  
 More regular updating should not undermine the principle of predictability. 

 

Benchmark Implementation Considerations 
 

 Benchmarks, as well as the list of Energy Intensive Trade Exposed (EITE) sectors, need to be 
revised periodically to ensure a targeted and balanced response to the risk of carbon leakage. 

 

B. Carbon Leakage Indicators 
 

Role of Carbon Leakage Indicators 
 

 Indicators should adequately and reliably assess the exposure to the risk of carbon leakage by 
analyzing the drivers of such risk. 

 

Design of Carbon Leakage Indicators 
 

 Indicators should be designed to capture and quantify the drivers of carbon leakage; 
 Indicators should be formulated in a clear way and they should be easily applicable; 
 Indicators should rely on the use of reliable and available data; and 
 Indicators should rely as little as possible on major assumptions and should be based on facts.  

 

Carbon Leakage Indicator Implementation Considerations 
 

 Indicators should be applied before the beginning of each emissions trading compliance period 
to capture the changing nature of the phenomenon, while adequately reflecting reality. 

 Indicators should rely on updated data in their application. 
 

SECTION 3: OPTIONS TO CONSIDER IN LIGHT OF EXISTING GLOBAL MEASURES 
 
The following options should not be interpreted as an IETA position, nor do they represent ideas for 
which IETA is currently advocating. Rather, IETA’s review and “food for thought” is meant to stimulate 
discussion on the topic across North America and other jurisdictions. The section covers the following 
topics: 
 

3A. Review of options for compensation (i.e., the form of compensation). Given their different 
nature, options are considered for both direct and indirect cost compensation.  
3B. Review of options for determining which sectors receive compensation;  
3C. Review of options for allocation (i.e., options for determining the allocation level).  

 
The purpose of this division is to clearly group options according to what “building block” of a 
compensation scheme they might below. As such, initially, one must choose what form of compensation 
is more appropriate (3A), whereby some forms of compensation might be more appropriate for direct 
costs and some other forms might be more appropriate for indirect costs. Then one must choose the 
allocation focus (3B), in order to determine how many sectors are entitled to free allocation, as well as 
the level to which they are entitled (3B). Finally, one must choose the allocation modality (3C), meaning 
the selection of reference levels and the frequency of updates. 



 
3A. Options for Compensation  
 
Options outlined in this sub-section address the compensation modality, meaning the options defining 
the form of compensation. Since direct and indirect costs are of a different nature, they might require 
different forms of compensation.  
 

Option 3A.1: Free Allocation of Allowances 
Free allocation of allowances to EITE sectors follows the principle of levelling costs down for those 
sectors in order to create a “level playing field” with regional and international competitors. 
 

Pros Cons 
 Option is the most straightforward 

compensation method. 
 Option is easily implementable. 

 If EITE sectors are chosen based on non-
transparent criteria, free allocation is subject 
to criticism of “Free Riders”. 

 

Option 3A.2: Full Auction for All Sectors and Financial Compensation 
An option for carbon leakage protection that does not entail the use of free allocation is to move 
towards a full auctioning regime. Under full auction, no sector receives free allocation to cover its 
compliance costs. Rather, all sectors must participate in auctions to obtain 100% of the allowances 
required to meet compliance. This system would arguably have to be combined with a form of financial 
compensation in order to protect sectors deemed to be exposed to carbon leakage risk from undue 
compliance cost. Further, if the compensation is not tied to production cost, there would be no “playing-
field-leveling”, but merely a contribution to the balance sheet whether in the form of free allowances (at 
market price) or something else.  
 

Pros Cons 
 Option ensures adequate protection from 

undue carbon costs. 
 Difficult to ensure level of compensation. 
 Requires deep restructuring of current rules 

across many existing programs (except RGGI). 
 No “playing field leveling” as approach is not 

linked to production cost 

 

Option 3A.3: Use of Offset Credits (Regional & International) 
The use of eligible offset credits could lower the compliance costs for EITE sectors. These sectors could 
be allowed to use eligible credits from non-covered sectors (domestic and non-domestic) to cover part 
of their compliance, under the assumption that use of credits will prove cheaper than domestic options 
and credits are robust and verifiable. When implementing this measure, attention must be paid to 
preserving the integrity of the program cap. Allowing broad geographic and project type use of offsets 
will drive considerable cost benefits to industries, provided levels of free allowance allocation are not 
reduced as a consequence of broad credit access.  
 

Pros Cons 
 Option drives down compliance costs. 
 Option enables additional socio-economic and 

environmental co-benefits.  
 Option stimulates action to reduce emissions 

in other regions, and heightened opportunities 
for cross-border cooperative efforts. 

 Attention needed to preserve the cap and 
program integrity.  

 Attention needed to ensure credits entering 
the system are real, verifiable, unique etc.  

 Uncertainties linked to the future UNFCCC 
climate agreement, and what international 
market mechanisms (if any) are allowed.  



 
 

Option 3A.4: Border Carbon Adjustments 
Following an opposite rationale compared to free allocation, Border Carbon Adjustments (BCAs) create a 
level playing field by levelling costs for regional and/or international competitors. Though somewhat 
controversial, BCAs could be established by adjusting prices at the border via a tax (or requirement to 
purchase allowances) on non-carbon priced imported goods and a rebate for the carbon costs of 
exports6.  
 
