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A practical carbon border adjustment mechanism

» The European Commission has proposed a carbon border adjustment mechanism (CBAM) as part of
a package of measures to help meet its ambitious emission reduction goals

» The mechanism aims to make sure that the imported goods face the same cost of carbon emissions
as domestically-produced goods do, in order to prevent carbon leakage

» The scheme is limited in the products it covers, which means that it is not a comprehensive
equalisation of carbon costs, but it does avoid the complexity that a wider scheme might create

» The phasing out of free Emissions Trading System allowances should mean that CBAM will likely be
World Trade Organisation compliant

Introduction

As part of a package of energy and climate laws aimed at reaching the EU’s 2030 goal of cutting emissions by 55%, the
European Commission (EC) has proposed a carbon border adjustment mechanism (CBAM). The basic aim of the
mechanism is to make sure that the imported goods face the same cost of carbon emissions as domestically-produced
goods do, in order to prevent ‘carbon leakage’. This note sets out the rationale behind the proposal, the details of how it
would work, as well as some of the drawbacks and limitations of the scheme.

Preventing carbon leakage

The EC’s case for proposing CBAM is that the EU has more ambitious policies to tackle climate change than many of its
international trading partners. Specifically, the price applied to green house gas emissions in Europe is higher than
elsewhere, which raises the risk of carbon leakage. Carbon leakage occurs when in response to (higher) charges on
emissions in the EU, businesses transfer production to other countries or imports from these countries replace products
(which are responsible for lower emissions) produced domestically. The concern is that carbon leakage would offset the
impact of the EU’s climate policies on global emissions by increasing emissions in other countries. CBAM is aimed at
addressing this issue, but also creating incentives outside the EU to step up their efforts to reduce their carbon emissions.

The EU has had an Emissions Trading System (ETS) in place since 2005 to limit emissions. Yet the evidence of significant
carbon leakage up until now has not been very convincing (see a Bruegel study from last year here for an overview of some
of the evidence). However, this might be because of existing carbon leakage protection mechanisms. In particular, ETS
sectors that are most vulnerable to carbon leakage are granted free emission allowances as well as state subsidies to
compensate for higher electricity costs. While addressing the risk of leakage, the Commission notes that the system of free
allowances also dampens the incentive to invest in greener production at home and abroad. Meanwhile, the EC reasonably
makes the case that the divergence in climate policies, and hence the risk of carbon leakage, will likely increase going


https://www.bruegel.org/wp-content/uploads/2020/03/PC-05-2020-050320v2.pdf
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forward, given the EU’s accelerated efforts. Emission reduction targets have been made more ambitious, while the free
allocation of allowances will decline over time (see our note ‘Stricter ETS to accelerate emission cuts’ — here)

The way CBAM will work

The EC considered a number of different options of how to design the CBAM. Ultimately it is proposing a system that mirrors
the ETS regime. In particular, as with ETS allowances, importers will need to surrender CBAM certificates that reflect the
carbon emissions of the products. The certificates will be purchased at a price that corresponds to that of the ETS allowance
(as determined by the weekly average auction price in EUR/t CO2 emitted) at that time, but would be eligible for a reduction
equivalent to any (unrebated) carbon price paid in the country of production. While the ETS sets an absolute cap on
emissions, the CBAM will not set import limits.

The importer is charged with reporting the actual emissions embedded in the product (direct emissions during the production
process of the products covered) and would then hand in the number of certificates that correspond to those emissions. A
back up system will be available for cases where the importer does not have sufficient data on emissions. In these cases,
the carbon emission intensity of the products would be based on default values, but the importer will have the opportunity to
demonstrate better performance on the basis of evidence of actual emissions. For electricity, the Commission’s preference
is to employ a reference value for emissions embedded in imported electricity based on the average emission factor of the
EU electricity mix, but importers will have the option to demonstrate lower emissions at their installation level. The emission
declaration and certificate handover would take place annually and would cover the previous year’s import volumes. The
system would be administered by national climate authorities.

The scheme will be applied gradually over a 10 year period starting in 2026, though there will be a transition period between
2023 and 2025 where the system is applied without financial adjustment. At the end of that period, free ETS allowances will
be reduced by 10 percentage points each year and the CBAM will be phased in. As a general principle, the EC states that at
no point over the transition period should imports receive less favourable treatment than domestically-produced goods.
The scope of the scheme
The EC’s ultimate ambition is for a broad product scope of the CBAM that would ensure that the treatment of imports is
equivalent to that of domestically-produced goods. However, it deems that it is prudent to start with a more limited number of
sectors. The initial product scope is set out in the table below.
The products were selected on the basis of:

(a) Products that are relatively homogeneous with increased risk of carbon leakage

(b) Relevance in terms of carbon emissions

(c) Limited complexity and administrative burden


https://insights.abnamro.nl/en/2021/07/stricter-ets-to-accelerate-emission-cuts/
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CBAM sectors CBAM materials or products

