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SUBSIDIES FOR ENVIRONMENTAL PROTECTION 
 

-- Note by the European Union1 -- 

1. Introduction 

1. Environmental protection is seen as an increasingly important objective of the European Union. 
One of the key features of environmental protection is the existence of ‘negative externalities’. These occur 
when the private cost of an action is lower than the cost of that action to society, for example, in terms of 
pollution. In those circumstances, the market produces too many environmentally harmful goods and 
provides too few incentives for the polluting companies to invest in environmental improvements, even 
though it would be beneficial for the economy if they did.  

2. To address these negative externalities, governments can apply the 'polluter pays principle' in 
order to ensure that companies pay for their pollution2. If the costs of pollution are monetised and thus 
taken into account by companies (i.e. are internalised), companies will tend to maximise their profits by 
reducing this cost component and therefore pollution. In addition, if polluting goods are more expensive, 
demand will adjust towards less polluting sectors offering cheaper and more environmentally friendly 
goods and services, thus creating new markets for eco-industries. It is widely accepted however, that 
environmental costs have for too long been hidden costs, which means that in many cases economic 
activities do not fully account for their impact on the environment. In such cases, public intervention can 
change the incentives of the market players so that they do take the costly side effects into account. Public 
intervention aimed at putting the ‘polluter pays principle’ into practice generally takes the form of 
regulation to ensure companies meet certain environmental standards or market-based instruments, for 
example taxes, charges or tradable permit schemes.  

3. It has been recognised that there are a number of practical and political limitations to the full 
implementation the polluter pays principle. This is where public subsidies can be a useful complementary 
tool in cases where the polluter pays principle cannot be applied in full. In the EU, subsidies (know as 'state 
aid'3) are forbidden – in principle – in order to avoid that EU member states engage in an unproductive 
subsidy race, which distorts competition. However, there are exceptions where EU member states may 
grant aid, for instance when it increases the level of environmental protection. It may be justified to give 
companies an incentive to increase investment in environmental protection or relieve firms from the 
financial burden of enforcing a stricter overall environmental policy. However, if not well targeted, such 
subsidies may have harmful effects both on the environment and the economic growth in the EU. 
Therefore, one must be very careful when using subsidies to promote environmental protection.  

                                                      
1  Note by the services of the European Commission, Directorate General for Competition. This paper owes to 

the contribution of Justyna Majcher-Williams, Directorate-General for Competition of the European 
Commission. 

2  This is what the Treaty on the Functioning of the European Union prescribes when it sets out, in Article 
191(2), that environmental policy should be based on the principle that ‘the polluter should pay’. 

3  In this paper the term subsidy and aid are used interchangeably. 
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4. For those reasons the European Commission issued guidelines explaining under what conditions 
EU member states may grant subsidies for environmental protection (hereafter 'Environmental 
Guidelines')4. Such guidance is important because both the environment and the economic growth will 
suffer if subsidies are badly targeted, make it even cheaper to pollute or being disguised as environmental 
subsidies will result in windfall profits, which may distort competition and thus harm economic growth. 
The remainder of the paper focuses on the principal features of the environmental subsidies in the EU and 
their impact on competition.  

2. Environmental subsidies in the EU 

5. The European Commission has identified a number of measures in the Environmental Guidelines 
where aid may be granted under certain conditions5. For example, EU member states may grant subsidies 
in relation to investments which go beyond obligatory standards; acquisition of clear transport vehicles; 
investments leading to early adaptation to future mandatory standards; environmental studies; costs related 
to energy saving, renewable energy sources, cogeneration of heat and electricity and high efficient district 
heating; waste management; remediation of contaminated sites; relocation of high risk or polluting 
undertakings; tradable permit schemes; or environmental tax reductions and exemptions6. 

6. In deciding whether those subsidies should be allowed, the European Commission will base its 
evaluation on a conceptual framework known as a 'balancing test'. In essence, this test asks (i) whether the 
state aid addresses a market failure or other objective of common interest; (ii) whether the state aid is well 
targeted (whether there is an incentive effect (i.e. whether the aid affects the behaviour of the recipient in a 
way which meets the objective) and whether the aid is kept to the minimum necessary); (iii) whether the 
distortions of competition are sufficiently limited so that the overall balance is positive7.  