For instance, California has a provision requesting electricity importers of network operators at the 
point of compliance to hold allowances. These actors (i.e., “First Jurisdictional Deliverers” of electricity 
into California’s market) are not compensated for carbon compliance costs at the border. California 
regulators are also analyzing the feasibility of putting in place a similar measure for the cement sector, 
with the expectation of extending this (to-be-determined) BCA for imported cement to other sectors by 
the California’s third compliance period starting in 2018. 
 
An alternative would be to remove all free allocation and move towards a system of full auctioning for 
production inside a given jurisdiction, thereby also affecting imports into the regulated region. The 
approach does not address exports that could be disadvantaged – unless, symmetrically-speaking, 
exports are subsidized to compensate direct and indirect carbon costs. There is the potential that 
placing carbon reporting and carbon allowance surrender requirements on importers could lead to 
retaliation by non-regulated states, breaking-up the general improvement of liberalization of 
international trade. This could arguably occur despite WTO rules expressly supporting adjustment 
regulations for imported products on environmental grounds. 
 

Pros Cons 
 Option could ensure adequate protection.  Largely unprecedented. 

 Perceived as politically difficult to implement 
 Likely result in greater administrative burden 

for custom authorities. 
 Subject to trade law challenges. 

 

Option 3A.5: Cover Indirect Costs with Free Allocation 
One option is to treat direct and indirect costs in the same fashion, whereby a regulator provides free 
allocation to cover both costs. This would entail developing a similar approach to the compensation of 
direct costs, potentially via benchmarks for electricity consumption and related costs. Such an approach 
would likely increase the overall volume of free allocation to the market. It could also have a negative 
influence on levels of transparency in the traded market, as free allowance recipients are not permitted 
to use the units, but must recycle them back into the market. 
 

Pros Cons 
 Option results in 

better 
compensation of 
indirect costs. 

 Requires a larger volume of free allocation – an amount then further 
reduced from available volume for all industries. 

 Potentially exacerbates the problem of free allocation being ineffective as 
the approach does not target those sectors most at risk. 

 Negative impacts on market liquidity as auction volumes would be reduced 
 Challenges to market transparency. 

                                                        
6 The rebate to export concept appears to stem from trade concepts/rules to avoid double taxation. However there is no double 
taxation if one is exporting to a country without carbon restrictions.  



 
 

3B. Options for Determining Sectors to Receive Compensation 
 
Options outlined in this sub-section address the allocation target, meaning the modalities to determine 
which (and how many) sectors are entitled to allowance allocations, and the level of their entitlement.  
 

Option 3B.1: In/Out Approach 
The easiest option is to implement an in/out approach, such as the one used in the EU and Korea 
programs. In these systems, if a sector is identified as EITE they received free allowances. The In/Out 
approach can be questioned, as it treats all sectors equally without reflecting different levels of 
exposure to carbon leakage risk. Consequently, this can lead to an inefficient use of “free allowance 
pool”, which could be used in a targeted manner to help sectors most in need of protection.  
 

Pros Cons 
 Approach is easily applied 
 Approach is clear and predictable 

 Approach does not reflect different levels of 
exposure to carbon leakage risk 

 Approach can lead to an inefficient use of the 
program’s pool of free allowances 

 

Option 3B.2: Tiered Approach 
The examples, analyzed above, show that a number of jurisdictions use a tiered approach for their 
carbon leakage provisions. Australia, California and New Zealand have put forward similar tiered 
approaches, with the most EITE sectors being entitled to a higher share of free allocation (ranging 
between 90-100%) while less exposed sectors receive different levels of free allocation. Tiered 
approaches usually include 2-3 different levels of compensation. A tiered approach allows for a more 
proportionate compensation, capable of reflecting different degrees of leakage risk exposure. 
 
Another way to distribute the available volume of free allocation is to gradually diminish the level of free 
allocation over time for those sectors that are less at risk. To ensure that the sectors highly exposed to 
carbon costs are not put at risk, a differentiated tiered approach could be worth considering. The 
approach would see most exposed sectors receiving 100% free allocation over the given period, while 
free allocation for sectors that are deemed less risk-exposed would follow a declining trajectory. In 
California, for instance,  sectors that are deemed highly-exposed to leakage risk will continued receiving 
100% free allocation to 2020, while moderately and low exposed sectors will go through a declining free 
allocation system.  
 

Pros Cons 
 Approach reflects risk exposure levels 
 Approach targets the volume of free allocation 

to sectors most at risk 
 Approach could reduce volume of free 

allocation 

 Approach could add administrative burden  
 Approach could add complexity 
 Politically challenging to implement, as clear 

and objective criteria might require approval 
to justify sector categorization 

 
 



 
 
Option 3B.3: Targeted Approach 
A targeted approach aims to reduce the overall number of sectors on a carbon leakage list, in order to 
better reflect the actual risk of carbon leakage while focusing compensation efforts for those sectors 
most at risk.  
 
