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Policy Recommendations

1. The EU should introduce a border carbon adjustment based on Article lI(2) of the
General Agreement on Tariffs and Trade (GATT) to complement the EU Emission

Trading System.

2. The Emission Trading System should be transformed into a quasi-carbon tax by
introducing a narrow price corridor for the ‘European Emission Allowances’ price,
of which the lower bound could be used as a tax rate for a border tax adjustment.

3. Using the existing product-based benchmarks within the Emission Trading System as
the basis of a border tax adjustment would make it comply with the Interpretative Note
of Article lll. of the GATT and would also allow for designing a full border tax adjustment,
i.e. exempting EU exports to third countries from any form of carbon pricing.

Abstract

The European Commission has announced to step up
carbon emission reduction targets for 2030 and 2050,
respectively. These targets would require even bigger ef-
forts to price carbon emissions at the EU as well as at
the national level. The EU and its member states will find
themselves in a position of increasing costs of production
due to those efforts while other emitters such as China,
acting within the Paris Agreement framework, will be al-
lowed to increase their emissions until 2030. The United
States are exiting from the Paris agreement altogether
and are actively reducing environmental standards.

In this situation the calls for implementing a border car-

bon adjustment (BCA) to complement the EU Emis-
sion Trading System (ETS) are becoming louder. Most
recently, the new von der Leyen European Commis-
sion in their just released plans for a European Green
Deal announced to propose a BCA mechanism for the
EU. In theory a BCA would be a perfect mechanism
to enable unilateral carbon pricing avoiding a loss of
competitiveness and the resulting carbon leakage vis-
a-vis third countries. Implementation of an EU BCA,
however, is not only politically contentious, but also
rather complex from a legal perspective. This policy
brief therefore focuses on issues of implementation.
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How to implement a WTO-compatible full
border carbon adjustment as an important
part of the European Green Deal

Introduction

In a recent contribution, Jean Pisani-Ferry' (chief
economic advisor of the French President Emma-
nuel Macron during his election campaign) addres-
ses the fundamental problem of bringing in line the
EU’s free trade agenda, one of the very few exclusi-
ve competences of the European Commission, and
the EU’s ambition to lead the way in the field of cli-
mate protection. Effective unilateral climate action is
already challenging under the current EU 2030/2050
goals, but the new push to agree to even more am-
bitious goals by the new von der Leyen Commis-
sion within the proposed European Green Deal has
to solve the issue of carbon leakage first. The exis-
tence of carbon leakage?, i.e. a global increase in
carbon emissions as a consequence of unilateral cli-
mate action due to the shift of production to coun-
tries/regions with lower environmental standards, in
all its forms?®, is a contentious issue because it is
hard to determine empirically. For this reason, the
question whether the EU’s carbon pricing mecha-

1) https://www.project-syndicate.org/commentary/european-
union-needs-carbon-neutrality-strategy-by-jean-pisani-ferry-
2019-07?barrier=accesspaylog

2) There are in general two channels that lead to carbon leaka-
ge as a consequence of unilateral climate action. The first one
is the shift of production to countries with less environmental
standards. The second channel is the decrease of the world pri-
ce of oil as a result of less demand inside the EU. This decrease
of oil prices could lead to an increase of oil consumption in third
countries, thus potentially increasing global emissions. This se-
cond channel, however is less relevant for the topic of this article
because EU oil consumption is not as strongly affected by chan-
ges within the ETS sectors compared to the non-ETS sectors,
such as heating or transport. If heating and transport were to
be included in the ETS the issue of carbon leakage would be
even bigger.

3) ‘Strong carbon leakage’ describes the process of existing
production moving abroad to countries with fewer environmen-
tal regulations, while ‘weak carbon leakage’ describes the pro-
cess of new investment being made in third countries because
of fewer environmental regulations (Davis and Caldeira, 2010).

nism, the EU Emission Trading System (ETS), was
and is responsible for carbon leakage still remains to
be answered. However, recent econometric studies
like the one by Aichele and Felbermayr (2015), con-
cluding that the Kyoto Protocol was indeed respon-
sible for carbon leakage, as well as the standard eco-
nomic insight that at least in the long-term production
will move to regions with lower costs of production
should be taken seriously. The problem of the EU is
that the more ambitious carbon reduction targets are
the quicker will the current ETS carbon leakage pro-
visions run their course because the amount of ‘free’
European Emission Allowances (EUA) is reduced by
the same annual reduction factor (at the moment
2,2% for the 4th trading period 2021-2030) as is the
overall amount of EUA.

