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Executive summary 

The European Green Deal has set a target of reducing European Union carbon emissions 

by about 40 percent over the next ten years. Reaching this target is likely to involve a signifi-

cant increase in carbon prices. Theoretically, higher carbon prices can lead to carbon leakage, 

or the relocation of industrial activity and its accompanying emissions out of economies with 

high carbon prices and into economies with low carbon prices.

To address this perceived threat, the European Commission will consider the inclusion of a 

carbon border adjustment mechanism within the European Green Deal. This will apply a charge 

on goods imported into the EU, based on the emissions emitted during their production.

The European Commission should not make the implementation of a carbon border ad-

justment mechanism into a must-have element of its climate policy. There is little in the way 

of strong empirical evidence that would justify a carbon-adjustment measure. Assessments 

of current carbon pricing schemes typically find no leakage, while ex-ante modelling tends 

to find limited leakage, with results highly sensitive to underlying assumptions. Energy price 

differentials – a proxy for carbon prices – do not necessarily result in a relocation of energy-in-

tensive production. 

Furthermore, significant logistical, legal and political challenges will arise during 

the design of a carbon border mechanism. Choices would have to be made between more 

efficient but highly complex and politically risky approaches, and mainly symbolic but more 

easily implementable solutions. 

To simplify the design of a carbon border mechanism whilst maximising its benefits, the 

Commission has proposed focusing only on carbon-intensive and trade-exposed sectors. But 

it will be difficult to draw a strict line between covered and non-covered sectors. Trade devi-

ation will potentially lead to lobbying and the temptation for ‘cascading protectionism,’ with 

tariffs extended to industries further along value chains. 

A strategy of tying future climate policy to the implementation of a border adjustment 

mechanism might therefore hinder rather than help EU climate policy. The EU should instead 

focus upon the implementation of measures to trigger the development of a competitive 

low-carbon industry in Europe.
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1 Introduction
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What makes the analysis so complicated? 
An extensive literature has never been able to agree on the magnitude of carbon leakage for a 

certain environmental policy (for example, a €50/tonne CO2 price). Two extremes illustrate 

the uncertainty: in a worst-case scenario, an EU emission standard would kill a more-or-less 

carbon-efficient industry in the EU, leading that industry’s products to be imported from 

countries with less carbon-efficient industries (and possibly also causing substantial trans-

port emissions). The EU environmental standard would lead global emissions to increase 
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Ex-post 
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consumers. The three main industrial sectors considered to be vulnerable to carbon leakage 

because of their participation in the ETS are steel, mineral products/cement and aluminium 

production.
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production and net imports for each of these sectors, with changes to net imports considered 

as the ‘competitiveness effect’. They found that for the most energy-intensive sectors (such as 

iron and steel, aluminium and cement), of the reduction in domestic production attributed 

to a rise in energy prices, only about one-sixth could be attributed to ‘competitiveness effects’. 

Meanwhile, for sectors with median energy intensity there is no statistically significant effect 

of changing energy prices on net imports. 

Results therefore suggest that buyers of products such as steel and aluminium respond to 

changing prices, but appear to do so not by shifting consumption to foreign substitutes, but in 

other ways, including by switching to other, less energy-intensive materials or by using less of 

the good in the manufacture of their final product. The authors suggest this might be because 

imports are imperfect substitutes for domestically produced products, or that other trade 

determinants limit substitution possibilities.

Figure 2: Natural gas used as feedstock for hydrogen production in US regions

Source: Bruegel based on US Energy Information Administration, available at: https://www.eia.gov/dnav/pet/pet_pnp_feedng_k_a.htm and 
https://www.eia.gov/outlooks/steo/data/browser. Note: Petroleum Administration for Defense Districts (PADDs) are used for natural gas 
volumes. We match these to natural gas prices from the US Energy Information Administration. PADD 3 corresponds to New Mexico, Texas, 
Arkansas, Louisiana, Mississippi and Alabama with the corresponding price data from Texas, Oklahoma, Arkansas and Louisiana. PADD5 
corresponds to Washington, Oregon, California, Nevada, Arizona, Alaska and Hawaii. The corresponding natural gas price is for the same 
states without Nevada and Arizona.

The response of industry to changing energy prices can be illustrated with another 

https://www.eia.gov/dnav/pet/pet_pnp_feedng_k_a.htm
https://www.eia.gov/outlooks/steo/data/browser
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3 A carbon border tax would be very difficult 
to implement
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discriminate against smaller/less-developed players. The incentives for more polluting firms 

to decarbonise will also be reduced. A firm will receive no economic benefit unless they are 

able to reduce carbon content below the benchmark, taking into account the economic cost 

of self-reporting. Moreover, the setting of default carbon values will imply judgement calls 

similar to the benchmarks used for distributing free allowances in the ETS, which became a 

major lobbying battleground in Brussels.

