
CHAPTER 6 
 

 

WTO Law and Competitive Distortions of the Kyoto 
Mechanisms 

 

 

 

6.1 Introduction 

 

According to North (1990), institutions shape human interaction by means of formal 

constraints, such as legal rules, and informal constraints, such as cultural values. In this 

chapter we will analyze the formal constraints to implementing the Kyoto Mechanisms 

posed by the legal framework of the World Trade Organization (WTO) from a law and 

economics perspective. We will also discuss some informal constraints by paying 

attention to actors’ perceptions about the extent to which they expect the WTO to pose a 

legal barrier for the implementation of the flexible instruments.  

Permit trading ranks highest in the economic hierarchy of the Kyoto 

Mechanisms, because of its alleged effectiveness and efficiency properties, but not in 

the political hierarchy, since it is not frequently applied in practice. Rather than 

criticizing the neo-classical foundations of the economic hierarchy, as performed in 

some of the previous chapters, we will now take a closer look at the political hierarchy 

to explain why both hierarchies do not match. Politics in general and climate change 

politics in particular is not only about economics and efficiency, but also (or even 

mainly) about issues of distribution, equity, law, institutions, culture and perceptions 

(e.g. Fermann, 1997; Wiener, 2000a; O’Riordan and Jäger, 1996).   

International emissions trading between private parties requires national, well-

enforced schemes of permit trading (Zhang and Nentjes, 1999). An important political 

barrier, which helps to explain why national permit trading is less politically acceptable 
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than economists would expect, is the ‘difficulty of negotiating an allocation of 

allowances’ (Haites, 1997: 38). Some parts of the economic literature describe the 

‘contentious and politicised’ issue of initial permit allocation (Anderson et al., 1999a: 

116) as ‘the largest impediment to (…) CO2 emissions trading’ (Ellerman, 1998: 1). 

Although economists see this happen in reality, they have a hard time explaining it. 

With some exceptions (e.g. Rose and Kverndokk, 1999; Rose and Stevens, 1993; Lyon, 

1982), economists have long underestimated allocation problems by primarily (or even 

only) considering the efficiency of policy instruments (cf. Wiener, 2000a; Estache and 

Martimort, 1999). This traditional (neo-classical) approach in environmental economics 

(e.g. Tietenberg, 2002; 1992) is mainly based on the Coase Theorem which learns that 

the efficiency of markets for pollution rights is not affected by the initial allocation of 

permits when competition is perfect and transaction costs are absent (Coase, 1960). 

This feeds the economists’ perception, even today (e.g. Stavins, 2002: 9), that 

distribution and fairness are (or should be) irrelevant, arguing that permit trading ‘(…) 

is completely neutral with respect to any equity consideration’ (Ciorba et al., 2001: 8).  

The reader should not get the impression that economists are totally indifferent 

to distributional issues: although neo-classical welfare economics is primarily designed 

to analyze efficiency issues, the relatively young branch of political economy is also 

geared to analyze public choices with a distributional dimension. A solid application of 

this approach to instrument choice in environmental policy matters that include 

emissions trading is provided by Dijkstra (1998). However, two shortcomings of the 

political economy approach are relevant to mention here. First, one part of that literature 

tends to focus on interest group preferences rather than the preferences and concerns of 

governments who ultimately decide which instruments will be used (Banuri et al., 2001: 

49). Second, the other part that does consider government preferences usually does not 

analyze distributional issues in terms of elaborated concepts of equity or fairness, 

because the public choice approach is not designed to analyze them. Dijkstra (1998: 18) 

puts it like this: ‘(…) some of the arguments about why politicians are reluctant to 

accept market instruments may be valid. But for an economist it is difficult to judge or 

expand upon the arguments’. Also Haddad and Palmisano (2001: 440), who take an 

evolutionary economics perspective, do not come further than a general remark that 

permit allocation involves ‘high stakes’.    
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On the contrary, political scientists pay a lot of attention to allocation and equity 

aspects, because they consider them to be an essential element (e.g. Goodin and 

Klingemann, 1996) or even the very essence of politics (e.g. Lasswell, 1936; Easton, 

1965). To some extent, also institutional law and economics has added similar insights 

to its research agenda (e.g. Medema et al., 2000). According to these authors, politics is 

a process that typically involves distributional issues between several actors with 

conflicting (economic) interests and different (equity) values. Some have explicitly 

criticized the literature on the acceptability of market-based environmental policy for its 

negligence of allocation problems (e.g. Bressers and Huitema, 1999).  

Despite the growing attention paid by economists (and other scientists) to the 

distributional problems of permit trading (e.g. Endres, 1999; Heller, 1998; Kerr, 1999), 

the purely economic literature on emissions trading (including public choice theory) 

still finds it difficult to explain why permit allocation is problematic in politics. There 

are two possible permit allocation methods: emission sources have to buy the permits 

(auctioning) or they get them for free (grandfathering). The financial burden auctioning 

poses on large and energy-intensive industries reduces its political acceptation 

(Koutstaal and Nentjes, 1995: 224). Therefore, several economists argue that 

grandfathering promotes the political acceptation of a permit trading system, because 

then emission sources do not have to pay for their emissions, but only for their 

additional emission reductions (e.g. Dijkstra, 1998). Some authors see grandfathering as 

a compensation for the ‘stranded costs’ that firms bear when a requirement to reduce 

carbon emissions is imposed (Harrison and Radov, 2002). However, in practice, also 

grandfathering turns out to be perceived as problematic in the political arena (e.g. 

Dijkstra, 1998: 159). This phenomenon can only be explained by turning to (neo-

classical and neo-institutional) law and economics as well as to political science, like 

we do in this and the next chapters of this book.  

The legal problem of grandfathering is that it could distort economic 

competition and may lead to legally inadmissible subsidization under certain conditions. 

A major issue is whether international differences in domestic permit allocation 

procedures based on the assigned amounts of Annex B Parties will lead to competitive 

distortions. Some argue that a country which uses grandfathering of permits would give 

its firms, in sectors favoured by the grandfathering rules used (e.g. carbon-intensive 
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sectors), a competitive edge against countries which either auction their permits or use 

carbon taxes (cf. Anderson et al., 1999a; Hourcade and Le Pesant, 1999; Romstad, 

1998). Generally, their analyses suggest that grandfathering permits to sector x in 

country A and auctioning permits to an identical sector y in country B leads to a 

competitive advantage for the former. If this is correct, then grandfathering could be 

seen as a subsidy under WTO law. This, in turn, could imply that governments should 

not be left free to choose any domestic permit allocation rule in the case of international 

firm-to-firm trading. Allocation formulae could then be harmonized across the 

participating nations and domestic observance of such international rules could be made 

part of the eligibility criteria to join the permit trading system.  

In principle, the issue of competitive distortions is not necessarily limited to 

emissions trading, but could also be relevant for other environmental policy 

instruments, such as taxes or standards. In the case of emission taxes, one country could 

tax a particular industry, while another could exempt the same industry or tax it at a 

lower rate. In the case of emission standards, one country could impose more costly 

regulations on a given industry than another country. Nevertheless, emissions trading is 

particularly vulnerable to competitive distortions, because permit allocation entails the 

(re)allocation of property or user rights and makes the economic differences between 

grandfathering and auctioning and their legal consequences explicit.  

For the latter reason, this chapter also does not make a comparison between (the 

potential competitive distortions of) permit trading and credit trading, whereas the set-

up of each of the previous chapters was to compare different types of flexible 

instruments on the basis of particular (obviously other) aspects. In this chapter we focus 

on permit trading, not only because allocation decisions remain implicit under credit 

trading, but also because there is (de facto) no choice between grandfathering and 

auctioning under credit-based approaches (including JI and the CDM). Under such 

approaches, emissions are basically allocated for free, credits accrue bottom-up and 

assigned amounts do not have to be divided into emission caps for polluters before 

trading can begin. Permit trading, however, entails an explicit choice between the 

grandfathering or auctioning of property or user rights which have to be allocated top-

down in the form of emission ceilings before trading can begin. Analyzing the legal 

(and the subsequent political) consequences of permit allocation differences across 
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countries in terms of potential competitive distortions and subsidies is therefore likely 

to shed more light on the question why the economically superior alternative of permit 

trading does not rank high in the political hierarchy.  

The relevant literature is fragmented and usually treats competitive distortions 

or subsidization issues in emissions trading schemes as a side issue. Therefore, building 

upon Woerdman (2000a), this chapter not only tries to arrange the approaches in the 

existing literature to this particular subject, but also works out several of the concepts 

and theories used in a positive-theoretical framework. The legal barriers and 

opportunities to implementing the Kyoto Mechanisms in relation to permit allocation 

are defined by the conditional and perceived situations in which such distortions and 

subsidies do respectively do not occur. 

This chapter is organized as follows. Section 6.2 provides two different 

definitions of the competitive distortion concept. Section 6.3 specifies the economic 

conditions, both in terms of efficiency and equity, under which international differences 

in domestic permit allocation procedures lead to competitive distortions. Section 6.4 

takes a law and economics approach by using the economic analysis to specify the legal 

conditions under which grandfathering could be seen as a subsidy under WTO law. 

Section 6.5 approaches the subsidization issue from a political science perspective by 

analyzing the perceptions and decisions of relevant actors to find out whether or not 

they see grandfathering as a subsidy under WTO law and, subsequently, whether or not 

they desire international harmonization of permit allocation. Finally, section 6.6 

presents the conclusion.  