7. Like any other subsidy in the EU, aid for environmental protection must result in the aid recipient 
changing its behaviour in pursuance of the defined Community objective — which, in this particular case, 
is to increase the level of environmental protection. Without an incentive effect, firms' behaviour is not 
affected and consumers are not affected either, since the aid is simply transferred from the tax payer to the 
firms. In this sense, the incentive effect is a safeguard against windfall profits to firms. For this purpose, it 
is crucial to determine what would happen without the envisaged aid. For example, the incentive effect 

                                                      
4  Community guidelines on State aid for environmental protection, Official Journal C 82 of 01.04.2008, page 1. 
5  For an overview of the subsidies allowed under the Environmental Guidelines see Winterstein, A. and  

Tranholm Schwarz, B. "Helping to combat climate change: new State aid guidelines for environmental 
protection", Competition Policy Newsletter, Nr 2 (2008). 

6  When enterprises receive a reduction or exemption from an environmental tax – this is considered to be 
state aid. In the Environmental Guidelines the European Commission introduced a stricter and self-
standing set of criteria for the assessment of subsidies in the form of reductions or exemptions from 
environmental taxes.  First, any tax reduction or exemption has to contribute, at least indirectly, to an 
improvement in the level of environmental protection and it should not undermine the general objective 
pursued. Second, any reduction or exemption from harmonised taxes must be compatible with the relevant 
applicable EU legislation and comply with the limits and conditions set out therein. Further, the European 
Commission will accept the aid as being necessary where the following cumulative conditions are met: (a) 
beneficiaries are selected according to objective and transparent criteria and the aid must be granted in a 
non-discriminatory way, (b) the environmental tax without the reduction must lead to a substantial increase 
in production costs; and (c) the substantial increase in costs cannot be passed on to the consumers without 
leading to significant sales reductions. 

7  See Neven, D. and Vincent Verouden, V. "Towards a More Refined Economic Approach in State Aid 
Control" in EU Competition Law - Volume IV: State Aid, W. Mederer, N. Pesaresi and M. Van Hoof, eds., 
Claeys & Casteels (2008). 



DAF/COMP/WD(2010)82 

 4

would be lacking where the investment concerned would also have been made without the subsidy, e.g. 
because it would have been economically attractive in its own right or because it is required by EU law8. 

8. The issue of the incentive effect is related to, but not identical to, the question of the minimum 
necessary amount of aid (a.k.a. proportionality). While the incentive effect requirement asks whether the 
aid measure will result in the company adopting the required behaviour, the minimum necessary amount of 
aid asks whether the same change in behaviour could be obtained with a lower amount of aid. The former 
question thus relates to the impact of the subsidy, the latter to the efficiency of the subsidy. 

9. To ensure that the amount of aid is limited to the minimum, the European Commission will 
consider only the extra investment costs that are necessary to achieve a higher level of environmental 
protection to be eligible for a subsidy. In addition, these extra investment costs must be net of any 
operating benefits and/or costs. As regards subsidies to operating costs, the minimum necessary amount is 
ensured by limiting the aid amount to the net extra production costs for a limited period of time (in the case 
of energy-saving) or to the difference between production cost and the market price of the form of energy 
concerned (in the case of renewable energy and cogeneration). Similarly, the Environmental Guidelines 
provide that support schemes using market mechanisms or tenders must not result in overcompensation.  

10. The impact on competition is intrinsically linked to the positive effect of the aid, as the 
mechanism that leads to a change of behaviour of the aid recipient may also cause harm to competition. In 
order to make sure that the overall balance for the EU can be considered positive, the third step of the 
balancing test considers the magnitude of the distortions of competition9.  

11. In assessing the negative effects of the environmental aid measure, the European Commission 
focuses its analysis on the distortions of competition on the foreseeable impact the environmental aid has 
on competition between undertakings in the product markets affected10. A profit-seeking undertaking will 
normally only increase the level of environmental protection beyond mandatory requirements if it 
considers that this will result at least marginally in some sort of advantage for the undertaking.  