“More ambitious 2030/2050 reduction
targets would imply an even larger annual
reduction factor and thus even higher EUA

prices.”

Graph 1 depicts the EU’s overall emission reduc-
tion path till 2030. The 43% reduction in the ETS
sectors and the 30% reduction in the non-ETS (Ef-
fort Sharing Decision) sectors are relative to the
2005 emissions, so that combined the reduction will
amount to 40% compared to the base year 1990.
At the moment the price for one allowance, i.e. the
right to emit one ton of carbon, amounts to 25€.
Because of the Market Stability Reserve* (MSR) that
finally deals with the oversupply of allowances and
due to the increased annual reduction factor the pri-
ce is likely to increase significantly in the 4th ETS tra-

4) The MSR is a mechanism that ensures a certain level of
liquidity in the EUA market. This means that the current over-
supply of allowances will be put into the MSR and will not be
available for auctioning. Should the amount of allowances in
the market fall below a certain threshold, however, the MSR will
release allowances. The MSR, thus, ensures a minimum and a
maximum level of liquidity in the market.


https://www.project-syndicate.org/commentary/european-union-needs-carbon-neutrality-strategy-by-jean-pisani-ferry-2019-07?barrier=accesspaylog
https://www.project-syndicate.org/commentary/european-union-needs-carbon-neutrality-strategy-by-jean-pisani-ferry-2019-07?barrier=accesspaylog
https://www.project-syndicate.org/commentary/european-union-needs-carbon-neutrality-strategy-by-jean-pisani-ferry-2019-07?barrier=accesspaylog
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ding period (2021-2030). More ambitious 2030/2050
reduction targets would imply an even larger annual
reduction factor and thus even higher EUA prices.
Article 10a(5a) of the amended ETS directive 2003/87
gives some flexibility regarding the annual ratio of
auctioned to ‘free’ (57:43) allowances but overall this
ratio will remain fixed. Therefore, the amount of ‘free’
allowances, i.e. the protection against carbon leak-
age, will be reduced annually by a reduction factor of
at least 2,2%. Combined with the fact that the United
States formally notified the United Nations that they
will withdraw from the Paris climate accord and that
the same administration is continuously cutting back
on environmental/emission standards, and consi-
dering that other big emitters of carbon are allowed
to increase their carbon emissions until 2030, pro-
tecting European industry against carbon leakage
should be at the top of the Commission’s agenda.

“In theory, a border carbon adjustment

In theory, a border carbon adjustment mecha-
nism, as proposed by the Commission in its Green
Deal, would be the ideal instrument to safeguard
EU industry. However, given the political reality and
existing international trade law, designing a border
carbon adjustment (BCA) in a way that the actual
amount of greenhouse gases emitted in the produc-
tion of imported goods can be priced adequately is
a huge political and legal challenge. In the following
we will discuss the relevant articles of the General
Agreement on Tariffs and Trade (GATT) one by one
in order to eventually derive one of the very few op-
tions available to legally implement in the foreseeable
future an EU BCA by securing its WTO compatibility.
This policy brief focusses on issues of implementa-
tion and can thus be understood as an add-on to
the paper by Krenek et al. (2019). The aim here is not
to outline an optimal BCA design but a design that
actually can be implemented unilaterally within the
existing framework of international trade law.

mechanism, as proposed by the Commission
in its Green Deal, would be the ideal instru-
ment to safeguard EU industry.”

“The aim here is not to outline an optimal
border carbon adjustment (BCA) design but
a design that actually can be implemented
unilaterally within the existing framework of
international trade law.”

