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Trade has an inextricable relationship with climate change.  

On the one hand, research shows that open economies emit more CO2 per person1 as trade 

contributes to climate change through activities such as mining, power generation, 

manufacturing, transport, marketing and consumption. On the other hand, climate change 

hinders trade as well. Rising and falling water levels affect the amount of cargo that can be 

transported, wildfires affect supply routes and availability of workforce, and flooding in a 

single region can bottleneck an entire global supply chain.2  

There is a growing recognition among Governments of the link between trade and climate 

change. One such method governments employ to address this is by issuing carbon credits. 

Carbon credits aim to reduce emissions in the private and private sectors while balancing 

considerations of competitiveness and equity. One of the most common mechanisms to 

operationalize such carbon credits is an Emissions Trading System (ETS) whereby emissions 

are bought and sold on the open market, financially incentivizing corporations to go green. 

Measures such as the ETS have also led to the inception of Carbon-Border Adjustment 

Mechanisms (CBAMs). While ETSs levy an internal carbon price, CBAMS allow countries to 

subject imports to a carbon price as well in order to offset the carbon price paid by the 

domestic industry. CBAMs are an example of how trade measures seek to address 

environmental and economic goals simultaneously. 

India also seeks to implement an ETS in the coming years as the Energy Conservation 

(Amendment) Bill, 2022, was passed on 8 August 2022, laying down the legislative framework 

to enable the ƛƳǇƭŜƳŜƴǘŀǘƛƻƴ ƻŦ ŀ ϦŎŀǊōƻƴ ŎǊŜŘƛǘ ǘǊŀŘƛƴƎ ǎŎƘŜƳŜέΦ 

In this primer, we examine the current state of play when it comes to ETSs. We look at what 

9¢{ǎ ŀǊŜΣ ǘƘŜ ǿŀȅǎ ƛƴ ǿƘƛŎƘ ǘƘŜȅΩǾŜ ōŜŜƴ ƛƳǇƭŜƳŜƴǘŜŘΣ ŀƴŘ ǘƘŜ ōŜǎǘ ǇǊŀŎǘƛŎŜǎ ǘƘŀǘ Ŏŀƴ ōŜ 

identified in designing an ETS. We use this to looƪ ŀǘ LƴŘƛŀΩǎ 9¢{ ŀƴŘ ǳƴŘŜǊǎǘŀƴŘ how to 

implement an ETS that works and is resilient to global changes.  

 
1 Harun Onder, What does trade have to do with climate change?, (Sep. 12, 2012), available at 

https://cepr.org/voxeu/columns/what-does-trade-have-do-climate-change.  
2 Jacques Leslie, How Climate Change Is Disrupting the Global Supply Chain, (Mar. 10, 2022), available at 

https://e360.yale.edu/features/how-climate-change-is-disrupting-the-global-supply-chain.  

https://cepr.org/voxeu/columns/what-does-trade-have-do-climate-change
https://e360.yale.edu/features/how-climate-change-is-disrupting-the-global-supply-chain
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An Emissions Trading System is a mechanism whereby emissions are measured and traded. 

The idea behind an ETS is to implement the adoption of greenhouse-gasses (GHG) emission 

reduction processes and technologies in a manner that does not stifle growth. 

While ETSs may possess different characteristics, one common feature of all ETSs is the 

presence of a tradeable instrument, such as an allowance or a credit. As discussed further, 

this instrument represents GHG emissions, often expressed in terms of tonnes of carbon 

dioxide (tCO2) or tonnes of carbon dioxide equivalent (tCO2e), and is given a monetary value. 

Thus, this instrument allows for GHG emissions to be expressed in terms of real-world 

ŎǳǊǊŜƴŎȅΣ ǘƘŜǊŜōȅ ŎǊŜŀǘƛƴƎ ŀ άǇǊƛŎŜέ ŦƻǊ DID ŜƳƛǎǎƛƻƴǎ and making GHG emissions a cost of 

doing business.3 This idea of pricing GHG emissions is the backbone of an ETS. 

9¢{ǎ ǳǎŜ ǘƘƛǎ άǇǊƛŎŜέ ǘƻ ǇǊƻƳƻǘŜ DID ŜƳƛǎǎƛƻƴǎ ǊŜŘǳŎǘƛƻƴǎ ōȅ ŜǎǘŀōƭƛǎƘƛƴƎ ŀ ǊŜǉǳƛǊŜƳŜƴǘ ǘƻ 

buy the tradeable instrument so created. This purchasing requirement, which may take the 

form of mandatory surrendering of allowances or purchasing of credits in a certain 

ǇǊƻǇƻǊǘƛƻƴΣ ŜƴǎǳǊŜǎ ǘƘŀǘ DID ŜƳƛǎǎƛƻƴǎ ŀǊŜ ǎŜŜƴ ōȅ ŎƻƳƳŜǊŎƛŀƭ ŜƴǘƛǘƛŜǎ ŀǎ ŀ άŎƻǎǘέ ŦƻǊ 

operations. Therefore, entities must include this cost of GHG emissions in their operational 

plans and by extension, consider GHG emissions themselves.    

Thus, ETSs represent a market-based mechanism where GHG emissions are disincentivized by 

making businesses consider the financial consequences of their GHG emissions. Additionally, 

the presence of a trading mechanism does not place a universal & equal burden on all entities 

to reduce emissions; entities for whom it is easier and faster to reduce emissions can benefit 

from the additional revenue generated by trading, while entities in sectors with hard-to-abate 

ŜƳƛǎǎƛƻƴǎ Ŏŀƴ ōǳȅ ǎŀƛŘ ŎǊŜŘƛǘǎΣ ŜŦŦŜŎǘƛǾŜƭȅ ŦǳƴŘƛƴƎ ǘƘŜ ŦƻǊƳŜǊ ŜƴǘƛǘƛŜǎΩ ŜƳƛǎǎƛƻƴǎ ǊŜŘǳŎǘƛƻƴǎΦ 

 

  

 
3 EMISSIONS TRADING IN PRACTICE: A HANDBOOK ON DESIGN AND IMPLEMENTATION (ICAP, 2d ed.), page 17, available 
at https://icapcarbonaction.com/system/files/document/ets-handbook-2020_finalweb.pdf. 

https://icapcarbonaction.com/system/files/document/ets-handbook-2020_finalweb.pdf
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