12. First, the likelihood that the recipient will be able to increase or maintain sales as a result of the 
subsidy are assessed. The following elements are considered here: reduction in or compensation of 
production unit costs; more environmentally friendly production process compared to competitors; or 
introduction of a new or higher quality green product.  

13. Second, the fact that subsidies reallocate rents in the markets and interfere with the competitive 
process may have long term incentive effects. That is, firms anticipating that profits will be affected by 

                                                      
8    In general, aid may not be granted where Community standards are already adopted, even when these 

standards have not yet come into force. As a rule, State aid for investments made to comply with already 
adopted EU standards is not likely to change the beneficiary’s behaviour and thus will be deemed not to 
have the required incentive effect. By way of exception, aid for the acquisition of new vehicles for road, 
railway, inland waterway and maritime transport complying with adopted Community standards is 
permissible where such acquisition occurs before they enter into force and where the new Community 
standards, once mandatory, will not apply retroactively to already purchased vehicles. By derogation, aid 
for early adaptation to future Community standards may also be allowed.  

9  See Friederiszick, H., Röller, L-H., Verhouden, V. "European State Aid Control: an economic framework" 
in Paolo Buccirossi (Ed.) Advances in the Economics of Competition, MIT press (2007). 

10  A number of markets may be affected by the aid, because the impact of the aid may not be restricted to the 
market corresponding to the activity that is supported but may extend to other markets, which are 
connected to it either because they are upstream, downstream or complementary, or where the beneficiary 
is already present or may be present in the near future. 
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subsidies in addition to their own efforts may find it optimal to reduce the latter. For instance, subsidies for 
environmental protection may be used strategically to promote innovative environmentally friendly 
technologies with the aim to give domestic producers a first mover advantage. Consequently, the aid may 
distort the dynamic incentives and crowd out investments in the specific technology in other EU member 
states and lead to a concentration of this technology in one country.  

14. In addition, environmental subsidies may be justified as a transitional mechanism to move 
towards a full allocation of environmentally negative externalities. They should not be used to grant 
unnecessary support to undertakings which are unable to adapt to more environmentally friendly standards 
and technologies because of their low levels of efficiency. 

15. Overall, an assessment of the negative consequences of environmental subsidies on competition 
should consider the extent to which competitors are affected. This is relevant both for evaluating specific 
consequences in the market at hand and a as proxy for the significance of the systemic effects. Distortions 
should be considered less severe when competitors are less affected. Distortions can also be considered 
from the prospective of consumers and, other things being equal, aid will be more attractive the more it 
leads to a benefit for consumers. Hence, in addition to the analysis on competitors, the competitive 
dynamics in the market should be examined to assess the consequences of subsidies for the market as a 
whole with a particular focus on consumers. 

16. Normally, EU member states must notify all state aid measures to the European Commission and 
wait for an approval before they may grant the subsidy to an enterprise. However, the type of assessment 
the European Commission will undertake depends on the aid amount and potential distortions of 
competition. If the aid amount is below a certain threshold and subsidies are unlikely to have a negative 
impact on competition they are either exempt from the notification requirement11 or they benefit from a 
standard assessment under the Environmental Guidelines, including a number of legal presumptions. If 
state aid measures are more likely to distort competition they will be subject to a more detailed assessment 
based on the balancing test, as presented above.   

3.  Conclusion 

17. The EU approach to environmental subsidies safeguards that one does not merely pay the polluter 
but that subsidies result in positive environmental effects without unnecessarily distorting the economy. 
Well targeted environmental subsidies will produce a win–win situation, whereas, badly targeted aid will 
lead to a loose–loose situation, for the environment as well as for the economic growth.  

                                                      
11  If they fall within the scope of Commission Regulation (EC) No 800/2008 of 6 August 2008 declaring 

certain categories of aid compatible with the common market in application of Article 87 and 88 of the 
Treaty (General block exemption Regulation),  Official Journal L 214 of 09.08.2008, page 3. 


