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1. Introduction

In 2019, the European Commission launched the
European Green Deal and outlined its developing model to
combat climate change, particularly focused on accelerat-
ing the pace of reducing CO, emissions. Emissions in
Europe have thus far been reduced by 20% compared to
1990 values, while now the goal, as the "Fit for 55" pack-
age suggests, is to achieve a 55% reduction by 2030 and
to reach climate neutrality by 2050. With these commit-
ments, the EU intends to comply with the Paris Agreement
by keeping “the global average temperature to well below
2°C above pre-industrial levels and pursuing efforts to
limit the temperature increase to 1.5°C above pre-indus-
trial levels, recognising that this would significantly reduce
the risks and impacts of climate change” (Art. 2(1)(a) of
the Agreement).

To reduce the risks of human activity to the planet, the
EU, a key player in global climate policy, would have to
strengthen its domestic carbon pricing system. Further-
more, the challenge of climate change, which is global by



nature, must be addressed through the efforts of all coun-
tries: it is clear that even if the EU achieves its domestic
target, the problem will not be solved until other states, es-
pecially the most polluting ones, adopt similar mitigation
measures.

The Commission has proposed to supplement the exist-
ing European Union Emission Trading System (EU ETS),
which, through a cap-and-trade system, applies a "price
on carbon" to domestic installations and companies with a
Carbon Border Adjustment Mechanism (CBAM), to make
domestic carbon pricing more effective and at the same
time incentivise less ambitious countries to adopt similar
measures. The decision on the CBAM will require careful
reflection, by domestic institutions, about environmental
diplomacy relations, at a time of energy crisis, price in-
creases and risks of recrimination and retaliation.

2. Different ambitions on carbon pricing

Carbon pricing is a cost-effective instrument for redu-
cing emissions, as it provides incentives to abandon tradi-
tional fossil fuels by paying a cost proportional to the car-
bon content.

There are currently 65 different carbon pricing systems in
the world, in the form of taxation (carbon tax) or a market
instrument (cap and trade or ETS); some are already oper-
ational, others under implementation’. As regards the ETS,
in addition to the EU, other countries have also set up emis-
sion markets: following Canada, California, South Korea, and
New Zealand, Washington, the United Kingdom, Mexico,

Kazakhstan, and above all China are starting domestic ETS
systems, in some cases also accompanied by taxation instru-
ments®. However, the various forms of carbon pricing
around the world cover a limited share of global emissions
(21.5%), although this has increased from the 2020 level.
Moreover, in many cases the price on carbon is well below
the level needed to meet the Paris Agreement target: only
3.76% of global emissions are covered by appropriate car-
bon pricing, that is, in the range of $40-80/tC0O,>. Further-
more, this measure becomes effective only if it is accompan-
ied by additional actions, such as regulations, incentives,
and standards aimed at investments in clean energy.

The fundamental problem with climate policy is political
fragmentation at the global level. The climate is a global
public good; however, as mitigation costs are (should be)
high, countries have a strong incentive to take advantage
of the efforts of others (free riding) because climate
change does not depend on where emissions originate.
This behaviour frustrates the efforts of the most willing
and disregards the principle enshrined in the Paris Agree-
ment of "common but differentiated responsibilities",
which would imply greater efforts by the major emitters.

The EU is aware of its responsibility towards climate
change’. Although it emits around 8% of global emissions
per year, it is still a historic polluter: in cumulative terms,
Europe's share of emissions is 22%, second only to the
United States (24%), but greater than China (13%),
whose emissions have rapidly increased in the last few
decades.



3. Carbon leakage: low risk, so far

In July 2021, the Commission launched a proposal for a
regulation on the CBAM®, with a two-fold objective: to fulfil
meet the EU's emissions targets ambitions while at the
same time solving the problem of carbon leakage that
such a commitment could entail.

Carbon leakage is the relocation of emissions to jurisdic-
tions with no or little environmental protection. If there is
carbon pricing in Europe, carbon leakage can occur
through two main channels: 1) if European products be-
come more expensive than those produced where there is
no such measure, firms, especially those in energy-intens-
ive sectors, will first move production abroad and then im-
port the same goods into the EU; 2) if the demand for
fossil fuels in Europe decreases (due to carbon pricing),
international demand will decline accordingly; however,
lower global demand will lead to a reduction in the global
price which stimulates greater demand elsewhere.

In both cases, the EU’s abatement efforts are partly off-
set by an increase in emissions generated outside its bor-
ders. In some cases, domestic carbon prices could lead to
so called “pollution havens”, that is, poor countries
to which wealthy countries tend to offshore their polluting
industries because of weaker environmental regula-
tions. The approach to be followed is therefore that of the
carbon footprint, which measures the carbon content em-
bedded in goods and services that satisfy internal demand
in the EU, regardless of where they are produced. Accord-
ing to this view, the EU is the largest importer of emissions

globally, due to its manufacturing processes having low
emissions compared to its trading partners, while China is
the world's largest exporter of emissions.