 

6.2 Definition of Competitive Distortions 

 

Although frequently used by policy-makers and firms, the notion of competitive 

distortion is not common in economic theory. In this chapter we distinguish between 

two different definitions (or: interpretations) of the competitive distortion concept: 

• distortion of efficient competition; 

• distortion of fair competition. 
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These definitions can be traced back to the analysis of environmental regulation by Van 

der Laan and Nentjes (2001) who make a distinction between competitive distortion as 

an inefficiency in the allocation of resources and competitive distortion as an inequity 

of firms’ starting conditions. The first definition is based upon neo-classical economics 

which focuses on efficiency of outcomes in an equilibrium setting. A competitive 

distortion arises if an environmental policy instrument entails a price deviation from the 

welfare optimum under perfect competition, thereby reducing the efficiency of 

(inter)national trade. The second definition is based upon neo-institutional (law and) 

economics (and political science) which focuses on equity in a path-dependent setting. 

A competitive distortion then arises if the introduction of an environmental policy 

instrument leads to unequal changes of the competitive relations among comparable 

firms, thereby reducing the (perceived) fairness of (inter)national competition.  

The latter view does not so much originate from seventeenth century 

mercantilist theory that aims to eliminate comparative disadvantages and cost 

differences among firms and nations, as Van der Laan and Nentjes (2001: 137) suspect, 

but rather from twentieth century neo-institutional economics that aims to include legal 

and cultural institutions into economic analyses. The equity interpretation of 

competitive distortion reflects the (Aristotelian) proportionality-based fairness principle 

from philospohical (as well as legal and cultural) theory according to which burdens 

and benefits should be distributed in proportion to the contributions of the subjects (cf. 

Banuri et al., 1996: 86).  

 In the next section we will apply, specify and modify the aforementioned 

distinction made by Van der Laan and Nentjes (2001) to analyze the issue of 

competitive distortions in relation to permit allocation from an economic point of view. 

To do so, we will develop a neo-classical and a neo-institutional approach to the 

economic theory of competitive distortions, which enables us to shed more light on the 

question whether grandfathering distorts competition and on the subsequent question, to 

be discussed later on, whether grandfathering will be seen as a subsidy under WTO law.  
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6.3 Economic Analysis of Permit Allocation and Competitive 

Distortions 

 

In this section we will analyze the issue of permit allocation by using and specifying the 

neo-classical efficiency approach to competitive distortions, both under perfect 

competition (subsection 6.3.1) and imperfect competition (subsection 6.3.2), as well as 

the neo-institutional equity approach to competitive distortions (subsection 6.3.3).   

 

6.3.1 Perfect competition, efficiency and opportunity costs 

 

Following neoclassical welfare economics, the concept of competitive distortion can be 

interpreted as an inefficiency or price distortion. A competitive distortion is then 

defined as any measure which entails a price deviation from the welfare optimum under 

perfect competition, thereby reducing the efficiency of (inter)national trade. To address 

the competitive distortion issue from an efficiency perspective, an analytical distinction 

is made between (a) perfect and imperfect competition in the market as well as between 

(b) opportunity costs and the financial position of firms. In perfectly competitive 

markets, international differences in domestic permit allocation procedures will not lead 

to competitive distortions according to economic theory. To follow the argument, it is 

crucial to understand the concept of opportunity costs. 

Auctioning entails costs for firms. They have to buy the permits in an auction, 

which means that they pay for their emissions as well as for their subsequent emission 

reductions. A government can alleviate competitiveness concerns by recycling the 

revenues to lower other pre-existing distortionary taxes, such as taxes on labour and 

capital (Zhang, 1999b). Under grandfathering, firms receive their permits for free, 

which means that they do not have to pay for their emissions, but only for their 

subsequent emission reductions. Only in the presence of distortionary taxes, 

grandfathering is less efficient than auctioning, because grandfathering does not 

generate revenues that can be recycled to lower such taxes (Goulder et al., 1999; see 

also Burtraw et al. 2001).  
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 However, not only auctioning, but also grandfathering entails costs for firms, 

which has been overlooked by several early as well as more recent economic studies on 

permit allocation (e.g. Lyon, 1982; Romstad, 1998). The essential point is that 

grandfathered permits have an opportunity cost when they are used for covering the 

emissions of the permit owner (Hargrave, 2000; Koutstaal, 1997; Grafton and Devlin, 

1996; Nentjes et al., 1995). The opportunity cost is the revenue foregone by not selling 

the permits but using them in producing output. This opportunity cost, which is equal to 

the price for which the permit can be sold, must be included in the product price. 

Instead of using permits to cover emissions, the firm could have sold the permits. The 

revenue foregone is a cost to the firm, comparable with the ‘interest foregone’ on own 

capital. Hence, grandfathered firms do not have a cost advantage over auctioned firms 

abroad (or over domestic new-comers), just because they received permits for free. 

Although there are no price distortions when comparing grandfathering with 

auctioning in perfectly competitive markets, grandfathering does imply a transfer of 

wealth to firms, since they receive an input which has a certain market value. Therefore, 

grandfathering permits could be viewed as granting a subsidy to the firm. However, this 

subsidy is a capital gift to the firm with the character of a lump sum-subsidy (Hargrave 

et al., 1999b; Jensen and Rasmussen, 1998). In efficiency terms, a lump sum-subsidy is 

not distorting in the product market, since it does not affect marginal emission reduction 

costs and it does not alter the output and price decisions of firms. 

A simple real-life example of opportunity costs is a young farmer who inherits 

the agricultural land of his father. Although he didn’t have to buy the land, he still has 

to include the opportunity costs of the land in the price of, say, the corn or milk he 

produces, because he could have sold the land instead of using it. Of course, he does 

have a financial advantage over a young competitor who had to buy the land from 

another farmer, but (in case of perfect competition) the opportunity costs of the land, in 

principle, prevent him from setting lower prices so that competition is not distorted.  

Some believe that grandfathering emission permits implies a competitive 

distortion because it would have the same distorting effect as granting tax exemptions to 

certain sectors or firms (e.g. energy-intensive sectors or the export industry). However, 

grandfathered permits are not the same as tax exemptions precisely because of the 

opportunity costs of the former. Indeed, a tax exemptions is inefficient because it 
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induces different prices per unit of GHG for different firms (cf. Hoel, 1997). This can 

be best explained by regarding GHG emissions as an input in the production of a certain 

output. Different prices for the same input involve differences in marginal productivity 

and therefore entails an inefficient allocation of emissions among firms or sectors. Tax 

exemptions do not have opportunity costs (since you cannot sell them), but rather imply 

that emissions are an input without a price. However, grandfathered permits have 

opportunity costs and therefore entail a price. Contrary to tax exemptions, efficiency is 

not distorted by using grandfathering (if competition is perfect).1 

 

6.3.2 Imperfect competition, inefficiency and financial positions 

 

The arguments above assume perfectly competitive markets. Although the opportunity 

costs of grandfathering are equal to the financial costs of auctioning, international 

permit allocation differences will affect the financial position of firms. It will be 

explained below that this aspect becomes relevant if competition is imperfect (and if the 

concept of competitive distortion is interpreted in terms of equity, which will be 

discussed in the next subsection). The so-called ‘new’ positive (international) trade 

theory (e.g. Helpman and Krugman, 1989), which considers the economic impact of 

imperfect markets, learns that competitive distortions may arise in imperfectly 

competitive permit, capital or product markets. In general, imperfect markets do exist in 

reality (e.g. Bovenberg, 1993; Spencer, 1990), also in the context of environmental 

policy (e.g. Ulph, 1999), but an imperfect permit market can be avoided if politicans 

succeed in creating a thick market with many (small) traders as discussed in the 

previous chapters.  

A grandfathered firm does not have to buy its permits contrary to an auctioned 

competitor. A grandfathered firm only has to pay for its emission reductions and not for 

its emissions, so that it has a lower cash outflow than an identical firm which has to buy 

                                                 
1 Some even turn (environmental) economic theory upside down and believe that not so much tax 
exemptions, but even the carbon taxes or auctioned carbon permits themselves are ‘distortionary’ for 
firms. However, Bohm (1999) clearly explains that the initial permit volume reflects a global 
environmental concern induced by a process of international negotiations and that the tax or auction 
price, which reflects this concern, emerges as a corrective rather than a distortionary levy just like any 
other environmental ‘tax’ reflecting similar concerns would. 
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its permits.2 In other words, a grandfathered firm initially buys the permits from itself 

(opportunity costs), while an auctioned firm buys the permits from the government or 

the public (cash outflow). If a grandfathered firm receives its permits for free, it obtains 

a non-distortionary windfall profit (cf. Bohm, 1999; Romstad, 1998). Since 

grandfathering implies a capital gift to the firm, a grandfathered firm has more financial 

resources, or own capital, than an auctioned firm, which (ceteris paribus) gives the 

former a stronger financial position than the latter.3  

Where a firm in one Annex B country receives grandfathered permits and a firm 

in another Annex B country has to acquire auctioned permits, a competitive distortion 

could arise under imperfect competition in the following three exceptional 

circumstances. Grandfathering gives a financial advantage: 

• to an inefficient firm; 

• to a firm that engages in predatory pricing on an imperfect product market; 

• to a firm while auctioned firms borrow money on an imperfect capital market. 