Graph 1: current EU carbon reduction path for the 4th trading period (2021-2030)

ETS 2030: -43%

National ESD targets 2030:
BE -35% LT -9%
BG -0% LU -40%
CZ-14% HU -7%
DK -39% MT -19%
DE -38% NL -36%
EE -13% AT -36%
IE -30% PL-7%
EL-16% PT -17%
ES -26% RO -2%
FR -37% SI-15%
HR -7 SK-12%
IT-33% FI -39%
CY -24% SE -40
LV -6% UK -37%
EU total: -30%

source: own
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WTO compatibility of an EU BCA

When approaching this topic, it is useful to dis-
tinguish between the general rules that allow WTO
member states and signatories of the GATT to in-
troduce trade restricting measures on the one hand
and exceptions to these rules on the other hand.
The relevant general rules for the introduction of a
BCA can be found in article I., Il., lll., XI. and XVI.
of the GATT. The article that might allow a member
state to deviate from these general rules in the case
of implementing a BCA is Article XX.

Most favoured nation principle

Article I. of the GATT represents one of the two
best known principles of the GATT, namely the
“most favoured nation principle” (MFN principle). It
states that a country is not allowed to discriminate
between imported products from different countries
and/or producers if the products in question are con-
sidered as “like” products, i.e. similar products. The
debate of what constitutes the concept of “likeness”
ultimately produced 4 guiding principles: i.) charac-
teristics of the product, ii.) end use of the product,
i) how the respective product is qualified in the
schedule of concessions of member states, and iv.)
consumers’ tastes and habits, i.e. whether a pro-
duct is attracting the “same” consumers. Thus,
‘production method’ is not an established criterion
to determine whether or not two products are “like”
products. If, for example, two cars at the border of
the EU are ‘like products’ according to the four crite-
ria mentioned above, but differ in their carbon foot-
prints as a result of different production methods,
the EU is not allowed to discriminate between the
two cars. Although there is important case law,
e.g. US — Import Prohibition of Certain Shrimp and
Shrimp Products (WT/DS58) that deals with re-
quiring a specific production method for environ-
mental reasons, its applicability for carbon footprints
would not be easy even in the case of perfect infor-
mation, i.e. knowing the exact carbon footprint of
every product.

It should be emphasised that a BCA design
based on individual carbon footprints is not only
doomed because of its impracticality. It would es-
tablish ‘production method’ as the main criterion
to discriminate between products in order to allow
for different tax rates at the EU border for products
identical in terms of characteristics, but produced,
e.g., with a different carbon footprint. Such a radical
approach of changing the MFN principle is not likely
to succeed.

“It should be emphasised that a BCA design
based on individual carbon footprints is not

only doomed because of its impracticality.”
Pacta sunt servanda

Even if there is a theoretical BCA design that
would somehow be admissible under article I.
and even if there would be a universally accepted
method to calculate the carbon footprint of imported
products, article Il. would quickly put an end to any
attempts that propose an EU BCA design that tries
to levy higher tariffs on relative “dirty” products, i.e.
“like” products with a bigger carbon footprint.

Article li(1) simply states the principle of pacta
sunt servanda, i.e. existing laws that include the na-
tional tariff schedules are to be respected. For most
of the traded goods (classes of goods) there are al-
ready agreements regarding tariff rates. It would be
possible to lower tariff rates unilaterally, implying that
these reduced rates have to be granted to all WTO
member states due to the MFN principle. Increasing
tariff rates, however, is subject to negotiation and
agreement between WTO members. Details on how
the schedules can be changed can be found in ar-
ticle XXVIIL.

The way forward

Article 1I(2), however, is one of the few pathways
that would allow to introduce a specific WTO-com-
patible BCA design. “Nothing in this Article shall pre-
vent any contracting party from imposing at any time
on the importation of any product a charge equiva-
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lent to an internal tax imposed consistently with the
provisions of paragraph 2 of Article lll. in respect of
the like domestic product or in respect of an article
from which the imported product has been manu-
factured or produced in whole or in part; [...]"

This angle of levying a tax or a tariff equivalent to
the burden imposed on domestic producers, irres-
pective of the carbon content of the imported pro-
duct, appears as the only viable pathway to intro-
duce a WTO-compatible BCAS. This approach has
two prerequisites, namely a transparent calculation
of the tax (tariff) base and a transparent tax (tariff)
rate. Both is not a trivial undertaking but most feasi-
ble when compared to other approaches. For the tax
(tariff) base the existing benchmarks within the ETS,
used for the allocation of free allowances, would
be the basis to establish a so-called EU best-tech-
nology standard. These benchmarks are in most ca-
ses already product-based. Undoubtedly the calcu-
lation of these standards would have to undergo re-
newed scrutiny before becoming the basis of a BCA,
but this can be achieved in the very short term.