One possibility would be to use the EU ETS benchmarks. Under the ETS, free emissions 

allowances are given to companies based on how well they perform against product-

related benchmarks, with only the best 10 percent of performers receiving all allowances 

for free. Benchmarks (for example, 1.62 tonnes of CO2 generated per tonne of ammonia 

produced) have been determined for more than 50 products15. Using such a well-established 

methodology, which has not so far been challenged at the World Trade Organisation, could 

resolve some complicated technical questions at the beginning. But over time the question 

will arise whether the benchmarks should evolve in step with EU decarbonisation16 or if the 
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nails, staples and similar articles increased by 33 percent, while imports of aluminium wire, 

cables, plaited bands and similar increased by 152 percent21. The result was detrimental to 

domestic demand for US-produced steel and aluminium22. The Trump Administration has 

now decided to extend tariffs further down the value chain, illustrating nicely the theory of 

‘cascading protectionism’23. Given the complexities of a more comprehensive CBT, it is not 

clear how easy it would be for the EU to engage in this game of chasing carbon down the value 

chain.

The closest to an explicit analysis of the magnitude of this effect we have been able to find 

comes from Burniaux 
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In the event that a CBT was legally challenged and found to violate Articles II.2 or III.2, 

General Agreement on Tariffs and Trade exemptions can be applied for tariffs that “protect 

human, animal, or plant life or health” or when they are related “to the conservation of 

exhaustible natural resources”. A CBT would likely meet these criteria, but explicit measures 
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to fill the hole in the EU’s budget following Brexit29 (Krukowska, 2020). Such an argument 

blurs the distinction between a CBT as a measure designed for global environmental 

purposes and green protectionism. As an advocate of free trade, the EU must be careful to 

steer clear of the argument that a CBT is a disguised restriction on intentional trade. Rather 

than accruing to the general budget, any EU CBT revenues should be sent back to developing 

countries affected by the tax. 

Figure 3: Intensity of CO2 emissions embodied in total gross exports of final 
products in 2015 (in tonnes per $ million for the six lowest and highest countries)

Source: OECD.

Because of the negative impacts for carbon-intensive exporters, the cost of compliance and 

fears of extraterritorial overreach, many of the EU’s trade partners will be firmly opposed 

to an EU CBT. Other countries have already shown their willingness to retaliate in similar 

circumstances. When the EU tried in 2012 to introduce carbon pricing for the full distance of 

flights arriving from outside the European Economic Area, the US, China and other countries 

quickly resisted (Sapir and Zachmann, 2012). The EU was forced to bury the proposal, in 

particular after reported Chinese threats to cancel Airbus orders30 (Lewis, 2013). It is highly 

likely a unilateral EU CBT would trigger similar reactions31. 

The US would certainly strongly oppose – US commerce secretary, Wilbur Ross, has 

already said as much32 (Tett et al, 2020). One possible area for retaliation would be tariffs on 

automobiles, which could have a similar effect on the EU as the Chinese threat to Airbus in 

2012. Introducing a CBT would thus require strong commitment and a coherent position from 

each EU country, in order to overcome the inevitable foreign opposition.

A wide international alliance with other countries that might join an EU initiative to 

introduce domestic climate policies, together with a jointly-designed CBT might alleviate 

some of the concerns33. But some countries, including the US and China, might have 

structural reasons to dislike such an approach (Böhringer and Rutherford, 2017). Therefore, 

29 See E. Krukowska, ‘Carbon Border Tax in Europe Gets Backing From Polish Premier’, 6 February 2020, Bloomberg.

30 
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significantly derailed by WTO disputes38.

If well designed, such a system could increase tenfold the incentive for emission 

reductions39. Such a competitive scheme to reduce emissions and develop new low-carbon 

technologies would be much more forward-looking than current schemes that compensate 

emission-intensive producers.

Measures to create markets for low-carbon alternatives can also be developed40. Similar 

to renewables support, a quota system for green products could be considered, in which the 

government sets the percentage of the product, such as steel, that must come from low-

carbon sources and then allows the market to determine the cost.

Standards for products that can be used in the EU might be developed so that very 

carbon-intensive products are excluded. This might work best for products where the ‘dirty’ 

alternative can be clearly identified.

Contracts for difference are another support system for low-carbon alternatives41. These 

guarantee to investors in green projects a certain carbon price, which might be significantly 

above the market price. Contracts for difference are not linked to a measurable output, for 

example tonnes of green steel. That makes the contracts easier to administer, but also results 

in only indirect incentives for the production of low-carbon products. So, an investor might 

benefit from the contract for difference initially obtained, irrespective of whether the green 

steel installation is fully used or not.

Public procurement represents a huge market in the EU for building materials and other 

products. Rules on public procurement should be designed in a way to better stimulate 

demand for low-carbon products.

https://www.wto.org/english/tratop_e/dispu_e/cases_e/ds426_e.htm
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5 Conclusion
Carbon leakage is real but limited and it should receive the political attention it merits but no 

more. All measures to address carbon leakage are imperfect, including carbon border taxes. 

A CBT could be introduced in very different ways. The EU will have to choose between more 

efficient but highly complex and politically risky approaches, and almost ineffective but easily 

implementable mainly symbolic solutions.

Developing a CBT will however certainly expend significant amounts of human 

and political capital, whilst alienating and provoking international partners with whom 

cooperation is essential for successful decarbonisation. Moreover, given the predominance of 

indirect leakage, and difficulties in measuring embedded carbon from foreign producers, it is 

https://clcouncil.org/economists-statement/
https://clcouncil.org/economists-statement/
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