 

Firstly, the fact that grandfathering gives an undertaking a stronger financial position 

than its foreign auctioned competitor may reinforce existing inefficiencies. Consider the 

case of an inefficient firm (with negative profit) which is grandfathered. Due to the 

financial advantages of grandfathering it is able to remain in business for a longer 

period than it would under auctioning (cf. Hargrave et al., 1999b; Crane et al., 1998; 

Malueg, 1990). However, instead of assuming that the firm will make permanent losses 

(which presupposes perfect foresight), it is also possible that the firm only makes 

                                                 
2 To be more precise, a grandfathered firm only has to pay for its emissions in so far as it needs extra 
permits above its grandfathered quantity.  
 
3 Not only the question of how they receive their permits, but also of how many permits they get then 
becomes relevant, because a firm which receives a generous emission budget is financially better off than 
an identical firm with a tight emission budget. In a dynamic context, firms could have an incentive to 
increase their emissions in the run-up to the allocation of permits in order to receive more permits if 
permits are grandfathered on the basis of historical emissions. This incentive will only exist if the 
benefits of receiving more permits in the future are expected to outweigh the costs of increasing 
emissions now. To cope with the problem, an emission reduction target could be chosen on the basis of a 
reference year sufficiently back in time to prevent that ‘malevolent’ existing firms would show the 
strategic (or, arguably, distorting) behaviour of increasing emissions in the run-up to the allocation of 
permits (Lyon, 1982). Moreover, a baseline protection policy could be developed to prevent that 
‘benevolent’ firms would receive less permits because they have undertaken early action (Rolfe et al., 
1999). 
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temporary losses. If the losses are permanent, the financial advantages of grandfathering 

unnecessarily delay the inevitable fall of the inefficient firm, but if the losses are 

temporary, grandfathering helps the firm to stay in business, whereas an auctioned firm 

financed with borrowed money might be forced into bankruptcy. In the real world of 

imperfect foresight, a firm does not know whether the losses it makes will be permanent 

or are only temporary: it can hope for a better future and possibly rightly so. Whether it 

is better from an efficiency perspective that a profit maximizing firm which makes 

losses leaves the industry or stays in business can only be concluded afterwards. This 

means that permit allocation differences can strengthen existing inefficiencies, but 

certainly do not cause an inefficiency here.  

Secondly, a competitive distortion may arise if the grandfathered firm in one 

country starts a price war with the auctioned competitor in another country on an 

imperfect product market according to the so-called deep purse theory or theory of 

predatory pricing (Koutstaal, 1997). Grandfathering implies a capital gift to the firm 

which increases its resistance against periods of losses which use up the firm’s capital. 

In a price war the grandfathered firm will lower its prices, which forces its rival to 

follow him to a level where both firms will incur losses. The grandfathered firm can 

outlast the auctioned firm (or entrant) in a price war because of its larger capital 

reserve.4 After elimination of its competitor, it acquires a monopoly position and raises 

the price to the monopoly level. This particular outcome is an inefficiency that can be 

traced back to differences in permit allocation between states. However, according to 

Nentjes et al. (1995), predatory pricing is unlikely to occur in an emissions trading 

market, not only because it is a risky and expensive strategy as emphasized in the 

theory of industrial organization, but also because energy-intensive firms usually do not 

compete on monopolistic markets and the additional capital requirements to buy 

emission permits are usually a small part (no more than a few percentages) of the total 

capital requirements. Furthermore, although some industries have expressed the 

perception that their competitors abroad use predatory pricing (e.g. Michaelowa et al., 

                                                 
4 A similar approach, albeit from a business economics perspective, would be to consider grandfathered 
permits as a form of off-balance sheet financing. While free allowances have an opportunity cost, they 
have no accounting cost, so that the pressure to earn a return on assets with financial costs may not apply 
equally to grandfathered permits compared with auctioned permits. 
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1998), a dominant firm that starts a price war to push aside its competitor abroad could 

be prosecuted by the authorities that enforce antitrust policy in industrialized countries.5 

Not the difference in financial positions between firms itself (for instance as a result of 

permit allocation), but the abuse of this difference by a firm to engage in predatory 

pricing leads to inefficiencies, which can be countered by means of legal action.  

Thirdly, in the case of an imperfect capital market, the findings of Koutstaal 

(1997) as well as Grafton and Devlin (1996) imply that a grandfathered firm has a 

competitive advantage if the auctioned competitor abroad needs to borrow money to 

buy the permits. The interest to borrow money could exceed the interest on own capital 

due to the imperfect capital market. The permit expenditures of the auctioned firm are 

higher than the opportunity costs of the grandfathered firm due to the interest it has to 

pay for its loans. However, the practical relevance of this argument is negligible. 

Capital markets almost always work imperfectly in reality, but the interest difference 

under consideration is small compared with total production costs. Moreover, the loans 

will be short-term in a liquid permit market and (contrary to the interest on own capital) 

the interest charges for loans are tax-deductible. 

It is shown above that, if the assumption of perfect markets is dropped, 

competition could only be distorted as a result of differences in permit allocation 

between countries in some exceptional cases. This underlines that inefficiency is not a 

strong argument to see such differences (grandfathering versus auctioning) as a 

distortion of international competition. Equity is a different story, as will be explained 

and elaborated upon in the next subsection.  

 

6.3.3 Fair competition, equity and level playing field 

 

‘An efficient outcome (...) is not necessarily and equitable one’ (Devlin and Grafton, 

1998: 42). However, there is no single interpretation of the concept of equity or 

                                                 
5 In markets in general, empirical evidence of predatory pricing has actually been found, for example in 
the case of the large multiproduct firm AKZO which tried to eliminate the smaller firm ECS in the British 
benzoyl peroxide market and in the case of Tetra Pak which tried to eliminate its smaller competitors in 
the Italian market for non-aseptic cartons (Hildebrand, 1998: 78-9). However, these cases also underline 
that there are legal opportunities to punish firms that abuse their market power by means of predatory 
pricing. In a WTO context, the ‘predator’ could be accused of dumping.  
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fairness, neither in philosophical theory nor in political practice. Nevertheless, which is 

overlooked in some studies (e.g. Hargrave, 2000), it appears that an unfair competitive 

distortion in the context of environmental policy usually refers to a distortion of the 

‘level playing field’ for firms, whereas the associated inequity is primarily defined or 

perceived in terms of inequality or asymmetry (e.g. Jepma, 2002; Yamin and Lefevere, 

2000; Jepma and Van der Gaast, 1999). This raises the question of how to define level 

playing field within the concept of competitive distortion as inequity.  

Hargrave et al. (1999b: 11) mention what they call the ‘proverbial’ level playing 

field, but they only relate it to the (possibly different) levels of emission targets for 

firms in different countries, not to the (possibly different) methods of allocating these 

targets. Where they do consider these methods (grandfathering versus auctioning), they 

also analyze the issue of fair competition. However, despite their extensive and solid 

analysis, Hargrave et al. (1999b: 6) only provide a strictly neo-classical economic 

definition and elaboration of fair competition by interpreting it as efficient competition 

that requires marginal cost equalization.6 This basically reflects the orthodox economic 

view that equity is the same as efficiency, or, which Rose and Kverndokk (1999: 371) 

refer to as ‘market justice’, that the market is always fair. The problem is that, if applied 

in a world where law and politics matter, they are not able to capture those legal and 

political interpretations of rules and perceptions on fair competition that consider an 

equitable allocation to be different from an efficient one. It will be demonstrated in the 

next sections that the latter interpretations are a substantial part of legal and political 

reality.  

Contrary to Hargrave et al. (1999b), Van der Laan and Nentjes (2001) do not 

define equity in terms of efficiency and give a static interpretation of the inequity view 

of competitive distortions. In the context of environmental policy in general, they 

contend that a level playing field can be interpreted as meaning equal starting 

conditions. Fair competition would exist in the case of a uniform legislative regime or 

equally stringent environmental legislation for comparable producers. An unfair 

competitive distortion would then emerge if there are ‘(...) differences in cost conditions 

                                                 
6 According to these authors, (…) fair competition [requires that] competition among firms is based on 
true economic costs of production and is not distorted by subsidies. (…) If firms in the same sector but in 
other countries are facing lower marginal cost increases from climate policy, those facing the higher costs 
can claim unfair competition’ (Hargrave et al., 1999b: 6). Viguier (2000) takes a similar view.  

 261



Chapter 6   WTO Law and Competitive Distortions of the Kyoto Mechanisms 

created by differences in national legislation that arise out of divergent national 

preferences (...)’ (Van der Laan and Nentjes, 2001: 138).  

Although Van der Laan and Nentjes (2001) focus on international differences in 

the stringency of emission standards (target level), the focus in this chapter is on 

international differences in permit allocation (instrument level). Moreover, where the 

latter authors analyze differences in costs for similar industries in different countries, 

we concentrate upon differences in the financial positions of such firms. The 

consequence is that their interpretation of equity needs to be either adjusted or 

extended.  

