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EXECUTIVE SUMMARY

The European Union is the world’s largest importer of virtual CO2-emissions: its net imports of goods and services
contain more than 700 million tons of CO2 emitted outside of the EU’s territory. This is more than 20 % of the EU’s own
territorial CO2 emissions. Therefore, shifting carbon pricing away from pricing the EU’s territorial emissions to pricing
the EU’s CO2-footprint (by means of carbon border adjustment) enhances the reach of European climate policy
activities and increases their effectiveness for promoting global abatement activities.

The above resultrelies only on the EU being a netimporter of CO2 emissions embodied in international trade. It does

not rely on the answer to the question, whether stronger unilateral CO2 mitigation efforts in the EU cause the imports
of embodied carbon to increase (direct carbon leakage).

Direct carbon leakage refers to the possibility that stringent unilateral CO2 policiesin the EU, e.g. in the form of high
carbon prices or regulatory measures, might lead to an increase in the carbon imports embodied in trade of goods and
services: as European firms’ relative production costs are driven up relative to firms in non-committed foreign
countries, domestic production is replaced by imports and domestic emissions are replaced by foreign ones. This
compromises the effectiveness of the EU’s climate policies and endangers jobs and value added in exposed sectors.

Ex post evaluations of existing carbon policies arrive at mixed conclusions. On the one hand, emission pricing in the
EU ETS, so far, is mostly not found to cause direct carbon leakage. On the other hand, studies based on a broader focus
of climate policies (not just carbon prices) suggest that measures, e.g., in the context of the Kyoto Protocol, have indeed
led to carbon leakage. In countries that have committed to emission targets, imports of goods have gone up by about
5 % and the carbon-intensity of imports has gone up by 8 %.

Ex-ante predictions by simulation models indicate that direct leakage is indeed likely. Its size depends on the difference
between the EU’s carbon prices and those of its trading partners. On average, studies indicate that about 15 % of
domestic emission savings are offset by additional foreign emissions.However, the range of estimatesiis very large. In

most studies, indirect carbon leakage that operates through global markets for fossil fuels, however, is quantitatively
more important than direct carbon leakage operating through international markets for goods and services.

Ex-ante models show that carbon border adjustment can reduce carbon leakage. In complete setups, it can fully
eliminate directleakage. It does little to reduce leakage through energy markets, or to incentivise countries to engage
into more ambitious climate policies.Results depend crucially on the design of the mechanism. Moreover, simulations
also show that the adjustment burden is shifted to non-abating countries, many of which are poor and
underdeveloped.

The note concludes that carbon leakage is an empirically relevant concern. Carbon border adjustments (CBAs) can
lower carbon leakage occurring through goods markets. CBAs need to be treated very carefully because they might
provoke retaliation by non-committed countries and because they may shift the burden of adjustmentto poor
countries. Inthe context of the EU ETS, one promising strategy could be to grant free allocations of emission permits
to leakage-prone industries but combine this with a consumption tax, applied to domestic and foreign goods
produced by those exempted industries.

EP/EXPO/INTA/PWC/2019-01L0t5/1/C/02 EN
April 2020- PE603501 ©European Union, 2020



Policy Department, Directorate-General for External Policies

This briefing was requested by the European Parliament's Committee on International Trade.
English-language manuscript was completed on 14 April 2020.

Printed in Belgium.

Authors: Prof. Gabriel Felbermayrand Prof. Sonja Peterson, Kiel Institute for the World Economy (IfWKiel).
Official Responsible: Mario DAMEN

Editorial Assistant: Jan MUYLDERMANS

Feedbackis welcome. Please write to: mario.damen@europarl.europa.eu or wolfgang.igler@europarl.europa.eu.

To obtain copies, please send a request to: polde p-expo@europarl.europa.eu

This paper will be published on the European Parliament's online database, Think tank’.

The content of this document is thesoleresponsibility of the author and any opinions expressed therein do not necessatily

represent the official position of the European Parliament. It is addressed to the Members and staff of the EP for their
parliamentary work. Reproduction and translation for non-commercial purposes are authorised, provided the source is
acknowledged andthe European Parliament is given prior notice andsenta copy.

