EU Carbon Border Adjustment Mechanism — Key Issues Going Forward

About four months ahead of the global climate summit in Glasgow, the European Commission
revealed the details of its controversial proposal for a carbon border adjustment mechanism
(CBAM). If adopted by the European Parliament and Council, the proposed CBAM would make
the EU the first jurisdiction worldwide to extend its domestic carbon price to emissions that are
produced outside its borders but are embedded into its imports of carbon-intensive
commodities. While aligning with the EU’s long-standing ambition to play a leadership role in
the global battle against climate change, this novel regulatory initiative raises a number of
critical legal and policy questions —i.e., would it be effective, legal and ‘fair’?

Main Elements of the Proposed CBAM

While carbon border adjustments have been a popular topic in the scholarship over the past
two decades, prospects for their actual implementation seemed fairly remote until recently
as policy-makers have generally dismissed such measures for being complex to administer and
likely to trigger trade disputes and undermine multilateral climate change negotiations.! On
14 July 2021, however, the European Commission published its proposal for an EU regulation
establishing a carbon border adjustment mechanism.2 The Commission first announced its
intention to propose a CBAM in the European Green Deal of December 2019% and the
proposed regulation forms part of its ‘Fit for 55 Package’ adopted in July 2021, 4 which puts
forward an ambitious set of legislative proposals with a view to meeting the targets enshrined
in the European Climate Law —i.e., a reduction in EU greenhouse gas (GHG) emissions by (at
least) 55% when compared to 1990 levels by 2030, and the ultimate objective of ‘climate-
neutrality’ (net-zero GHG emissions) by 2050.> Among these legislative initiatives, the most
closely linked to the CBAM is the revision of the EU’s Emission Trading System (ETS), which is
the market-based mechanism for putting a price on carbon and reducing GHG emissions that
presently operates in the European Economic Area (EEA) (i.e., the 27 EU Member States, plus
Iceland, Liechtenstein and Norway) and covers GHG emissions from about 11,000 energy-
intensive power stations and industrial plants, as well as commercial flights between these 30
countries.® The underlying idea is that carbon emissions must have a price “because nature
cannot pay the price anymore”,” and the CBAM is intended to align the carbon price to be paid
on imports into the EU with the price paid under the ETS for carbon emissions produced within
the Union/EEA.
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This price alignment is thought to be necessary by the Commission to address “the risk
of carbon leakage” as the EU increases its climate ambition in line with the 2030 and 2050
targets, and is presented as the overarching objective of the proposed CBAM.8 Carbon leakage
would occur if GHG emission reduction efforts within the EU are offset by increasing GHG
emissions outside the Union, through the relocation of EU industries to countries with less
stringent climate policies and/or increased EU imports of carbon-intensive products from such
countries.’ That would not only undermine the effectiveness of the EU’s climate mitigation
efforts, but could also result in no net reduction (or even an increase) in global GHG emissions
and thereby jeopardise the achievement of multilaterally-agreed goals under the
international climate change regime. In fact, concerns over carbon leakage need to be placed
in the context of the 2015 Paris Agreement and its heterogeneous approach to international
climate cooperation. Each Contracting Party is left to choose its own of level of climate
ambition (through nationally-determined contributions (NDCs)) reflective of its common but
differentiated responsibility and respective capability, as well as its domestic circumstances.!?
Inevitably, this has resulted in asymmetrical climate mitigation policies across countries at
present and for the foreseeable future. The CBAM is advanced as an alternative to the current
(purely domestic) measure for managing the risk of carbon leakage under the ETS —that is, the
free granting of emission allowances to EU industries in energy-intensive and trade-exposed
sectors. This has been considered one of the problematic aspects of the system for weakening
the carbon price signal to EU industries compared to full auctioning and thereby damping the
incentive to invest in low-carbon production.!?

