0 Explainer Series

Emissions Trading, Carbon Border
Adjustment, and Their Strategic Impact

)
1O consulting






P

The Rise
of Carbon

Carbon pricing has become
the principal policy instrument
for delivering national and
corporate net-zero
commitments. More than
thirty jurisdictions now operate
Emissions Trading Systems
(ETS), collectively covering
almost a quarter of global
greenhouse-gas emissions.

An ETS caps total emissions within defined
sectors and allocates or auctions tradable
allowances, each representing one tonne
of CO-equivalent. Companies that cut
emissions below their allowance can sell
surplus permits; those that exceed must buy
additional ones. The market thereby
identifies the lowest-cost abatement
opportunities.
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Established in 2005, the EU ETS
is the world's most mature

carbon market. It covers
power generation, heavy
industry, and intra-EEA
aviation across 30
participating countries (i.e. 27
EU countries plus Iceland,
Liechtenstein and Norway).
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> The system operates under a declining
emissions cap in line with the EU’s "Fit for 55"
and 2050 net-zero targets.

Regulated installations receive a mix of free
allowances (to mitigate carbon-leakage risk)
and auctioned permits.

At compliance year-end, each operator must
surrender allowances equal to verified
emissions.
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Following Brexit, the UK
launched its own ETS in 2021.
Structurally similar to the EU
system, it covers power,
industry, and aviation but
operates under independent
governance by the UK ETS
Authority (comprising UK
Government, Scottish
Government, Welsh
Government, NI DAERA).
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> UK Allowance (UKA) prices frade around £42
per tonne CO,, somewhat lower than the EU
level.

> The cap will tighten sharply from 2028 in line
with the UK's Sixth Carbon Budget (2033-37),
calling for 77% reduction on 1990 levels.

> Free allocations remain for carbon-leakage-
exposed industries, including cement, but will
decline over time.



While not currently linked, both
ETSs share the same objective:
a predictable, economy-wide
carbon price to drive least-cost
abatement.
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ETS frameworks now operate
in China, South Korea,
California-Québec, New

Zealand, and Switzerland,
with emerging systems
planned in Japan, Turkey,
Brazil, and the UAE.
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As carbon prices rise, so
does the risk of carbon
leakage (the relocation
of emissions-intensive

production to countries
with weaker regulation).

To address this, the EU infroduced the
Carbon Border Adjustment
Mechanism (CBAM) in 2023 (full
implementation on 1 January 2026).
The UK will follow from 1 January 2027.




Purpose: To impose an equivalent carbon
charge on imported goods so that domestic
and foreign producers face the same effective
carbon cost.

Coverage: Initially cement, iron & steel,
aluminium, fertilisers, and hydrogen (electricity

included in the EU version but not yet in the UK).

Mechanics:

> Importers declare embedded emissions for
covered goods.

> They pay an adjustment reflecting the locall
carbon price (EU ETS or UK ETS) minus any
verified carbon price already paid abroad.

> The UK will operate a tax-based model via
HMRC's customs system, rather than the EU’s
certificate-tfrading registry.

Exceptions:

> In the EU, small consignments under €150 are
exempt from CBAM obligations (to reduce
administrative burden) and/ or micro-
installations producing <2 t CO, per year (rare
in heavy industry) are excluded.

> In the UK, Importers will need to register and
report only if annual imports exceed £50,000 in
covered goods over the previous 12 months

This approach preserves competitiveness,
ensures integrity of domestic decarbonisation,
and aligns with WTO principles by linking the
charge explicitly fo carbon content.
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Current Position

Cement is among the most carbon-intensive
commodities (~0.8-0.9 t CO; per t cement). The
UK industry is relatively efficient—modern dry-
process kilns, >50% alternative-fuel use, and
emissions >50% lower than 1990—but it remains
exposed to cheaper imports.

> The UK imports roughly 15-25% of its cement
and clinker, mainly from Ireland, Spain, Turkey,
and North Africa.

> Domestic producers are covered by the UK
ETS; many foreign producers are not.

> Result: imported cement can be £4-5 per fonne
cheaper, purely due to avoided carbon cost.

Impact of EU CBAM Reforms

The EU Carbon Border Adjustment Mechanism
(CBAM), moving to full implementation in 2026,
infroduces commodity-based carbon pricing for
imports such as cement and clinker.

> EU importers will no longer enjoy a “free ride”,
they must purchase CBAM certificates covering
the embedded CO, at the EU ETS price.

» EU producers (e.g. in Spain and Ireland) exporting
to the UK will continue to bear these EU ETS
costs and may later face UK CBAM adjustments
once the UK mechanism begins in 2027.

> Non-EU exporters (e.g. Turkey, North Africa) will
continue to avoid carbon costs until the UK
CBAM applies.