When permit trading is introduced into the existing environmental policy 

framework, firms will compare their financial situation with the situation of their 

competitors both before and after permit allocation. Also Hargrave et al. (1999b: 53), 

despite their narrow interpretation of equity as efficiency, acknowledge this when they 

relate unfair competition to unequal cost increases as a result of the introduction of 

regulation. In our framework, this means that equity will be judged in a dynamic, path-

dependent process and not in a static, isolated setting. Firms will not demand that 

permit allocation makes their (absolute) financial positions equal. Instead, they will 

demand that they do not loose more in (relative) financial terms than their competitors 

(or that their competitors gain more) as a result of permit allocation alone. This 

‘dynamic’ approach to the concept of unfair competitive distortion does not so much 

require equality of firms’ starting conditions, but rather equality of changes in their 

competitive relations.  

Consequently, the problem of international differences in domestic permit 

allocation procedures is the inequality of the changes in firms’ financial positions 

resulting from the mere process of permit allocation. The inequity view does not so 

much think of competition being distorted because firms face different laws, but rather 

because these different laws have different financial consequences for firms that 

compete on a market. The level playing field then refers to the competitive relations 

between firms. This implies that an unfair competitive distortion would arise if the 

allocation of permits leads to unequal changes of firms’ relative financial positions.  

The level playing field approach neither objects to the fact that the competitive 

positions of firms can be unequal because they have different market shares, nor to the 
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fact that their relations may change, both before and after permit allocation, because of 

their economic activities and strategies. Rather, the level playing field or financial 

position approach contends that the competitive positions of firms are not allowed to 

change because of the political process of permit allocation itself. This means that the 

level playing field is maintained if permit allocation itself leaves the relative financial 

positions of firms (their competitive relations) unaltered.  

In our approach, the level playing field refers to the competitive relations 

between firms and a competitive distortion as inequity would arise if the allocation of 

permits itself leads to unequal changes of firms’ relative financial positions. In less 

plain words, an unfair competitive distortion is thought to occur if the allocation of 

permits leads to an unequal absolute or proportional (re)distribution of financial burdens 

or benefits for firms relative to the pre-allocative status quo. Our approach builds upon 

the work by Rolph (1983) and Welch (1983) who provided empirical evidence (already 

in the early eighties) for their hypothesis that establishing property rights is only 

politically feasible if it does not involve substantial redistributions of wealth, but rather 

maintains the economic status quo by more or less preserving the existing economic 

relationships among firms. 

The allocation of permits determines who pays the cost of GHG emission 

abatement (e.g. Manne and Richels, 1995), that is, how much permits have to be bought 

or can be sold. Remember that a grandfathered firm in one country has a lower cash 

outflow and hence more financial resources than an identical firm in another country 

which has to buy its permits. Therefore, such international differences in domestic 

permit allocation procedures lead to an unequal distribution of burdens for comparable 

firms which changes their competitive relations disproportionally, so that competition is 

distorted, by definition, according to the level playing field approach. The inefficiency 

interpretation would not call this distributional inequality a competitive distortion, since 

efficiency is not negatively affected, but rather a financial advantage for the 

grandfathered firm. 
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6.4 Legal Analysis of Permit Allocation and WTO Subsidies Law 

 

The World Trade Organization (WTO), established in 1994, constitutes the legal and 

institutional foundation of the multilateral trading system and marks the boundaries of 

how governments are allowed to design and implement domestic legislation which 

affects trade. The general objective of the WTO is trade liberalization, but not all trade 

is covered by its principles, such as trade in capital. Rather, the WTO rules cover the 

trading in goods and services, building mainly upon the 1947 General Agreement on 

Tariffs and Trade (GATT) and the 1994 General Agreement on Trade in Services 

(GATS) respectively.  

The basic right (and obligation) for its Members is to ensure trade without 

discrimination between domestic and foreign goods, services and service suppliers in 

favour of its own (‘national treatment principle’) or between other Members (‘most-

favoured nation principle’). In principle, the dispute settlement procedure of the WTO 

is binding upon its members, demanding a change in the measure that led to the 

complaint, a compensation payment for trade damages incurred through the distorting 

measure or a retaliation by the adversely affected party (Vaughan, 1999). 

Several studies have analyzed the potential (in)compatibilities of an 

international emissions trading scheme with the WTO rules (e.g. Petsonk, 1999; 

Werksman, 1999b; Michaelowa et al., 1998; Parker, 1998). Because it is impossible to 

consider all legal aspects in a few pages, we will briefly discuss two questions which 

are particularly relevant for our discussion of competitive distortions related to permit 

allocation: (1) are tradeable permits goods or services and, more importantly, (2) under 

what conditions are tradeable permits (so-called ‘actionable’) subsidies? 

Various authors tend to regard tradeable permits as neither goods nor services, 

which would imply that the trading of permits itself would not be covered by the WTO 

rules (e.g. Petsonk, 1999; Werksman, 1999b). Although ‘products’ and ‘services’ are 

not defined in the GATT or the GATS, they rather view tradeable permits as means of 

payments or as government-issued licenses entitling the holder (under certain 

conditions) to carry out a regulated activity within its territory. However, it is less clear 

whether cross-border permit trading could be indirectly governed by the GATS 

(Werksman, 1999b). On the one hand, it could be argued that a permit is a negotiable 
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instrument within the meaning of the agreement on financial services, since 

internationally traded permits will have a financial value (GATS Annex on Financial 

Services 5(a)x). On the other hand, it could be argued that government-issued permits 

are not governed by the GATS, because it covers all services except those provided in 

the exercise of governmental authority (GATS Article I:3(b)).7  

Not so much the trading in permits, but rather the allocation of permits will be 

covered by WTO rules. Although internationally tradeable permits are not likely to be 

considered as products or services, the allocation of permits is likely to affect the 

competitive relationship between products and services governed by WTO disciplines 

(e.g. Petsonk, 1999; Werksman, 1999b). The allocation of permits to domestic entities 

based on the assigned amount represents the establishment and distribution of property 

or user rights over GHG emissions, which in itself lies outside the mandate of the WTO. 

Furthermore, in principle, permit allocation is not likely to raise WTO concerns as long 

as its design does not discriminate against imported products or against foreign firms 

who want to operate in the Member state (e.g. Zhang, 1998c).  

Even if permit allocation would be inconsistent with certain WTO principles, it 

could still be argued that it is irrelevant for the WTO if the Kyoto Protocol implies, or if 

FCCC Parties agree, to leave the choice between grandfathering and auctioning to each 

individual government. The FCCC Parties already agreed in Article 2 of the Kyoto 

Protocol to make coordination voluntary, whereas the 1969 Vienna Convention on the 

Law of Treaties implies that WTO Members may voluntarily decide that certain WTO 

rules do not apply between themselves (cf. Rutgeerts, 1999). However, there is an 

intense academic and political debate whether or not grandfathering permits to firm or 

sector x in country A consitutes an ‘actionable subsidy’ under WTO law compared with 

and relative to a situation in which a competitor y in country B has to buy its permits by 

                                                 
7 A different point is that an international permit market will attract providers of financial services, such 
as brokerage, insurance and trade in derivatives. The GATS defines services to include derivative 
products including, but not limited to, futures and options (GATS Annex on Financial Services 5(a)x). 
Therefore, these are likely to be governed by the WTO, but no incompatibilities are expected, in 
principle, if eligible providers are allowed by the rules of the emissions trading regime to buy, own and 
hold permits (Werksman, 1999b). 
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means of an auction.8 Therefore, this section clarifies the legal concept of actionable 

subsidies (subsection 6.4.1) and non-actionable subsidies (subsection 6.4.2) in relation 

to permit allocation on the basis of the economic theory outlined above.  

 

6.4.1 Permit allocation and actionable subsidies 

 

In the economic analysis of the previous section it was shown that grandfathered 

permits, which have the character of a non-distorting lump sum-subsidy, imply the same 

(opportunity) costs as auctioned permits, so that grandfathering and auctioning do not 

differ in terms of efficiency. Nevertheless, it was also demonstrated that grandfathering 

gives the favoured firm an advantage – in terms of a capital gift or windfall profit – 

relative to its auctioned competitors abroad, so that grandfathering and auctioning have 

different consequences for firms in terms of their financial positions and level playing 

field (equity) as well as for efficiency under imperfect competition.  

Therefore, the relevance of the actionable subsidies issue largely depends on (a) 

whether the WTO Agreement on Subsidies and Countervailing Measures (ASCM) has 

defined and/or interpreted, and (b) whether a WTO panel – in the case of a dispute – 

will regard, an actionable subsidy either as a lump sum-payment which does not affect 

the efficiency or (opportunity) costs of firms, or as a financial advantage which affects 

the financial positions of and thus the level playing field (fair competition) among 

firms. More broadly, the issue depends on whether the WTO will perceive international 

permit allocation dissimilarities only in terms of efficiency or also in terms of equity.  