The identification of an acceptable tax (tariff) rate
is definitely the most difficult part of the reform. Most
recently Kemfert et al. (2019), with regard to the cur-
rent carbon pricing debate in Germany, emphasised
the importance of a stable, predictable CO2 path
(mainly) within the ETS. Firms have to know before-
hand what additional costs they will face in the fu-
ture in order to plan and make the necessary (tech-
nological) adjustments and investments. A strongly
volatile EUA price will have a negative impact on the
technological transition of EU industries to less car-
bon-intensive methods of production.

“The identification of an acceptable tax

(tariff) rate is definitely the most difficult part
of the reform.”

5) See also https:/www.wto.org/english/res _e/booksp e/

Thus, we suggest the introduction of a very nar-
row price corridor within the ETS of which at least
the lower bound can be used as a tax (tariff) rate for
imports.

National treatment principle

The second well-known principle is the “national
treatment” principle, i.e. article lll. of the GATT. This
article is also based on the concept of “likeness”.
GATT parties have agreed to not discriminate be-
tween imported products and domestically produ-
ced “like” products. This refers to domestic taxes
and levies, but also regulations and implies that
member states not only are not allowed to discrimi-
nate between two “like” imported products but they
are also not allowed to discriminate between one
imported product once it has entered the country
and a “like” domestically produced product. Sol-
ving the problem through national tax schemes is
therefore not an option if the regulator tries to tax
the imported product differently than the dome-
stic product by assuming a different carbon foot
print. It would, however, be feasible to tax two “like”
products, one produced in the EU and one outside
the EU, with the same tax rate, i.e. irrespective of
their carbon content. In this regard the Value Added
Tax (VAT) is a good example how a future border tax
adjustment could be put into practice.

With reference to the Working Party Report on
Border Tax Adjustments® of 1970 the Interpretati-
ve Note of Article IlI” states that our proposed bor-
der tax is admissible under the condition that it is
product-based. Thus, the usage of the product-
based benchmarks of the ETS is crucial.

6) https://www.wto.org/gatt docs/English/SULP-
DF/90840088.pdf

7) https://www.wto.org/english/res e/booksp e/gatt _ai e/

trade climate change_e.pdf, p.100

art3_e.pdf, p.137-138
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Unlikely success of integrating foreign
producers into the ETS

Article XI. is relevant because it emphasises that
among trade restrictions quantitative restrictions are
to be avoided above all else. This means that every
tariff is to be preferred over a quota. This is impor-
tant because forcing foreign producers to partici-
pate in the EU ETS can be interpreted as a quanti-
tative restriction and is therefore very unlikely to be
WTO compatible. In 2009 due to political pressure
the attempt to include foreign air travel providers into
the ETS failed. If this inclusion of foreign producers/
providers would have been subject to the Dispute
Settlement Body of the WTO it is very likely that a
panel would have deemed it not compatible with
WTO rules, especially Article XI. of the GATT.

Full carbon border adjustment

Article XVI. is relevant for the implementation of a
full border carbon adjustment. In such a full border
carbon adjustment, for every (ton of) product that
is exported to countries outside the EU the respec-
tive producers would get their costs for buying
allowances refunded or would not have to buy
allowancesinthefirst place. This process hasto be as
transparent as possible in order to not be classified as
anexportsubsidy. ltshouldbenoted, however, thatthe
wording of article XVI. is less strict than in other,
more important articles, thus making it very likely
that a full border carbon adjustment based on artic-
le lI2) is WTO-compatible.