ISBN: 978-92-846-6752-9 (pdf) ISBN: 978-92-846-6753-6 (paper)
doi: 10.2861/577601 (pdf) doi: 10.2861/02958 (paper)
Catalogue number: QA-02-20-394-EN-N (pdf) Catalogue number: QA-02-20-394-EN-C (paper)


mailto:mario.damen@europarl.europa.eu
mailto:wolfgang.igler@europarl.europa.eu
mailto:poldep-expo@europarl.europa.eu
http://www.europarl.europa.eu/thinktank/en/home.html

Economic assessment of Carbon Leakage and Carbon Border Adjustment

Table of contents

1 The fundamental problem: Policy fragmentation 5
2 Typesof carbon leakage 5
3 Carbonfootprints, territorial emissionsand carbon
embodied in imports in the data 6
3.1 Territorial emissions and footprints 6
3.2 Carbontrade 7
3.3 Implications for carbon border adjustment 8
4 Does carbon pricing cause leakage? 9
4.1 Factors driving direct carbon leakage 9
4.2 Core findings from simulation studies 10
4.3 Econometric analysis of trade flows and carbon leakage 11
5 Addressing carbon leakage 15
5.1 A’‘complete’ carbon border adjustment (CBA) regime 15
5.2 Smart hedging against carbon leakage 16
5.3 Positive and negative economic effects of CBA 16
6  Conclusions 18

References

Y
O



Policy Department, Directorate-General for External Policies

1 The fundamental problem: Policy fragmentation

‘Climate change presents a unique challenge for economics:it is the greatest and widest-ranging market
failure ever seen.’ (Stern, 2007). The market failurerefers to the fact thatdecentralised mitigation efforts do
not suffice to achieve the necessary amount of reductionsin global CO2-emissions. The climateis a global
public good; since mitigation efforts are costly, countrieshave strongincentives to free-ride on the efforts
of other. Whether emissions are reduced abroad or at home makes no difference for the local
consequences of climate change. Therefore, it is immensely challenging to commit all countries to
emission mitigation policies (Nordhaus, 2015).

Nonetheless, 197 countries are parties to the Paris Climate Agreement, 187 have ratified it. By doing so,
they acknowledge that ‘climate change is a common concern of humankind’,and they recognise that there
is a ‘need for an effective and progressive response to the urgent threat of climate change on the basis of
the best available scientific knowledge’. The parties have agreed to undertake ‘ambitions efforts’ ‘as
nationally determined contributions to the global response to climate change’ (Art. 3). They have also
reaffirmed the ‘principle of common but differentiatedresponsibilities’. Moreover, obligationsin the Paris
Agreement are legally non-binding, and countries may not comply with their obligations because there
are no sanctions for noncompliance (Kortum and Weisbach, 2016). Indeed, the free-riding problem in
combatting global climate change s strong (Nordhaus, 2015). Forthis reason, the world is set for unilateral
climate policies at the national level that are likely to be highly heterogeneous regarding their level of
ambition as measured by the percentage reductions of territorial emissions. Countries not only differ with
respect to their targets, theyalso differ with respect to the instruments.

The core problem of global climate mitigation policies is that the world has not adopted a common price
for carbon emissions or a binding emission cap. For this reason, Nobel Prize winner William Nordhaus
(2015) has famously called to focus efforts on creating a large coalition - a Climate Club - of countries
willing to engage into mitigation policies. Based on economic theory and empirical modeling, he argues
that without sanctions against non-participants there are no stable coalitions other than those with
minimal abatement. By contrast, a regime with small trade penalties on non-participants, a Climate Club,
caninduce a large stable coalition with high levels of abatement.

Policy-makers have to deal with the fact thatthereis nosuch Climate Cluband thatonly asubset of regions,
the European Union being one of them, is willing to adopt sufficiently ambitions climate policies. The
problem with unilateral, heterogeneous climate policies is that they reduce the effectivenessandefficiency
of unilateral carbon policies such as CO2-prices. Moreover, by giving rise to competitiveness concerns,
asymmetries undermine more ambitious national climate policy initiatives. Global climate warming can be
effectively addressed by a global policy approach only.

The fragmented global carbon policy landscape lies at the core of the leakage problem. If all relevant
countries of the world where toengageinto comparable carbon mitigation policies such as carbon pricing
through a global cap-and-trade system, no leakage problem would arise.

2 Types of carbon leakage

Carbon leakageis defined as the additional CO2 emissions of non-mitigating countries (i.e. subjected to a
weak reference policy) compared to the CO2 abatement achieved by pioneering regions (i.e. pursuing
additional policy ambition such as the European Union). Carbon leakage is an important aspect of the
globally fragmented CO2-policy landscape as it has implications on GDP growth, trade, employment,
emissions and business decisions.



Economic assessment of Carbon Leakage and Carbon Border Adjustment

Carbon leakage can take place through two main mechanisms or channels that are activated by policy-
induced changes in relative prices (Arroyo-Curras, 2015; Bohringer et al., 2017):

(i) changes ofinternational trade in goodsandservices that embody carbonemissions generated
during the production process, also known as direct leakage or the product market or
competitivenesschannel; this channel may operate or be magnified by international mobility
offirms, i.e. by a capital market channel;

(ii) changes in the patternsofinternational fossil fuel trade, which has been called indirect leakage
or the energy markets channel.