According to Article 1 [definition] and Article 2 [specificity] of the WTO 

Agreement on Subsidies and Countervailing Measures (ASCM) a ‘subsidy’ is deemed 

to exist (i) if there is a financial contribution by a government which confers a benefit to 

                                                 
8 Related issues in the debate are (a) whether giving firm or sector x in country A a generous amount of 
permits (considering that more permits for one firm or sector imply less permits for another domestic firm 
or sector because an Annex B country has to stay within its assigned amount) consitutes an actionable 
subsidy under the WTO ASCM compared with a situation in which a competitor y in country B receives 
a tight emissions budget, and (b) whether grandfathering permits to sector x in country A on the basis of 
allocation criterion i (e.g. historical emissions) and grandfathering permits to an identical sector y in 
country B on the basis of a different allocation criterion j (e.g. energy-efficiency) constitutes an 
actionable subsidy under the WTO ASCM, because ‘dirty’ firms in country A would then receive more 
permits (and ‘clean’ firms less) than their competitors in country B. 
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a specific enterprise/industry or group of enterprises/industries within its territory and 

involves a (potential) direct transfer of funds or liabilities, or (ii) if government revenue 

that is otherwise due is foregone or not collected. An example of the waiving of 

government revenue otherwise due are fiscal incentives such as tax credits, although it 

should be stressed that the exemption of an exported product from duties or taxes borne 

by a like product when destined for domestic consumption, or the remission of such 

duties or taxes in amounts not in excess of those which have accrued, shall not be 

deemed to be a subsidy according to the GATT Article XVI and the ASCM Annexes. 

According to Article 5 [adverse effects] and Article 6 [serious prejudice] of the 

ASCM an ‘actionable subsidy’ is deemed to exist if the subsidy causes adverse effects 

or serious prejudice to the interests of other WTO Members. An example of an adverse 

effect is injury to the domestic industry of another Member (ASCM Article 5(a)). An 

example of serious prejudice is a significant price undercutting by the subsidized 

product (ASCM Article 6.3(c)) or a clear and permanent increase in the world market 

share of the subsidizing Member (ASCM Articles 6.3(d) and 6.4). 

Apparently, the ASCM does not provide a definite answer and the analysis of 

subsidization falls back on the two different interpretations of competitive distortion 

outlined before. On the one hand, it could be argued that the grandfathered permits do 

not seriously affect or prejudice the interests of (the auctioned industry of) the foreign 

country, simply because both industries face the same opportunity costs and allocative 

or financial differences do not affect the efficiency of the emissions trading regime (e.g. 

Hargrave et al., 1999b). On the other hand, it could be argued that the ASCM does not 

neglect the financial aspects of a subsidy. Indeed, grandfathered permits could be seen 

as a financial contribution and benefit to a specific firm or sector, because they imply a 

capital gift for the favoured recipient. Furthermore, one could claim that grandfathered 

permits are a direct transfer of funds or government revenue foregone, because the 

government would otherwise have collected revenues in the alternative of auctioning 

and grandfathering means that the auction revenue otherwise due is given to the 

polluters (cf. Welch, 1983: 168; Burtraw et al. 2001).9 It could thus be contended that 

                                                 
9 In addition, some authors argue that an emissions trading scheme will involve the dislocation of vested 
interests (cf. Werksman, 1999b: 261). 
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grandfathered permits in one country and auctioned permits in another seriously affects 

or prejudices the interests of (the domestic industry of) the latter country, because it 

unequally changes the financial positions of their industries, thereby affecting the level 

playing field.  

Grandfathering is not an actionable subsidy in the efficiency interpretation of 

competitive distortions. There is no ‘benefit’ because of its opportunity costs and the 

auctioned industry abroad is not injured as grandfathering does not affect efficiency. 

Moreover, grandfathering does not lead to price undercutting if the market is perfectly 

competitive. However, grandfathering could be seen as an actionable subsidy in the 

equity or level playing field interpretation of competitive distortions (or if competition 

is imperfect), because grandfathered firms have a stronger financial position than their 

auctioned competitors abroad. This means that grandfathered firms have a benefit, 

which could be seen as to affect the interests of the domestic industry in the country that 

uses auctioning. Moreover, grandfathering could imply that revenue otherwise due is 

foregone, because the government would otherwise have collected revenues in the 

alternative of auctioning.  

In fact, there are some legal WTO texts which emphasize the importance of a 

level playing field in which firms are able to compete fairly or equitably. For instance, a 

subsidy which confers a benefit to a specific enterprise or industry ‘(...) could enable 

domestically produced products to compete unfairly (...)’ (Werksman, 1999b: 258-259). 

Interestingly, the GATS provides that a government is not allowed to treat foreign like 

services or service suppliers less favourable than its own, where treatment shall be 

considered to be less favourable ‘(...) if it modifies the conditions of competition (...)’ in 

favour of its own services or service suppliers (GATS Article XVII:2). In a similar 

reasoning, it could be maintained that grandfathering permits favours firms compared to 

foreign competitors with auctioned permits and modifies the conditions of competition 

due to the associated different financial consequences. Furthermore, past GATT / WTO 

panels have found that the violation of the ‘national treatment principle’ includes 

measures affecting the so-called competitive opportunities of enterprises (Vaughan, 

1999) and that foreign new entrants must be able to compete on a level playing field 

with an established domestic like product (Werksman, 1999b). More generally, in 1994 
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the Committee on Trade and Environment explicitly referred to (among other things) 

the equitable nature of the multilateral trading system (Rutgeerts, 1999: 61).  

 The key findings of this law and economics analysis are summarized in Table 

6.1. Grandfathering could become a WTO issue if some Parties to the Kyoto Protocol 

decide to auction permits, whereas others prefer to hand them out for free. Whether 

grandfathering will be seen as an actionable subsidy basically depends on whether the 

WTO will interpret it in terms of efficiency or in terms of equity. Although 

grandfathering is not an actionable subsidy in the efficiency interpretation of 

competitive distortions because its opportunity costs are equal to the financial costs of 

auctioning, it could be seen as an actionable subsidy in the equity interpretation of 

competitive distortions (or if competition is imperfect) because grandfathered firms 

have a stronger financial position than their auctioned competitors abroad. Moreover, 

grandfathering is likely to be seen as a subsidy if the WTO does not accept ‘opportunity 

costs’ as costs (similar to those of auctioned permits) in the first place.  

 

Table 6.1  Conditions for competitive distortions and actionable subsidies 

 

Context: • International GHG emissions trading between firms 

• Grandfathered permits for firm or sector x in country A 

• Auctioned permits for comparable firm or sector y in country B 

 

Economic concept: Competitive distortion 

Legal concept: Actionable subsidy (WTO law) 

Approach: Distortion of efficiency 

(inefficiency view) 

Distortion of level playing 

field (inequity view) 

Competition 

distorted / subsidy 

actionable: 

No Yes 

 

Yes 
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Theory: x and y have 

similar 

(opportunity) 

costs 

x has a stronger 

financial position 

than y 

x has a stronger  

financial position 

than y 

Conditions: • Macro-focus 

• Perfect 

competition 

• Micro-focus 

• Imperfect 

competition 

• Micro-focus 

• Equity is (not equality 

but) equal changes 

Details: x is not favoured 

(within the 

meaning of WTO 

ASCM Articles 1-

6), because x must 

include the 

opportunity costs 

of using the gratis 

permits (lumpsum-

subsidy) in the 

product price 

x is favoured 

(within the 

meaning of WTO 

ASCM Articles 1-

6), among other 

things, because x 

outlasts y if a price 

war occurs and 

because y pays a 

higher interest rate 

if it has to borrow 

money to buy the 

permits 

x is favoured (within the 

meaning of WTO ASCM 

Articles 1-6), because the gratis 

permits for x are a capital gift, 

whereas y has to buy its 

permits, so that the mere 

process of permit allocation 

entails an unequal (and thus 

unfair) change of their financial 

positions and competitive 

relations 

 

Key:  

x = firm or sector with grandfathered permits in country A; 

y = comparable firm or sector with auctioned permits in country B;  

WTO = World Trade Organization;  

ASCM = WTO Agreement on Subsidies and Countervailing Measures.  

 

6.4.2 Permit allocation and non-actionable subsidies 

 

Nevertheless, even if grandfathering will be considered to constitute a subsidy, it may 

still be allowed if it is seen as a non-actionable subsidy on the basis of ASCM Article 

8.2(c). This section of the law allows assistance to promote the adaptation of existing 
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facilities (which have been in operation for at least two years) to new environmental 

requirements imposed by law and/or regulations which result in greater constraints and 

financial burden on firms, provided (among other things) that the assistance (i) is a one-

time non-recurring measure and (ii) is limited to 20 percent of the cost of adaptation. 

The former provision could imply that the financial burden on firms is legitimately 

relieved by allowing a one-time allocation of grandfathered permits. However, the latter 

provision is probably more debatable, partly because there are several possible ways to 

define and calculate the ‘costs of adaptation’. It could imply that only a small number of 

permits may be grandfathered, arguably, equal to 20 percent of either the total required 

amount of permits, the opportunity costs of the permits or the emission reduction costs. 

It is also instructive to shortly compare the similarities and differences between 

the actionable subsidies issue under WTO law and the additional problem in Europe of 

whether grandfathered permits should be interpreted as a form of state aid under 

European Community (EC) Article 87. It will be explained in the next chapter that a 

measure is considered to be state aid if it satisifies the criteria of both state origin, firm 

advantage, specificity and trade effect (COM, 2000b). Similar to the WTO issue on 

actionable subsidies, the EC issue of state aid mainly depends on whether one is willing 

to accept the opportunity cost argument or the level playing field argument. However, 

the EC state aid issue differs from the WTO actionable subsidies issue, among other 

things, because the EC rules, decisions and documents on competition and state aid 

seem to refer more frequently and explicitly to financial effects and equity 

consequences (e.g. EC Article 81; COM, 2000a: 7, 12, 14, 15, 19; COM, 2000b: 75; 

COM, 1999b: 84; COM, 1998a: 79) than the relevant GATT / WTO provisions.  