Despite fears of a leakage, however, studies find that in
the case of the EU ETS, which has been in place since
2005, there is little evidence of carbon leakage. According
to the studies, a portion (between 10% and 25%) of the
emission savings achieved through domestic carbon pri-
cing is neutralised by increased emissions abroad if no
other measures are in place®. If anything, the (desired)
outcome of environmental policies is to push innovation
towards sustainable solutions so that companies are not
liable for the cost of carbon. This is also because relocat-
ing abroad could entail higher costs, such as those asso-
ciated with a weak presence on the foreign market or less
bargaining power with policy makers.

However, the poor evidence of carbon leakage can be
attributed to two facts that have characterised the EU ETS
so far: a low carbon price and the way the system currently
attempts to prevent carbon leakage, that is, through free
allocation of permits.

4. Higher carbon pricing increases risks of carbon
leakage

Carbon pricing in the EU ETS has historically been very
low, especially after the 2009 recession: between 2012
and 2018, permits were sold at a price below €10/tCO,,
due to a surplus of emission allowances. However, 2021
onwards saw a rapid increase in the carbon price (linked



to the dynamics between supply and demand) for several
reasons. Firstly, the introduction of the Market Stability Re-
serve (MSR)” as part of the system reform process has
made it possible to absorb the surplus of allowances on
the market, thus supporting the carbon price. A second
inflationary effect is linked to the prospect of a more strin-
gent European environmental regulatory framework,
which is fuelling demand for permits from operators who
have begun to set aside permits in advance.

Besides structural factors, there are also contingent
elements linked to the dynamics of the energy market
(electricity, natural gas and coal). The recovery after the
pandemic has led to an increase in energy demand, but
supply has not adjusted as quickly. Moreover, with the
Russian aggression against Ukraine, EU countries have
decided to phase out their dependence on Russian gas
imports and ensure the security of their energy supply®.
The rise in gas prices and the strategy adopted by the
EU have produced different effects.

In the immediate term, the demand for energy has
inevitably turned to coal as an alternative source to
gas. While this slows down the decarbonisation
process, it also contributes (for the same reason,
namely that coal is the most carbon-intensive fossil
source), to keeping permit prices high. The growth
trend of carbon pricing in the EU ETS (to date the
permit price is 88 €/tC0O;,) is in line with the European
long-term strategy: from an energy point of view, the
war in Ukraine can be seen as an opportunity for the

EU to become independent of gas imported from
Russia and, above all, to accelerate the transition to
renewables.

The second issue concerns the permits that are alloc-
ated free of charge to industries with a higher risk of car-
bon leakage (such as cement, aluminium, iron, steel, fer-
tilizer, and electricity), in order not to affect their compet-
itiveness abroad and prevent carbon leakage. However,
as climate policy tightens (the 4th phase of the EU ETS -
2021-2030), caps on emissions will steadily decrease
and, consequently, so will permits, including those alloc-
ated for free. With less coverage for the most exposed
companies, the risk of carbon leakage will increase, ex-
acerbated by the continued rise in carbon pricing.

To mitigate the expected risk of carbon leakage, the
CBAM will serve as a tool to protect the competitiveness
of the most exposed companies. It will allow for equal
treatment for emissions produced in the EU and those
produced abroad: certain imported goods will be
burdened with carbon pricing to the same extent as sim-
ilar goods produced domestically. This equal treatment
will ensure that the CBAM is compatible with international
trade rules under the WTO®.

In theory, the CBAM could take two main forms. The first
hypothesis is a carbon tax on imports, paid by the im-
porter when the products enter the EU, and collected by
customs authorities at the border. The second option is to
replicate what is already happening with the EU ETS on
domestic activities: importers will have to acquire permits



to pollute (CBAM certificates) based on the content of
emissions embedded in the imported goods, at a price re-
flecting domestic goods'. The Commission is oriented to-
ward the second option, with the idea of phasing in the
CBAM from 2026, accompanied by the phasing out over
10 years the domestic allowances allocated for free.

In the literature It has been observed that free allow-
ances and the CBAM are two equivalent measures from
the point of view of environmental effectiveness'. How-
ever, this result does not consider the new high carbon
price scenario, which increases the risk of carbon leakage.
Moreover, the CBAM would have a two-fold advantage over
free allowances: first, to push (potentially) other countries
towards similar environmental protection measures;
second, to generate revenue for the European budget.
These two crucial aspects were also raised by the Council
of the EU, which voted in favour of the CBAM last March,
though it acknowledged that some relevant issues still
needed careful discussion, namely the issue of greater in-
ternational cooperation and the use of resources from the
sale of CBAM certificates.