Turning to its basic functioning, the CBAM is expected to enter into force on 1 January
2023 and would apply to products in five sectors (cement, iron and steel, aluminium, fertilisers
and electricity) imported into the EU from all third countries, with the exception of Iceland,
Liechtenstein, Norway (already part of the EU’s ETS) and Switzerland (whose ETS is linked to
the EU one).!3 During a three-year transition period until 31 December 2025, importers of
these products would only be subject to a reporting obligation, rather than incurring a direct
financial burden.* From 1 January 2026, such importers would continue to declare (on an
annual basis) the total actual direct emmissions embedded in their imports as verified by
accredited verifiers and, in addition, would have to buy and surrender sufficient CBAM
certificiates to cover these emisisons.® The price of these CBAM certificates will mirror the
weekly average price of emission allowances auctioned under the EU ETS, thereby ensuring
that importers and domestic producers pay the same carbon price so as to level the playing
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field for European industries.'® An importer may, however, claim a reduction in the number
of required CBAM certificates to take account of any carbon price paid in the third-country of
production (whether in form of carbon tax or under an ETS).%’

The proposed CBAM regulation is subject to adoption by the Council and the European
Parliament (EP) and may well undergo substantial changes during the legislative process.
Along the way, it is important to further reflect on the following legal and policy questions.

An Effective Tool?

From a policy perspective, the obvious question that arises is whether the proposed CBAM
will be effective in achieving its professed objective of preventing the risk of carbon leakage
in order to fight climate change. The answer is not entirely straightforward, partly because its
coverage is limited to five sectors and direct emissions only (i.e., GHG emissions released
during the production process, and not indirect emissions such as those from electricity used
in that process), and partly because it is unclear how real the risk of carbon leakage actually
is. As the Commission has itself acknowledged, “[t]he evidence of the existence of carbon
leakage is not always conclusive or suggests that it is difficult to isolate carbon leakage as a
single factor in [firms’] relocation decisions.”*® In fact, it is mainly ex-ante theoretical analyses
that point to a substantial risk of carbon leakage in the absence of protection meachanisms
(such as free allocation of emission allowances under the ETS), particularly for emission-
intensive and trade-exposed sectors, whereas ex-post studies often find that carbon leakage
is occuring at a much lower rate.?

Similarly, it remains uncertain whether the CBAM will create sufficient political
leverage for more ambitious climate action across the EU’s trading partners that reduces
existing differences in carbon pricing policies.?’ This expectation is based on the economic
pressure exercised by the large size of the EU market and the incentive given to importers
who can claim a reduction in the CBAM carbon price for any carbon price paid in the third-
country of production. It follows the logic of what Scott and Rajamani have termed ‘contingent
unilateralism’ in EU external climate action, and which has been successfully applied in the
past by the Union with regards to GHG emissions from international aviation.?! But
unsurprisingly, third-country reactions to the proposed CBAM have been mixed thus far.
Canada and the United States (US) have announced to be considering similar measures,??
while US climate envoy John Kerry has warned that carbon border adjustments should be a
last resort as such measures could detract from efforts to get more countries to elevate their
climate ambitions before the upcoming United Nations climate summit in Glasgow in
November 2021.22 The BASIC countries (i.e., Brazil, China, India and South Africa) have
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expressed “grave concerns” regarding the EU’s proposed CBAM for creating new trade
barriers and going against the principle of common but differentiated responsibilities and
respective capabilities (CBDRRC), and Russia has voiced similar concerns.?* This political
backlash against the CBAM may well foreshadow potential legal challenges in the World Trade
Organization (WTO), which will be briefly discussed next.

A Legal Tool?

The need to comply with WTO rules figures prominently in the Commission’s CBAM proposal,
possibly responding to the emphasis placed on this matter by the EP as a co-legislator?®> and
also due to the enforceability of WTO obligations through a relatively robust dispute
settlement mechanism. While any assessment of WTO-legality is necessarily preliminary at
this early stage of the legislative process, most commentators coincide that the proposed
CBAM would likely be intension with WTO core non-discrimination disciplines (at the very
least, the most-favoured-nation treatment obligation) but may well be justified under the
environmental exception clause (Article XX(g) GATT).2® However, this is ultimately down to
the CBAM'’s final design and actual implementation, and the EU should pay particular
attention to two issues.