The latter might suggest that grandfathering will be legally (more) difficult to 

implement in Europe. Nevertheless, also the exemptions to the state aid injunction in 

EC Article 87(3) seem to be legion and more broadly formulated relative to comparable 

GATT / WTO provisions, such as ASCM Article 8.2(c) on non-actionable subsidies. 

For instance, state aid in the EC can already be allowed if the aid promotes the 

execution of an important project of common European interest. From a legal point of 

view, this suggests that WTO subsidies law is relatively stringent in comparison with 

EC state aid law (cf. Vikhlyaev, 2001), not only with respect to labelling grandfathering 

as a form of subsidization, but also with respect to exempting grandfathering from the 
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legal objections against subsidization. However, it is not clear, as will be discussed in 

the next chapter, whether or not the EC will consider grandfathering as state aid in the 

first place and, if so, whether it will regard the aid as compatible or incompatible with 

the common market (cf. Yamin and Lefevere, 2000; Kerr, 1999).  

Although this section concentrates on the actionable subsidies issue, a WTO 

dispute could also arise over several other issues associated with permit allocation, 

which increases legal complexity and thereby adds to the switching costs of permit 

trading. Although we will not discuss them at length, an example is a situation of 

imperfect competition (e.g. Vaughan, 1999) in which a monopoly supplier of a service 

could reinforce its market position via the initial permit allocation, thereby arguably 

abusing its monopoly position (cf. GATS Article VIII(2)). Another example, which is 

more frequently discussed (e.g. Rutgeerts, 1999; Werksman, 1999b), is the application 

of the general exceptions, for instance those provided in GATT Article XX. Roughly, 

this section of the law allows, among other things, the adoption and enforcement of 

measures related to or necessary for the protection of the environment as long as they 

are not arbitrarily or unjustifiably discriminating between countries where the same 

conditions prevail. Not surprisingly, the discussion in particular centres on the 

interpretation of the word ‘necessary’. WTO / GATT jurisprudence (cf. US Gasoline 

panel 6.24) suggests that a measure is necessary if alternatives, which are less GATT 

inconsistent or less trade restrictive (or which are GATT consistent), are not available to 

the WTO Member or cannot be reasonably expected to be employed (cf. Rutgeerts, 

1999; Werksman, 1999b).  

In a comparison of grandfathering and auctioning, the interpretation of the latter 

jurisprudence depends mainly on whether one is willing to accept the opportunity cost 

argument or the level playing field argument. According to the first argument both 

grandfathering and auctioning are alternatives with the same (opportunity) costs, which 

by definition makes them equally GATT (in)consistent. According to the second 

argument both grandfathering and auctioning are alternatives which have different 

effects on the financial position and level playing field of firms. In that case, arguably, 

grandfathering could be viewed as an actionable subsidy which is (more) GATT 

inconsistent in comparison with auctioned permits. However, a Member can still try to 

refer to the broad and vague provision of ‘reasonable expectations’ by claiming that it 
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cannot be reasonably expected to employ either auctioning (e.g. for reasons of political 

acceptability) or internationally prescribed domestic allocation rules (e.g. for reasons of 

state sovereignty). 

 

6.5 Political Analysis of Perceptions on Subsidization 

 

Despite its early negligence as a result of an exclusive (neo-classical) orientation on 

efficiency, the economic (and other) literature on emissions trading has shown, since 

the mid-nineties, an increasing interest in the distributional problems of permit trading 

(e.g. Endres, 1999; Heller, 1998; Kerr, 1999). There are several reasons for this. Firstly, 

the negotiation process concerning the Kyoto Mechanisms has moved from agenda-

building to decision-making and policy-implementation. To some extent it could be 

argued that economists have contributed to the emergence of emissions trading on the 

international political agenda. Despite their focus on efficiency, economists are now 

confronted with, and hence write about, real-world distributional problems in the 

decision and implementation process of the Kyoto Mechanisms. Secondly, non-

economists are becoming increasingly involved in the scientific debate on emissions 

trading, such as lawyers and political scientists. Whereas economists seem to have 

prevailed during the agenda-formation process, it could be alleged that both economists 

and other social scientists will more evenly provide their insights to policy-makers in 

the current and upcoming decision-making and implementation stages. Thirdly, policy-

makers have become institutionalized in the ‘policy-science’ debate, for instance in the 

IPCC process, which has provided practical questions and perspectives – for instance on 

permit allocation – to the scientific community (including economists). 

From a political science perspective, it does not so much matter in the political 

process whether international differences in domestic permit allocation can 

‘objectively’ lead to competitive distortions according to some economic theory or 

equity principle. Rather, the agents involved act ‘subjectively’ on the basis of their 

perceptions of such issues. For instance, in the context of competitiveness, Golub 

ascertains: ‘Regardless of whether the available evidence proves or disproves a 

conclusive relationship between economic performance and environmental regulation, 
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the important point (...) is that the possible or perceived loss of competitiveness 

constitutes as much a political as an empirical matter, and figures prominently in 

industry’s resistance (...)’ (Golub, 1998: 8). Likewise, Rowlands (1998) suggests that 

the EU policy for ozone layer protection has been shaped to a large extent by a 

perceived negative relationship between economic competitiveness and environmental 

regulations. Therefore, this section takes a political science perspective, deemed 

necessary (but not performed) by Van der Laan and Nentjes (2001) to supplement a law 

and economics analysis of competitive distortions, to find out whether or not actors 

perceive grandfathering as an actionable subsidy under WTO law (subsection 6.5.1) 

and, subsequently, whether or not they prefer international harmonization of permit 

allocation (subsection 6.5.2).  

 

6.5.1 Perceptions in political decisions on permit allocation 

 

Perceptions matter in (international climate change) politics and perceptions may 

change over time (e.g. Fermann, 1997: 192). The fact is that various actors have the 

perception that international permit allocation dissimilarities may lead to competitive 

distortions, which is a barrier to the international political acceptance of permit trading 

(e.g. Woerdman, 2000b). Not only will interest groups use the level playing field 

argument in their lobby for protection (e.g. Van der Laan and Nentjes, 2001; Faure, 

1998), but concerns about competitive distortions with regard to emissions trading have 

actually been raised in the international negotiations, for instance by developing 

countries (e.g. SBSTA / SBI, 1999: 28) and the EU (e.g. COM, 1999a / 2000a). At the 

Fourth Conference of the Parties (CoP4) in 1998 the Parties drew up a work 

programme, the Buenos Aires Plan of Action, containing several controversies to be 

decided upon, such as the desirability of ‘non-distortion of competition’ in the context 

of international emissions trading (BAPA, 1998: Decision 7/CP.4, Article 17, issue 15). 

Hence, apart from its conditional – or arguably questionable – economic relevance, the 

competitive distortion issue has become politically relevant by playing a role in the 

international decision-making process. Not only efficient competition, but also fair 

competition appears to be an important issue for politicians when it comes to permit 
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allocation. Ellerman (1998: 1) writes that ‘(...) the allocation of rights raise[s] 

fundamental issues of equity that lie pre-eminently in the political realm’.  

 However, in general, some observers have warned against ‘paranoid’ views 

about the legal incompatibility of flexible instruments as the WTO is not a self-

enforcing legal regime, but relies largely on the willingness of one or more members to 

initiate a complaint (e.g. ENB, 2000). Moreover, it is uncertain whether a WTO panel in 

case of a possible dispute concerning permit allocation will regard an actionable 

subsidy in terms of macro-level efficiency and opportunity costs or in terms of micro-

level financial effects and fair competition. Nevertheless, several authors emphasize 

that the WTO will not only consider the direct and de jure effects of permit allocation, 

but also the indirect and de facto impact on trade (e.g. Werksman, 1999b). In addition, 

Parker (1998: 3) not only claims that certain parts of the WTO Agreements, such as 

ASCM Article 2 [specificity], are intentionally vague, but he also explains that several 

determinations (such as specificity, injury or serious prejudice) are highly fact-specific 

and are usually decided upon in practice on a case-by-case basis without clear 

guidelines. While recognizing the uncertainty resulting from the preliminary nature of 

the flexible instruments and the continuously evolving mandate of the WTO itself, Kim 

(2000) not only underlines that potential WTO conflicts do exist, but also finds that the 

likelihood of a dispute is high because of the far-reaching economic impact of climate 

policy.   

To anticipate the (impredictable) outcome of a hypothetical WTO dispute, it is 

important to acknowledge that the WTO is not so much an economic organization, but 

rather a legal regime as well as a political institution (Parker, 1998). Vikhlyaev (2001: 

19) stresses that the WTO dispute settlement mechanism is a ‘quasi-judicial’ system in 

a political environment. From a political science perspective, this implies, among other 

things, that perceptions and power are likely to play a role in the panel’s rulings. The 

basic question, then, is whether equity is seen as equal to efficiency or not (cf. 