5. Stronger international cooperation on climate

To overcome the problem of free riding in global climate
policy, Nobel laureate William Nordhaus proposed the idea
of the "Climate Club," that is, an agreement among mem-
ber countries to introduce an "international target carbon
price" accompanied by a system of incentives and penal-
ties for non-participants, such as to make it worthwhile to

join the Club. In practice, the group would charge non-
participating countries a uniform import tariff, independ-
ent of the carbon content of the imported good. Although
easy to implement, this solution would be discriminatory in
the WTO; in contrast, an import tariff based on carbon
content, although more complex to implement, would be
compatible with international rules.

A Climate Club in which domestic carbon pricing is ac-
companied by an import tariff commensurate with the
carbon content of the good (the CBAM, in fact) would be
a technically feasible solution™. Thus, the EU is proceed-
ing as a frontrunner, and the CBAM proposed by the Com-
mission is the incentive that the Climate Club formed by
the EU alone, offered to other countries to join. Indeed, if
partners joined the Club by adopting their own domestic
carbon pricing to the same extent as the CBAM, they could
keep revenues within their borders, thus internalising not
only the cost of pollution but also the revenues from
emissions.

There are no other cases in history (except California's
ETS) where a domestic carbon pricing is accompanied by
a border measure. This is also due to the low level of do-
mestic pricing present in the various jurisdictions, which
reduces leakage. A political assessment shows that a
CBAM would be accepted by countries that have already
adopted carbon pricing measures and with trade agree-
ments with the EU, so states such as Canada, Chile, Ice-
land, Japan, Norway, South Korea, Switzerland and New
Zealand™.



The CBAM would be an effective tool for reducing both
domestic and imported emissions in the EU. But the cover-
age provided by European carbon pricing, domestic and at
the border, would still be too limited compared to global
emissions, or only 11.8%. Of course, if the world's two
biggest polluters — the United States and China — also par-
ticipate in the European Climate Club, the problems of free
riding and differential responsibility would be overcome. "A
carbon tax on imports to the world's three biggest eco-
nomic blocks could catalyse tough climate action globally
[...] With the United States, EU and China making up 61%
of global gross domestic product and 43% of goods im-
ports, there's a powerful incentive for other countries to
join""™,

Although the United States has launched a "Plan for a
Clean Energy Revolution and Environmental Justice," it has
no plans, at least for now, to introduce carbon pricing at
the federal level. However, it has come out in favour of its
own CBAM. More problematic is the participation of China,
which has set a goal for climate neutrality in 2060, as it
claims that its emissions will peak in 2030 and only after
that will they start decreasing. The introduction of a nation-
wide ETS (however, with a carbon price of about $7/C0,)
is a good sign from China, but it could be an expedient to
restrict demands for greater effort and to portray China as
having sufficiently adopted other measures and incentives
for energy transition. As the President of the Chinese
Chamber of Commerce to the EU, Xu Haifeng, said, "l think
it's important to have communication and coordination
with the multilateral conventions. There should be more

dialogue with China and other trade parties to get better
methods of dealing with these issues [...] China embraced
a stricter policy and more incentives for the green trans-
ition. China will also coordinate with the Europeans to rein-
force the fight for carbon neutrality. The CBAM is not the
only measure we can take, | think we have many ways"'®.

To make the CBAM more politically acceptable, it will be
crucial to maintain open discussions with the United States
and especially China, something that seems to have been
lacking before the EU provided more details on the CBAM
proposal'’. Among other things, an important point will be
to develop methods to obtain the implicit carbon pricing,
that is, the monetary equivalent value per tonne of carbon
associated with a given environmental policy instrument,
even if there is no or very low domestic carbon pricing. In
addition, transparent and uniform criteria will be needed to
measure the actual carbon content of goods, especially in
the case of products that have undergone several stages
of processing giving rise to indirect emissions, which at a
later stage could be included in the CBAM. On these as-
pects, the EU can provide its expertise: an example of EU-
China collaboration concerns the assistance the European
Commission has provided to the Chinese Ministry of Eco-
logy and Environment to develop its carbon market.

6. Use of CBAM resources for poor countries

In addition to the participation of major polluters, an-
other critical aspect of the CBAM concerns the impact it
might have on poorer countries that export to the EU. A



relevant question is whether the CBAM can be compatible
with the Paris Agreement, according to which poorer coun-
tries would be subject to lower climate targets for being
less responsible for emissions. The CBAM could be also
accused of being a form of green protectionism.