Outlook: The carbon-driven price gap between
imported and UK-produced cement persists for
now but is expected to narrow from 2026—2027

as both EU and UK CBAMs take effect, levelling
the competitive field and aligning cross-border
carbon costs.
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How ETS Wo‘k
in Practice ~

A UK cement plant emitting 850,000
tonnes of CO- in a given year might
receive 750,000 free allowances
(UKAs) under the UK ETS, reflecting its
historical production and efficiency
benchmark. It must therefore
purchase 100,000 additional UKAs to
cover its verified emissions.

At a carbon price of £42 per tonne,
this equates to a £4.2 million
compliance cost.
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1. Trading Allowances

The UK ETS is a market-based system, allowing
firms to buy and sell allowances on the open
market or through government auctions.

Two main markets exist:
> Primary auctions, where the UK government
sells new allowances.

> Secondary markets, where firms trade existing
allowances with one another, often via
brokers or carbon exchanges.

The price fluctuates with demand, reflecting
industrial activity, fuel prices, and policy
expectations.

2. Selling Surplus Allowances

If the plant invests in alternative fuels or clinker
substitution and cuts emissions to 700,000
fonnes, it now holds 50,000 spare UKAs.

At £42/t, these are worth: 50,000 x £42 = £2.1
million

This converts decarbonisation into direct
financial value — emission reductions become
fradable assets.

3. Buying Additional Allowances

If output rises to 900,000 fonnes, the plant must

buy 150,000 UKAs at the prevailing market price.

If the market fightens (due to reduced supply or
increased demand), prices can spike,
increasing compliance costs.

There is no price cap; instead, the Market
Stability Reserve (MSR) manages liquidity by
releasing or withholding allowances to stabilise
prices.

4. What if There Aren't Enough
Allowances?

If an operator cannot secure enough UKAs
before the compliance deadline:

> It must pay a £100/t penalty for missing
allowances, and sfill

» Surrender the missing allowances the following
year.

This ensures that fines can't be used as a
cheaper alternative to compliance.

5. The Role of the Cap and
Market Stability

The total number of UKAs issued each year is
deliberately reduced to ensure contfinued
decarbonisation:

> The UK ETS Authority sets a declining annual
cap consistent with the UK's carbon budgets
and Net Zero 2050 trajectory.

> Between 2024 and 2030, the cap is expected
to tighten by roughly 30-35%, reducing total
available allowances.

> The Market Stability Reserve (MSR)
automatically removes surplus allowances
from circulation if the market becomes
oversupplied, maintaining scarcity and a
meaningful carbon price.

This avoids the oversupply problem seen in the
early EU ETS years and ensures that there is
always a financial incentive to decarbonise.

6. Strategic Effect

The result is a self-reinforcing system:

» The declining cap ensures that total emissions fall.

> The market price ensures reductions occur
where they're cheapest.

» Tradeability turns carbon efficiency into a
commercial advantage.

Over fime, this pushes all parficipants toward
lower-carbon operations or rising costs if they
fail to act.
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To illustrate the CBAM mechanism, consider a
theoretical case:

A Turkish cement producer emits around 850,000 t
CO, annually across all operations and faces
no domestic carbon price.

If 100,000 tonnes of this cement were imported
info the UK, with an average emissions intensity
of 0.85 t CO; per fonne, the embedded
emissions would be:

100,000 x 0.85 = 85,000 t CO

At a UK ETS carbon price of £42/t CO,, the
CBAM liability would be:

85,000 x £42 = £3.57 million

This charge would be paid by the UK importer,
ensuring that imported cement faces the same
carbon cost as domestic production under the
UK ETS.

Cement sold domestically in Turkey or exported
elsewhere would not incur UK CBAM charges.
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Strategic
“Implications

For Policy and Markets

>

ETS ensures progressive domestic
decarbonisation.

CBAM extends this to trade, globalising the
carbon price signal.

Together, they prevent “carbon leakage” and
align climate ambition with industrial
competitiveness

For Industry

>

Rising carbon costs drive fuel switching,
process efficiency, and CCUS investment.
Leaders in low-carbon production gain
advantage once CBAM removes the “cheap
carbon” gap.

Carbon pricing improves life-cycle
fransparency and ESG credibility.

For the UK and EU

Both jurisdictions are setting global standards for
carbon-aligned frade.

Alignment of ETS and CBAM frameworks will be
crucial fo maintain smooth border treatment
and mutual carbon recognition.
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Mechanism

ETS

CBAM

Combined Impact

Purpose

Cap domestic emissions and let the
market set a carbon price

Real-Economy Effect

Creates a cost of carbon that drives
industrial decarbonisation

Apply the same carbon price to
imports

Prevents carbon leakage and
protects competitiveness

Align domestic and trade policy

Globalises the carbon price signal
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