Eckersley, 1993). On the one hand, those who support the neo-classical economic view 

that an efficient market is a fair market (because marginal costs are equalized), such as 

the US, Canada and Australia, are likely to perceive the aforementioned international 

permit allocation dissimilarities as unproblematic. These actors will tend to view 

emissions trading as inherently fair (cf. Hargrave et al., 1999b: 65) or even inherently 
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WTO-compatible (cf. Petsonk, 1999: 22), not only argueing that the WTO supports free 

trading and emissions trading is a form of free trading, but also that state sovereignty in 

principle precludes international interference with domestic permit allocation. On the 

other hand, those who support the neo-institutional economic view that equity is not 

equal to efficiency, such as the EU and several lobby groups (in particular those who 

will be worse off under the proposed allocation scheme), are likely to perceive 

international permit allocation dissimilarities as problematic. They are more inclined to 

view such differences as potential competitive distortions (cf. Hourcade and Le Pesant, 

1999: 9) and regard upon grandfathering as an unfair favour in comparison with 

auctioned foreign competitors (cf. Jepma et al., 1998: 48).  

Before the Americans withdrew from the Kyoto Protocol in March 2001, they 

have been among the strongest defenders of international permit trading without 

restrictions. Although Bush (2002) supports credit trading in GHG emission reductions 

(and permit trading for non-GHGs), voluntary domestic permit trading initiatives to 

constrain GHG emissions are still being developed within the US (e.g. GGET, 2001). 

These initiatives could be linked to similar schemes abroad to obtain an international 

permit trading market. Moreover, it can not be ruled out that the US joins the Protocol 

again in the future by ratifying it (for instance in the case that the Democrats win the 

elections). It could be hypothesized that the US will be able to exert the strongest 

political pressure within the WTO, not only because it is the largest GHG emitter in 

absolute terms and demands free (emissions) trading, but also because the Americans 

have been more influential than the Europeans during the FCCC negotiations in the past 

with respect to defining and elaborating policies and measures (cf. Ringius, 1999: 13). 

Next to the grandfathering versus auctioning issue, there is the issue of permit 

trading versus credit trading that raises similar concerns in terms of competitive 

distortions in an international context. If politicians in one country develop permit 

trading for internationally competing and energy-intensive sectors, whereas the 

government of another country creates credit trading for similar sectors, competing 

firms will have to operate under different domestic environmental regimes. Competition 

is then distorted in its efficiency interpretation (Nentjes, 2000). When the economy 

grows in a permit trading scheme, the demand for permits under the emission ceiling 

will rise, so that environmental scarcity under the absolute emission ceiling is fully 
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reflected in the permit price. This price will also be a part of the product price. 

However, in a credit trading scheme, the supply of emission credits also rises when the 

economy grows, since firms do not have an absolute emission ceiling, so that the 

environmental scarcity will not be fully reflected in a price for every unit of emission. 

This not only makes credit trading inefficient, but it also makes products cheaper 

compared to firms with absolute caps. The implication is that not only efficiency, but 

also the level playing field is distorted, because both systems have different financial 

consequences for the firms involved. Additional scientific research could be carried out 

to apply our theoretical framework to this particular issue.  

From a legal perspective it has been demonstrated that it is not clear whether the 

WTO will regard grandfathered permits as an actionable subsidy when a competitor 

abroad has to buy its permits. Nevertheless, there are some indications that WTO as a 

legal and political institution looks beyond efficiency impacts and could take the 

financial and fairness effects of permit allocation into consideration. Therefore, it is 

probably too simple and insufficient to assume WTO-compatibility of permit trading 

solely on the basis of the economic concept of opportunity costs. The efficiency and 

equity interpretation of competitive distortions have different legal consequences for 

domestic permit allocation. The legal ambiguity whether or not grandfathering will be 

considered an actionable subsidy adds to the switching costs of permit trading.  

 

6.5.2 International harmonization of permit allocation rules 

 

Because grandfathered firms in one country, ceteris paribus, have a stronger financial 

position than their auctioned competitors in another country, the industry is likely to 

lobby in favour of grandfathering. Public choice theory then expects that governments 

mirror this powerful interest group preference, leading to a wide application of 

grandfathering. However, next to the preferences of target groups, governments will 

take other considerations into account in their decision on permit allocation. It is 

possible that some Parties will decide to use auctioning partially or even exclusively to 

specific sectors or sources, for example in order to achieve efficiency by lowering other 

pre-existing distortionary taxes or to achieve equity by establishing property or user 
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rights for polluters on the basis of a wealth transfer to the public (cf. Grafton and 

Devlin, 1996; Welch, 1983). Although most existing and proposed domestic permit 

trading schemes are (primarily) based upon grandfathering, some governments seriously 

consider to use (a gradual shift to or elements of) auctioning (for some sectors of the 

economy), such as Norway, the Netherlands and the UK (e.g. Harrison and Radov, 

2002; Commissie Vogtländer, 2002; Cooper and Nicholls, 2000).  

The perception that international permit allocation dissimilarities may lead to 

distortions of competition has lead to an intense political debate – in particular in the 

EU – on the desirability of international harmonization of permit allocation rules (cf. 

COM, 2000a; Golub, 1998). It is striking that the literature in favour of harmonization 

(e.g. Lefevere and Yamin, 1999) is predominantly European instead of American, for 

instance. A part of the explanation is that Americans are more market-oriented and have 

more experience with the instrument of emissions trading than Europeans. Because a 

fundamental issue is the extent to which national sovereignty, as it currently exists, 

should be maintained (Rutgeerts, 1999), another part of the explanation is that the EU is 

more willing and used to transfering, sharing or pooling state sovereignty by means of 

harmonizing (environmental) legislation than countries outside their community 

(e.g.Vikhlyaev, 2001).  

The FCCC Parties already agreed in Article 2 of the Kyoto Protocol to make 

coordination voluntary. The CoP may decide to coordinate policies and measures if it 

considers coordination to be beneficial, thereby (among other things) striving to 

minimize adverse effects, including effects on international trade and social, 

environmental and economic impacts on other Parties (Article 2.3) as well as taking 

into account different national circumstances and potential effects (Article 2.4). Such 

coordination, if desirable, would be politically difficult, because it requires an 

additional intergovernmental decision, which thus constitutes another barrier to the 

international political acceptance of permit trading. However, it could be argued that 

politicians do not find it desirable to strive for harmonization given the absence of 

distributional coordination in CoP decisions, such as the Marrakesh Accords of 2001 

(CP, 2001b).  

Although the debate initially centred on the question whether or not to set 

international rules for domestic permit allocation, around the turn of the century the 
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discussion shifted, mainly in the EU, to what extent common rules should be formulated 

and what allocation aspects should be harmonized (Yamin and Lefevere, 2000; Kerr, 

1999; for an early discussion see Koutstaal, 1997). Nevertheless, outside Europe, the 

harmonization issue received less attention after the US had withdrawn from the targets 

of the Kyoto Protocol in March 2001 all together, which to some extent pushed the 

discussion away from the complex issue of designing instruments. In Europe, the 

harmonization issue largely maintained its relevance after 2000. Firstly, the EU did not 

leave the Kyoto Protocol and considered the application of permit trading in its climate 

policy (e.g. COM, 2000a). Secondly, some domestic permit and credit trading schemes 

for GHGs were developed based on grandfathering, such as in the UK (e.g. Cooper and 

Nicholls, 2000). Thirdly, EC law is more likely to interpret grandfathering as a form of 

subsidization than WTO rules as it seems to refer more frequently and explicitly to 

financial effects and equity consequences (e.g. EC Article 81; COM, 2000a). 

Those who plead against harmonization use the opportunity cost argument and 

define competitive distortions in terms of inefficiencies (e.g. Hargrave et al., 1999b; 

Zhang, 1999b; Zhang and Nentjes, 1999). They argue that firms with grandfathered 

permits have no cost advantage over firms with auctioned permits, because (although 

they do not face the expenditure of buying the permits) they face the opportunity costs 

of using the permits. This implies that international permit allocation dissimilarities do 

not distort competition in its efficiency meaning (in perfectly competitive markets), so 

that no ground for harmonization would exist. However, this does not mean that these 

authors are against any form of international rules for emissions trading. They are 

actually in favour of establishing eligibility criteria which prescribe the minimum 

conditions (notably with respect to domestic permit definition, monitoring, reporting 

and enforcement) that countries have to satisfy before they are allowed to trade 

emissions internationally. Also note that an efficiency orientation does not preclude 

harmonization if competition is imperfect, although neo-classical economists prefer to 

speak of coordination, by specifying which type of instrument should be allowed (cf. 

Hoel, 1997). Nevertheless, those against harmonization rather emphasize that 

international emissions trading equalizes marginal costs and lowers total costs of 

reducing emissions. 
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Those who plead in favour of harmonization use the level playing field 

argument and define competitive distortions in terms of inequity (e.g. Lefevere and 

Yamin, 1999; Jepma et al., 1998). They also tend to confide less in the assumption that 

the markets for permits, products and capital will be perfectly competitive. The main 

argument is that a grandfathered firm has a financial advantage over an auctioned 

competitor abroad, because the latter has to buy its permits, whereas the former receives 

them for free as a capital gift. This implies that the mere allocation of permits changes 

the level playing field and thus distorts competition according to the equity approach, 

whereas it could also distort efficiency in some exceptional cases under imperfect 

competition, which would require international harmonization of domestic permit 

allocation rules. However, this does not necessarily mean that these authors want to 

centralize all permit allocation decisions. Rather, they would like to formulate basic 

rules for domestic permit allocation, for instance whether or not and on what basis (e.g. 

historical emissions or energy-efficiency) to grandfather to certain sectors (e.g. the 

electricity sector). Such rules could be made part of the eligibility criteria that Annex B 

Parties must meet to join the international permit trading system.  