Poor and emerging countries often cite the European
legislation on palm oil to raise their concerns about the
risk of green protectionism. The 2018/2001 Directive on
the promotion of energy from renewable sources intro-
duced a gradual ban on counting palm oil in the EU’s tar-
get for a share of renewables in 2030 (and related market
subsidies), in order to safequard nature, which is
threatened by unrestrained deforestation. This is seen as
a form of protectionism that favours alternative crops
grown in Europe, such as rapeseed and soybeans. Fur-
thermore, the EU’s argument of deforestation is disputed
as illegitimate given the past practice of large-scale defor-
estation by advanced countries.

One of the consequences of the CBAM would be the re-
definition of international trade patterns: on the one hand,
it would harm exports to the EU from emerging countries,
which, despite having a small share of emissions on a
global scale, have high-carbon production; on the other
hand, it would favour exports from the relatively more effi-
cient countries, a result favoured by the adoption of envir-
onmental legislation. According to UNCTAD, the countries
whose exports would be most exposed to CBAM are, in
order, Russia, China, Turkey, the United Kingdom and
Ukraine; the United States ranks ninth, after Korea, India

and Brazil'®. But while it would be relatively easy for ad-
vanced countries to adapt to CBAM, poorer or emerging
countries would incur greater risks. Rich countries would
be able to respond to the CBAM by diversifying their ex-
ports, calculating the actual carbon content embedded in
their products or, even better, embarking on a decarbon-
isation pathway. Moreover, economies such as China, In-
dia, and Brazil, in addition to being less vulnerable, may
be able to negotiate political agreements. In contrast,
many countries, particularly from the Global South and
non-EU Eastern Europe, would not have the same capacity
to adapt'. For example, some African countries that pro-
duce low emissions are at high risk from the CBAM be-
cause their statistical offices are unable to calculate accur-
ately the actual carbon content of their exports: in the ab-
sence of data, a standard coefficient would be applied that
could reflect a higher than actual amount of emissions.

Providing conditional financing for clean energy produc-
tion?°. Part of the CBAM's resources, estimated by the
Commission at between €14 billion and €28 billion a year,
could for example go to the Green Climate Fund, created
in 2010 with the (so far unfulfilled) goal of allocating $100
billion a year to the poorest countries®’. The CBAM will
need to be complemented by additional resilience meas-
ures, such as technology transfers in renewables, as well
as assistance with calculating actual emissions.

The equity aspect of a global emissions reduction plan
is important. An alternative proposal to carbon pricing is
the one proposed by Indian economist, Rajan, for a Global



Carbon Incentive?, through which every country, rich or
poor, would have the same incentives to reduce its emis-
sions. He suggests creating a fund whereby if a country
emits more (in per capita terms) than the global average,
it would contribute a predetermined amount to the fund;
conversely, if it emits less than the average, it will benefit
from a proportionate transfer. Under this scheme "every
country would face an effective loss of $10 per capita for
every additional ton that it emits per capita," which would
drive the push towards energy efficiency and the replace-
ment of fossil fuels with clean energy. The proposal is inter-
esting, especially if we consider emissions from the point
of view of consumption, not production. It is also a simple
proposal to a complex problem. However, some relevant
aspects remain to be defined, for example it is not clear
who (government, companies?) would be required to pay
into the fund for excess emissions. Another question is how
this scheme would coordinate with the numerous carbon
pricing schemes already in existence around the world.

7. Conclusions

European carbon pricing is set to become one of the
most important climate policies of the EU and is the most
effective tool for climate neutrality, a goal that the world's
leading countries, with more or less binding commitments,
have set for the long term. The legislative proposal on
(BAM is ongoing, and there are many technical issues to
be resolved. For example, while the Commission initially
proposed to consider only certain sectors and only direct

emissions, the European Parliament has proposed to ex-
tend the measure to indirect emissions. Another key issue
is how the carbon content of imported goods will be calcu-
lated: by reference to a benchmark or based on actual
content, which, however, requires extensive monitoring
and reporting?

Beyond the details, which are nonetheless relevant, the
decision-making process for the introduction of the CBAM
requires an extensive involvement of the most affected
global actors, both in terms of responsibilities and reper-
cussions. Furthermore, it is necessary for all trading part-
ners to ensure and maintain alignment with WTO rules.
Dialogue, especially with the United States and China, must
remain open and transparent, so that the decision on the
CBAM is not perceived as unilateral, and therefore carry-
ing the potential for retaliation in a protectionist sense.
The need to maintain coordination and cooperation
among the major powers and to create solidarity with the
countries most affected (but least responsible) by global
warming, is even stronger today, in the context of the war
in Ukraine.
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