Deviation from the general rules of the GATT

Finally, under article XX. of the GATT there is the
possibility to argue in front of a WTO panel that a
specific BCA design is necessary, even though it
violates the MFN, national treatment and/or pacta
sunt servanda principle in order to protect human
and animal health and life or for the preservation of
exhaustible natural resources. Proving this neces-
sity might be possible and it should be mentioned
that a WTO panel in US — Gasoline (WT/DS2) ruled
that trade restricting policies that protect the natural

and exhaustible resource, namely clean, air is per-
mitted under XX(g). However, fulfilling all the require-
ments of article XX. is not as easy as it might seem
because a two-tier analysis is necessary. Once the
necessity of a measure (e.g. to protect human life) is
established it has to be demonstrated that this mea-
sure is not applied in a manner which would consti-
tute “a means of arbitrary or unjustifiable discrimina-
tion between countries where the same conditions
prevail” and is not “a disguised restriction on inter-
national trade”. Regarding this second tier, every
BCA design that is not based on article 1I(2) would
face the same difficulties as in complying with artic-
le I. and Ill. of the GATT. In the case that our BCA
design based on article lI(2) is found to be not com-
patible with the relevant general rules of the GATT
(articles 1., 11, lll., XI. and XVI.) our proposed BTA de-
sign will still have the best chances to pass the two
tier test of Article XX.

Conclusion

The EU should continue to fight climate change
even though unilateral attempts to do so will defi-
nitely not succeed in achieving the 2 degrees target.
A central element of every successful attempt to
curb carbon emissions is to price carbon effectively,
which, however, rests on the condition that unilateral
climate action will not result in carbon leakage. It is
hard to determine empirically whether the EU ETS
so far is responsible for either strong or weak car-
bon leakage. Nevertheless, the current geo-political
situation, wherein two of the biggest global emitters
are likely to increase their emissions until 2030, and
calls within the EU to even step up carbon emis-
sion reduction efforts, which would ultimately lead
to EUA prices considerably exceeding the current
€ 25/ton and would simultaneously lead to an even
faster decline of the quantity of ‘free’ allowances,
should put potential carbon leakage on the top of
the agenda of the European Commission.

8) See also: https:/www.wto.org/english/res _e/booksp e/
trade _climate change e.pdf, p.100



https://www.wto.org/english/res_e/booksp_e/trade_climate_change_e.pdf
https://www.wto.org/english/res_e/booksp_e/trade_climate_change_e.pdf

\ 4

Osterreichische Gesellschaft
fir Europapolitik

“A central element of every successful at-
tempt to curb carbon emissions is to price
carbon effectively, which, however, rests on
the condition that unilateral climate action will
not result in carbon leakage.”

This policy brief’s main focus is to outline a WTO-
compatible BCA design, fully aware that the US is
currently trying to hamstring the WTO by blocking
the appointment of new judges. Wide international
acceptance of an EU BCA is nevertheless necessary
for the success of this instrument. The proposed de-
sign is based on article lI(2) of the GATT that allows
WTO members to levy a tax (tariff) equivalent to do-
mestic taxes and levies. In order to be able to make
use of this article, the EU ETS has to be transformed
into a quasi carbon tax. The tax base has to be cal-
culated based on the benchmarks already available
in the EU ETS. These benchmarks might need new
scrutiny, but they are already product-based and
thus applicable for calculating a border carbon tax
or tariff. The second requirement is the introduction
of a narrow EUA price corridor in order to use the
lower bound of this corridor as a non-volatile tax
(tariff) rate. This has the additional advantage of crea-
ting predictability of the future price path for firms so
that they are able to prepare long-term plans and
make the necessary (technological) adjustments and
investments, thus avoiding lock-in effects.

“Wide international acceptance of an EU

BCA is nevertheless necessary for the suc-
cess of this instrument.”

It is fully acknowledged that the approach put
forward in this policy brief would abandon one of the
key features economists cherish the most, namely
the incentives for foreign firms/countries to change
their production methods. However, every attempt
to implement a BCA that discriminates either be-
tween importing countries or an importing country
and the EU is doomed to fail. The proposed BCA
design is likely to be considered compatible with the
relevant general rules of the GATT (articles |, Il., lll.,
XlI. and XVI.) and has in addition the best chances
to pass the two tier test of Article XX., which would

allow the EU to introduce it irrespective of the BCA’s
compatibility with the general rules.

Finally, if a BCA is the measure the EU decides
upon to prevent carbon leakage it should aim for
a full border carbon adjustment, i.e. exempting EU
exports from any form of carbon pricing.
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