Contrary to what some believe (e.g. Zhang, 1999b; Petsonk, 1999), state 

sovereignty is maintained (arguably at a ‘lower’ level) in the case of harmonization if 

these governments voluntarily accept such international rules on domestic permit 

allocation as part of the eligibility criteria. According to Paterson (1997), the ‘common’ 

definition of sovereignty is that states succesfully claim the monopoly of the legitimate 

use of physical force within a given territory (internal aspect) and states mutually 

recognize each other’s territorial monopolies (external aspect). In this line of reasoning, 

states that agree to harmonize permit allocation do not undermine their sovereignty, but 

reduce their autonomy in order to achieve other goals they might pursue, such as the 

prevention of unfair competitive distortions. Moreover, the sovereignty of these states 

remains crucial to enforce and implement such harmonized rules as part of their 

(inter)national climate policy.  

 

 

 280



Part III   Legal Barriers and Opportunities 

6.6 Conclusion 

 

Although permit trading ranks highest in the economic hierarchy of the Kyoto 

Mechanisms, it appears to be relatively difficult to accept in politics. Rather than 

criticizing the economic hierarchy, as we have done in previous chapters, a closer look 

is taken at the political hierarchy by analyzing the issue of initial permit allocation. 

Although even various economists describe this issue as the most important political 

barrier to implementing permit trading (e.g. Ellerman, 1998; Endres, 1999), they find it 

difficult to explain this political phenomenon, because all permit allocation options 

have similar efficiency consequences. However, in this chapter it is demonstrated that 

these options could have different legal consequences under WTO (World Trade 

Organization) law when equity considerations are taken into account.  

There are two possible permit allocation methods: emission sources have to buy 

the permits (auctioning) or they get them for free (grandfathering). This chapter does 

not make a comparison between (the potential competitive distortions of) permit trading 

and credit trading, among other things because there is de facto no choice between 

grandfathering and auctioning under credit-based approaches. A major issue is whether 

international differences in domestic permit allocation procedures will lead to 

competitive distortions. In this chapter we distinguish between two different definitions 

(or: interpretations) of the competitive distortion concept. According to neo-classical 

economics it is a distortion of efficient competition, according to neo-institutional 

economics it can also be a distortion of fair competition.  

In the efficiency approach, assuming perfect competition, grandfathering does 

not distort competition. The reason is that not only auctioning, but also grandfathering 

entails costs for firms: grandfathered permits have an opportunity cost when they are 

used for covering the emissions of the permit owner (e.g. Grafton and Devlin, 1996; 

Nentjes et al., 1995). The opportunity cost is the revenue foregone by not selling the 

permits but using them in producing output. This opportunity cost, which is equal to the 

price for which the permit can be sold, must be included in the product price. Instead of 

using them, the firm could have sold the permits. However, a grandfathered firm has 

more financial resources than a comparable auctioned competitor abroad (ceteris 

paribus), because grandfathering implies a capital gift. If the assumption of perfect 
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markets is dropped, this implies that competition could be distorted in some exceptional 

cases. An example is a price war on an imperfect product market where the 

grandfathered firm can outlast the auctioned firm because of its larger capital reserve 

according to the theory of predatory pricing. (Note that the grandfathered ‘predator’ can 

be prosecuted by the authorities that enforce antitrust policy in industrialized countries).  

In the equity approach, grandfathering distorts competition when permits are 

auctioned abroad, because grandfathered firms are financially advantaged over their 

auctioned competitors. Although the lump sum-subsidy of grandfathering may not 

affect efficiency, it does imply a capital gift that affects equity, because a comparable 

firm abroad which has to buy its permits has a higher cash outflow and hence less 

financial resources. This means that (fair) competition is distorted, because the permit 

allocation itself leads to unequal changes of the financial positions and competitive 

relations (the ‘level playing field’) among comparable firms. The mere process of 

permit allocation gives the grandfathered firms a stronger financial position and thus an 

unfair financial advantage over their auctioned competitors abroad. 

The standard view in environmental economics learns that the political 

acceptability of permit trading is reduced by the financial burden of auctioning and 

increased by the financial benefit of grandfathering for the energy-intensive industry 

(e.g. Dijkstra, 1998). However, this public choice approach does not explain why, in 

politics, also grandfathering turns out to be perceived as problematic (e.g. Dijkstra, 

1998: 159). In this chapter it is shown that such an explanation can be provided on the 

basis of legal and equity considerations in the context of WTO law by turning to (neo-

classical and neo-institutional) law and economics as well as to political science. 

The economic analysis of competitive distortions due to permit allocation, both 

in terms of opportunity costs (efficiency) and financial effects (equity), is crucial to 

understand the potential legal barriers of grandfathering under the WTO. According to 

Articles 1 to 6 of the WTO Agreement on Subsidies and Countervailing Measures 

(ASCM) a ‘subsidy’ is deemed to exist if there is a financial contribution by a 

government which confers a benefit to a specific enterprise/industry and involves a 

(potential) direct transfer of funds, or if government revenue that is otherwise due is 

foregone or not collected. An ‘actionable subsidy’ is deemed to exist if the subsidy 

 282



Part III   Legal Barriers and Opportunities 

causes adverse effects or serious prejudice to the interests of other WTO Members, such 

as injury to their domestic industry.  

Grandfathering is not an actionable subsidy in the efficiency interpretation of 

competitive distortions. There is no benefit because of its opportunity costs and the 

auctioned industry abroad is not injured as grandfathering does not affect efficiency. 

However, grandfathering could be seen as an actionable subsidy in the equity 

interpretation of competitive distortions (or if competition is imperfect), because 

grandfathered firms have a stronger financial position than their auctioned competitors 

abroad. This means that grandfathered firms have a benefit, which could be seen as to 

affect the interests of the domestic industry in the country that uses auctioning. 

Moreover, grandfathering could imply that revenue otherwise due is foregone, because 

the government would otherwise have collected revenues in the alternative of 

auctioning.  

If grandfathering would be regarded as a subsidy, it could in principle be 

exempted by labelling it ‘non-actionable’ on the basis of Article 8 of the ASCM. 

However, this is only possible if the assistance promotes the adaptation of existing 

facilities to new environmental requirements, provided (among other things) that it is a 

one-time non-recurring measure and that it is limited to 20 percent of the cost of 

adaptation. This stringent provision could imply that only a one-time allocation of 

grandfathered permits is allowed (not each year) and that some part of the permits must 

be auctioned as only a limited amount of permits can be handed over for free to firms. 

This law and economics perspective is supplemented with a political science 

perspective that focuses on perceptions in politics. Instead of some ‘objective’ 

economic theory or equity principle, actors in the political process will make decisions 

based upon their ‘subjective’ perception about whether grandfathering can lead to 

competitive distortions and actionable subsidies. The fact is that concerns about 

competitive distortions with regard to emissions trading have actually been raised in the 

international climate change negotiations, for instance by the EU (e.g. COM, 2000a). 

Moreover, there is a perceived legal ambiguity about whether grandfathering constitutes 

an actionable subsidy (e.g. Parker, 1998), also within the WTO itself (e.g. Vaughan, 

1999).  
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These concerns have inspired a few (mainly European) authors to plead in 

favour of the international harmonization of permit allocation rules (e.g. Lefevere and 

Yamin, 1999), but most authors, in particular economists, do not support harmonization 

primarily by following the opportunity cost argument (e.g. Hargrave et al., 1999b; 

Zhang, 1999b; Zhang and Nentjes, 1999). The FCCC Parties agreed in Article 2 of the 

Kyoto Protocol to make coordination voluntary. It states that the CoP may coordinate 

policies and measures if it would minimize adverse effects, including effects on 

international trade and economic impacts on other Parties as well as taking into account 

different national circumstances and potential effects. Politicians have not formulated or 

adopted concrete proposals in favour of coordinating permit allocation yet, either 

because they expect it to be politically unacceptable or because they find it undesirable, 

for instance from a state sovereignty point of view.  

In an economic world without law and politics, international differences in 

domestic permit allocation procedures are not a problem, because permit allocation does 

not distort efficiency under perfect competition (although auctioning is more efficient 

than grandfathering by recycling revenues in the case of pre-existing distortionary 

taxes). In a world where both economics, law and politics matter, international 

differences in domestic permit allocation procedures could lead to competitive 

distortions and actionable subsidies under WTO law, making some level of international 

harmonization of permit allocation rules desirable, if the financial positions of firms, 

equity (or: ‘level playing field’) and imperfect competition are taken into account. 

However, even then it is possible that politicians decide to allow such differences if 

state sovereignty considerations prevail.  

Rather than focusing on interest groups, we have directed our analysis at 

governments by explicitly analyzing the interface between politics, economics and law. 

Although grandfathering is financially more attractive and acceptable to firms than 

auctioning, it is unclear whether grandfathering is also acceptable to governments 

because it could constitute an actionable subsidy under WTO law if it is seen as a 

distortion of fair competition or if competition is imperfect. The potential role of equity 

as well as this perceived legal ambiguity add to the switching costs of permit trading 

and makes this superior alternative politically less attractive to implement than (neo-

classical) economists would expect.  
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