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Distributing Value under an Emissions Trading System

By capping the number of allowances and creating scarcity, an ETS
generates economic value that is expressed through the carbon price

The carbon price flows through the economy, altering consumer prices and
the value of assets, and resulting in relative winners and losers

Allowances are therefore an asset that must be allocated in some way,
determining how these costs and value are distributed across society

The distribution method is key to how covered entities respond to the ETS
and the carbon price it reveals, for instance through:
— Decisions on production volumes

— Location of new investments

— Rate of carbon cost pass-through

Certain distribution methods can also distort the
carbon price signal and its abatement incentives




Main Allocation Methods in an Emissions Trading System

Auctioning Benchmarking

Emitters receive allowances free of charge,
based on their activity or output during a
defined base period (Y) and a common
benchmark (tons CO,e per unit of activity),
scaled by an adjustment factor (AF)

Regulator sells allowances to the
covered entities

Free allocation =Y * BM * AF

Capacity BM “Pure” product BM

Fuel-specific Technology- & fuel-
product BM specific product BM

Free allocation =0

Others (e.g. heat BM, input-based BM)

Free allocation to other stakeholders

Grandparenting

Emitters receive allowances free of
charge, based on historical
emissions (Z) during a defined base
period, adjusted by an adjustment
factor (AF)

Free allocation =Z * AF



Allowance Distribution through Auctioning

Auctioning involves the distribution of allowances through a competitive
bidding process

Many different auction formats are available, for instance:

— Single-round vs. multiple-round

— Sealed bid vs. open bid

— Uniform price vs. pay-as-bid
Frequency and volume of auctions can be chosen to generate steady price
signal while avoiding disturbance of secondary market

Price and supply management mechanisms can be implemented in the
form of auction reserve (or floor) prices or market stability reserves

Rules on participation, transparency and oversight are needed to monitor
market and prevent misconduct (e.g. collusion)

Variants exist, e.g. consignment auctions




Benefits of Auctioning as a Distribution Method

* Improves internalization of a negative externality - and thus helps correct
the main market failure - underlying climate change

Auction revenue can be used for various useful purposes:

« Reducing distortionary taxes or lowering public debt

« Supporting decarbonization through subsidies and incentives

« Addressing distributional concerns and generating public support
associated with the decision-making process on free allocation

» Promotes price discovery by bringing together large number of buyers and
releasing significant quantities, identifying highest-value users

* Avoids windfall profits and directly rewards early action

» Can be faster, simpler and more transparent than
free allocation (e.g. benchmarks, new entrants)




Drawbacks of Auctioning as a Distribution Method

Politically less palatable than free allocation methods, potentially
undermining stakeholder support and social license of the ETS

Higher average carbon cost and pass-through rate can result in loss of
asset value (“stranded assets”) and undesirable impacts on consumers

Higher average carbon cost faced by energy-intensive and trade-exposed
producers can impact competitiveness and result in leakage

—  Emissions leakage takes place through short- (production) or long-run (capital) channels

— Decline in production can affect balance of trade and lead to structural change

Upfront cost of auctioning binds capital that may then be unavailable for
iInvestments in emissions abatement

Low initial capacity of covered entities to trade may constrain participation
in auctioning and affect compliance




EU ETS: Allowance Distribution in Phase 4

15.5 billion allowances

Auctioning by

Member States

Innovation Fund

(400m) Free allocation Modernization Fund
buffer* (450m) (310m)

Source: EFET, 2022



https://www.energy-community.org/dam/jcr:c0d45b4b-cb79-4b3c-abf8-0b5f96eb72c2/ECRB_RegSch_EUETS_ENC_Training_10032022.pdf

EU ETS: Auctioning Revenue and Reported Usage

Billion EUR
35

— Total revenues

30
Aid for electricity-intensive industries for

indirect carbon costs

B Comitted or not yet allocated, disbursed and
reported

M Climate change and energy purposes
(unspecified)
International purposes and climate finance
(e.g. climate actions in vulnerable third
countries)

25

20

Domestic use:
[0 Climate change and energy
purposes, of which:

M Other sectors (Adaptation,
road transport, LULUCF, administrative
expenses, waste management)

%1 Social support and just
transition

' Public transport and mobility

W Energy efficiency, heating and

cooling in buildings

15

10

5 B Energy supply, grids and
storage
0 e Me_thz)aol_oalc_aI_bFe;k_ln_ZE)2_3_d;t; f_ro_m_pFe;m_u; |

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 | Yeararenot fully comparable.

EU ETS Phase 3: 2013-2020 EU ETS Phase 4: 2021-2030

Source: EEA, 2024



https://www.eea.europa.eu/en/analysis/indicators/use-of-auctioning-revenues-generated?activeAccordion=546a7c35-9188-4d23-94ee-005d97c26f2b

Annual Revenue Raised by ETS Glob

Yearly total in million USD
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EU ETS (USD 42,008.8 million)

Over

USD 373 billion

in raised revenues
since 2007**

Austria (USD 1,273.5 million)
Washington (USD 810.8 million)

United Kingdom (USD 3,277.2 million)

Germany (USD 14,035.4 million)

Almost

USD 70 billion

in raised revenues

California (USD 4,400.7 million)

Source: ICAP, 2025

Others (including Alberta, New Zealand, Chinese Pilots,
Switzerland, Massachusetts, Republic of Korea, New-

in 2024 foundland and Labrador, Washington, Nova Scotia)
(USD 954.7 million)
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https://icapcarbonaction.com/en/publications/emissions-trading-worldwide-icap-status-report-2025
https://www.worldbank.org/en/publication/state-and-trends-of-carbon-pricing

Revenue as a Share of General Government Revenue
at $50/tCO2e on Selected Heavy Industry

Egypt 2.0% o
) -
Togo 1.9%
India 1.9%
Zambia
Indonesia
Mozambique 0.5%
Algeria 0.3% ——
Cameroon 0.3% ok
Thailand 82:;;
Brazil 8?;;;
Kenya o 0.4%
Uganda 0_2%0‘3%
Ghana O%‘JA%
0% 1% 2% 3%

Scenario: || Uniform Price [Jl] Graduated Price
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https://ceepr.mit.edu/wp-content/uploads/2025/09/Full-Report-Building-a-Climate-Coalition.pdf
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Choosing the Right Allocation Method

Cost incidence: who will eventually pay the carbon cost? Are firms able to
pass on the carbon price? Is there a risk of creating windfall profits?

Competitiveness: is the sector exposed to international competition? Is
there a risk of carbon leakage, and will free allocation reduce this risk?

Compensation for stranded assets: Does the carbon price devalue past
iInvestments? Should firms be compensated for this devaluation?

Securing political support: Is free allocation a necessary concession to
secure stakeholder acceptance and political buy-in?

Practical considerations: inter alia data needs, administrative effort (for
designing and applying the rules), risk of fraud or perverse incentives

Hybrid options: targeted free allocation; dynamic transition




Possible Evolution of Primary Allocation Shares over Time
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https://icapcarbonaction.com/en/publications/emissions-trading-practice-handbook-design-and-implementation-2nd-edition
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