Firstly, Article XX(g) GATT requires that environmental restrictions (in casu, carbon
pricing) be applied in an even-handed manner between domestic and foreign producers.?’ As
contemplated in the Commission’s proposal, the CBAM should be gradually phased-in against
a correspondent reduction of emission allowances given for free to domestic producers under
the ETS, which are only expected to be fully phased-out by 3035. Until that date, the number
of CBAM certificates to be bought by importers would need to be adjusted to reflect any free
allocation of emission permits to domestic producers under the ETS.?® Put simply, a carbon
price should only be charged on foreign goods imported into the EU (through CBAM
certificates) insofar as it is equally charged on domestic goods under the ETS (through
auctioned instead of free allowances) for the sectors concerned.

Secondly, Article XX(g) GATT further requires environmental regulations to be
designed in a flexible manner so as to recognize third-country regulatory programmes that
are comparable in environmental effectiveness.?® While a priori exempting some countries
from the application of the CBAM (e.g., Switzerland), the Commission’s proposal contains no
specific provision on equivalence recognition of third-country carbon pricing schemes. Only
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the explanatory memorandum vaguely mentions that the EU will engage with affected
countries “to explore possibilities to conclude agreements to take account into account their
carbon pricing mechanisms”, but that such agreements would be considered “an alternative
to the application of CBAM in case they ensure a higher degree [rather than just comparable]
of effectiveness and ambition to achieve decarbonisation of a sector”*® — which seems clearly at
odd with the WTO flexibility requirement.

A ‘Fair’ Tool?

A final but essential question that arises from the proposed CBAM is how it would fit with the
principle of common but differentiated responsibilities and respective capabilities, which has
underpinned global efforts to combat climate change from the very start and is enshrined in
both the UNFCCC and the Paris Agreement.3! While the legal status and exact implications of
the CBDRRC principle remain highly contested, it still creates normative expectations on the
‘fair’ burden-sharing of climate change mitigation efforts among countries. For this reason, it
is regrettable that, unlike WTO law, compatibility with the CBDRRC principle has received
almost no attention in the Commission’s proposal.3?

On the one hand, the principle calls on developed countries to take the lead in
mitigation efforts given their higher historical contribution to climate change and greater
financial and technological capabilities to address it. And it is hard to see how they could do
so if increasing their level of climate ambition would simply result in carbon leakage as the EU
fears. On the other hand, the principle reflects a multilateral recognition that not all countries
have the same responsibility for climate change, nor the same capability to tackle it, and hence
should not be expected to contribute in equal measure to the common goal of climate change
mitigation. Against this backdrop, isn’t it awkward and disproportionate that the proposed
CBAM seeks to impose the very same ETS-determined carbon price (currently about €50 per
tonne of CO2) on domestic and imported products, without any differentiation as to whether
the latter originate in a developed country, or a developing country or even a least-developed
country (LDCs)? Equally striking in this regard is the vagueness in the Commission’s proposal
with regards to the use of revenues generated through the CBAM as of 2026. It merely states
that most of it would accrue to the EU budget and may be used to finance the Union’s COVID-
recovery instrument ‘NextGenerationEU’.33 Is this an appropriate use when such revenue is
collected from imports originating in developing countries and LDCs, or should it revert back
to these countries in order to financially support their climate change mitigation and
adaptation efforts?

To sum up, the EU has undoubtedly shown great courage in experimenting with
climate policies that have not yet been tried elsewhere and which have the potential of
incentivizing urgently needed global action to fight climate change. But before its CBAM sees
the light of the day, the EU needs to engage with affected trading partners in order to ensure
that this novel instrument is embedded into the existing multilateral trade and climate change
regimes, including the CBDRRC principle, without which the pursuit of global climate targets
would ultimately be in vain. As we have seen, this raises some challenging legal and policy
questions which must be resolved through political dialogue and cooperation, and not
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delegated to an eventual trade dispute in the WTO dispute settlement system.