For instance, the (never implemented) US Waxman-Markey Bill never included a Trade Intensity 
Indicator as a stand-alone test. Now if one were to apply this criterion to the EU ETS, for example, we 
would see >100 sectors placed on the carbon leakage list that would no longer qualify for free EU 
allowance allocations – many EU sectors are indeed small emitters, yet still receive compensation for 
being highly traded and exposed to international competition.  
 
Another way to obtain a more targeted carbon leakage list is to set higher thresholds for criteria being 
used. A targeted approach ultimately allows reducing the overall free allocation volume by excluding a 
number of sectors from leakage provisions.  
 

Pros Cons 
 Approach targets only exposed sectors 
 Approach distributes the available volume of 

free allocation to those sectors most at risk 

 Approach adds administrative burden 
 Approach likely increases some complexity 
 Politically challenging to implement as clear 

and objective criteria would need approval and 
justification for sector categorization 

 Excluded sectors likely to contest this approach 

 

Option 3B.4: Cost Pass-Through Approach 
A cost pass-through approach aims to reduce the overall volume of free allocation by compensating 
sectors only for the share of carbon costs that they are not able to pass-through to customers.  
 
In the EU and many other emissions trading programs, existing carbon leakage provisions live by the 
assumption that the power sector has a 100% cost pass-through rate, meaning that these covered 
entities can pass on the totality of their carbon costs. In contrast, many programs assume that industry 
and manufacturing sectors have 0% cost pass-through, meaning that these covered entities cannot pass 
on even a portion of their carbon costs to consumers. Consequently, and based on pass-through 
analytical evidence, the power sector typically has to purchase all – or nearly – 100% of its allowances at 
auction or from the secondary market.  
 
Following similar rationale, if evidence proves that certain sectors are able to pass-through a share of 
their costs, free allocation should not cover the share of carbon costs that can be passed-through, as 
they would not bear these costs. Therefore the argument is that a cost pass-through approach can 
better target the volume of free allocation potentially without removing (warranted) sectors from a 
carbon leakage list. That said, it is paramount for regulators to avoid under-compensating sectors and 
their installations. 
 

Pros Cons 
 Approach better reflects risk exposure 

levels 
 Approach better targets the volume of free 

allocation to those with inability to pass 
through carbon costs 

 Approach could add administrative burden 
 Approach could add complexity 
 Requires considerable amount of data, difficult to 

independently verify (likely highly sensitive data 
on product pricing strategies) 



 
 
 

3C. Options for Allocation  
 
Options outlined in this sub-section address the allocation modality, meaning the options for 
determining the level of free allocation.   
 

Option 3C.1: Allocation Based on Fixed & Recent Production Levels 
Under this approach, the amount of free allocation is calculated by multiplying an ex-ante reference 
activity level and sectoral benchmark values. This approach is currently used in the EU ETS. 
 

Pros Cons 
 Easily Applicable 
 Predictable 

 Unable to react and adapt to sudden  internal 
and/or external shocks 

 Potentially ineffective to protect against 
leakage risk for the most-exposed sectors 

 

Option 3C.2: Dynamic Allocation 

In general, the idea behind dynamic allocation is to determine the level of compensation based on 
actual production levels instead of historical production. This method attempts to ensure that 
installations at the benchmark level receive an adequate level of compensation, which is directly linked 
to their actual needs. This approach, currently under review in the EU, should avoid any over-allocation 
and therefore prevent the occurrence of “windfall profits”78.  
 
Many argue that a dynamic allocation approach places the strongest emphasis on the carbon efficiency 
of a covered installation, as its free allocation is purely defined by the difference between its actual 
carbon efficiency and the benchmark. Only the most efficient plants - being even more efficient than the 
average of the 10% best performers (for example) – would be rewarded for their efficiency with 
receiving free allocation above their needs. All other installations (for example, the remaining 90%) will 
receive less free allocations than required for compliance, thereby adding demand to the carbon 
market.  
 
However, others argue that dynamic allocation might risk undermining incentives for sectors receiving 
dynamic allocation to reduce emissions, as any change in production level (and emissions) would be 
matched by the same change in free allowances. Moreover, dynamic allocation would also add some 
complexity to the system as the actual production levels would have to be verified and reported, 
thereby potentially reducing predictability of the volume of allowances entering the market.  
 

Pros Cons 
 Ensures maximum leakage protection 
 Avoids windfall profits and over-allocation  
 Provides clear incentive for CO2 efficiency 
 Introduces increased market demand  

 Could add administrative burden 
 Could add complexity to installation reporting 
 Reduced predictability of volumes entering market 
 Attention required preserve the cap 

                                                        
7 In the context of climate policy, windfall profits – or windfall gains – can be defined as unexpected financial gains that could be 
due to a variety of design or market activities, such as the provision of free allocations to industries that can pass-through costs 
or do not face regional or international competition.  
8 Both California and Quebec use a type of dynamic allocation, but production is lagged by two years. Our understanding is that 
the lag is because it takes this for data to be reported and collated by regulators. In this case, windfall could be possible if 
production in a compliance year (or the average over a compliance period) is lower than lagged two-years of production. 
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