Cement Clinker
Portland cement
Iron & Steel Iron & steel primary forms
Hot rolled & further steps
Coated hot rolled & further steps
Aluminium Aluminium unwrought
Aluminium unwrought alloyed
Aluminium products
Alloyed aluminium products
Fertilisers Ammonia
Urea
Nitric acid
Ammonium nitrate

Electricity generation Electricity

Source: European Commission

The industrial sectors in scope account for more than half of total emissions in total industry. Taken together with electricity
generation, they account for around 40% of total CO2 equivalent emissions.
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Impact of CBAM

The EC made projections of the impact of various scenarios and policy options on carbon emissions and on the economy as
part of its impact assessment. We show a selection of outcomes below under three of these scenarios and policy options.
The ‘free allocation’ scenario is one of increased climate ambition to meet the 55% target, free allowances under the ETS
continuing and no CBAM. The ‘no free allocation’ scenario is the same but removes free allowances. The final scenario also
removes free allowances but introduces the CBAM. As can be seen in the charts on the next page, the introduction of the
CBAM leads to a significant reduction in carbon leakage (defined for a particular sector(s) as the change in emissions in
non-EU divided by the change in emissions in the EU). In addition, the CBAM would prevent the fall in output that would take
place in scenarios with no border adjustment and a stepped up climate ambition.
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Impact on carbon leakage in CBAM sectors in 2030 Impact on output in CBAM sectors in 2030

% % relative to baseline

50 1

40 0

30 ||

20 -1

10 -2

0o — . . .

-10

-20 4

-30 -5

Free allocation  No free allocation No free allocation Free allocation  No free allocation No free allocation
+ CBAM + CBAM

Source: European Commission Source: European Commission

Drawbacks and limitations

The CBAM'’s initially limited product scope raise the risk of carbon leakage in other sectors along the value chain. Luis
Garicano — member of the European Parliament and Professor at IE Business School - makes the case (see here) that
intermediate or end products, which use the basic materials covered by the CBAM, could be produced using those materials
sourced outside the EU before being imported into the EU. The degree of carbon leakage would be higher, the higher the
value share of the basic material and vice versa. The EC estimates that on aggregate the risk of carbon leakage
downstream is quite low, but also admits that this may change as carbon prices rise.

Another limitation of the CBAM is the potential for ‘resource shuffling’. This refers to the practice of steering the products
resulting from less emission-intensive production towards the EU, while the overall carbon intensity of production in the
importers domestic market remains unchanged. The estimates shown above, do not make any allowance for resource
shuffling. This is a risk that would be difficult to mitigate without moving to a system of measuring emissions based on a
reference value rather than on actual values.

Finally, the CBAM has the potential to result in a political backlash from the EU’s international trading partners and could
potentially result in trade disputes. Indeed, the Russian government has already been very vocal in its opposition. Our
understanding however is that the CBAM in its current form is very likely to be judged as WTO compliant, given that the
phasing out of free allowances allows for the equal treatment of imports and domestically produced goods.

A practical scheme

All things considered, the CBAM seems to have been designed in a practical way, which will limit carbon leakage in the
sectors covered, while allowing the ETS to become more effective by reducing allowances. Although the scope is limited in
the first instance, a wider scheme may have been very complex and difficult to administer. There are caveats. The final
shape of the proposal from the EC could change following what are likely to prove long negotiations between member
states. In any case, following the transition period, the EC will evaluate the scheme, including whether to extend its scope.


file:///C:/Users/X84805/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/56XT1N05/CBAM_WorkingPaper_LG.pdf
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DISCLAIMER

This document has been prepared by ABN AMRO. It is solely intended to provide financial and general information on economics. The information in this document is strictly proprietary and is being
supplied to you solely for your information. It may not (in whole or in part) be reproduced, distributed or passed to a third party or used for any other purposes than stated above. This document is
informative in nature and does not constitute an offer of securities to the public, nor a solicitation to make such an offer.

No reliance may be placed for any purposes whatsoever on the information, opinions, forecasts and assumptions contained in the document or on its completeness, accuracy or fairmess. No
representation or warranty, express or implied, is given by or on behalf of ABN AMRO, or any of its directors, officers, agents, affiliates, group companies, or employees as to the accuracy or completeness
of the information contained in this document and no liability is accepted for any loss, arising, directly or indirectly, from any use of such information. The views and opinions expressed herein may be
subject to change at any given time and ABN AMRO is under no obligation to update the information contained in this document after the date thereof.

Before investing in any product of ABN AMRO Bank N.V., you should obtain information on various financial and other risks and any possible restrictions that you and your investments activities may
encounter under applicable laws and regulations. If, after reading this document, you consider investing in a product, you are advised to discuss such an investment with your relationship manager or
personal advisor and check whether the relevant product —considering the risks involved- is appropriate within your investment activities. The value of your investments may fluctuate. Past performance is
no guarantee for future returns. ABN AMRO reserves the right to make amendments to this material.

© Copyright 2021 ABN AMRO Bank N.V. and affiliated companies ("ABN AMRO)