Channel(i) is theoretically explained by the pollution haven or factor endowmenthypotheses. The energy
markets channel (ii) results from reduced demand for fossil fuels due to unilateral action in emission
abating regions, which depresses global energy prices and induces larger demand and consumption in
non-abating regions. Sometimes the literature also discusses a spill-over channel which refers to the
possibility that carbon policies of committed regionslead to technological progressthatspills overto non-
committed regionsand may help lower emissionsthere. Notice thatcarbonleakage can be positive (most
likely for channels (i) and (ii)) or negative (i.e., when carbon unilateral policies facilitate emission savings in
non-abiding countries). In the following, attention is focused on channel (i) because of its interaction
between trade and climate policy.

3 Carbon footprints, territorial emissions and carbon embodied in
imports in thedata

Theimportance of international tradeis bestillustrated by comparing the EuropeanUnion’s territorial CO2-
emissions with its CO2-footprint'. The difference between the two measures is made up by international
trade.

3.1  Territorial emissions and footprints

Territorial emissionsare defined asthe sum of all CO2-emissions that occurin a specific yearon the territory
of the Union. They capture emissions generated by producing goods and services within the borders of
the EU. Official international CO2-accounting is based on this concept. Most concepts of CO2-pricing use
territorial emissions as the basis on which levies are applied. Figure 1 shows that the EU’s CO2 emissions
have fallen over time. From 1990to 2017, they have decreased by 21 % (and by 23 % from 1990to 20183,

Thefigurealso showsthe EU’s carbon footprint. This measures the carbon content of allgoodsand services
absorbed (i.e., consumed or invested by private or publicagents) in the EU, regardless whether they have
been produced on the territory of the EU or abroad. The estimation of the carbon footprint requires
tracking the carbon content of goods and services produced abroad and absorbed in the EU, the carbon
content of goods and services produced in the EU for domestic absorption, and the carbon content of
goods and services produced in the EU for foreignabsorption. The measure requires knowledge of foreign
directand indirect emissionsassociated tothe production of goods and services. Since intermediate inputs
are oftenimported from abroad, and those inputs may contain furtherinputsfromyet other countries, the
estimation of the CO2-footprintmakesuse of a world input-outputtable for each year in order to capture

'In the following the term CO2 generically refers to greenhouse gases in CO2-equivalents.

2The following discussion does not hinge on whether carbon pricing is implemented via CO2-taxes or emission trading.

% Note that due to different methodologies, data published by the Global Carbon Project (2019) differs slightly from official EU data
(as reported, e.g., by Eurostat or the European Environment Agency); see Friedlingstein et al. (2019)
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global production networks*. The CO2-footprint is often also referred to as CO2-consumption (as
embodied in goods and services).

Figure 1 Estimates of European Union CO2-emissions, CO2-footprint and CO2-imports, in million
tons of CO2 per year
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Source: Global Carbon Project (2019), own calculations and illustration. Note: emission data differ from official EU data due to
different treatment of COand CO4 emissions.The EU is defined over 28 members (as 0f 2019). Vertical line indicates the start of the
EU Emission Trading System (ETS) in 2005.

Figure 1 shows that the CO2-footprint of the EU is higher thanterritorial emissions, implyingthatthe EU is
anetimporter of CO2.In other words, imports into the EU are related to higher CO2-emissionsabroadthan
exports from the EU to foreign countries. The footprint has fallen by 15 % from 1990 to 2017. Thus, the
reduction in the carbon footprinthas been less pronounced (by 6 percentagepoints).

3.2 Carbon trade

Figure 1 plots net imports of CO2° Net imports of CO2 are the difference between the footprint and the
territorial emissions.They haveincreased by 33 % between 1990 and 2017. The fact that, in 2017, through
trade of goods and services, the EU has beenimportingmore CO2 than it has been exporting, is despite it
being a net exporter of goods and services of about EUR 167 billion. The CO2-contentembodied by imports
into the EU must be much larger than the CO2-content of domestically produced goods®. In 2005, when
the EU’s ETS came into force, the data suggest a small uptick of net carbon imports, which would be
consistent with the idea that unilateral climate policy leads to carbon leakage.

4 See Petersetal.(2011) or Aichele and Felbermayr (2012) for details on the procedure.

5 Peters and Hertwech (2008) refer to net carbon imports as a weak version of carbon leakage. We prefer reserving the term
‘leakage’ to situations, where delocalisation of carbon emissions is explicitly triggered by differential climate policies.

6 Eurostat calculations of the EU’s carbon footprint make the assumption that foreign production is exactly as carbon-intensive as
EU production. Empirically, thisis a very misleading assumption. World Bank data reveals that the CO2-intensity of GDP (measured
in kg territorial CO2-emissions per 2010 US$ of GDP) was 0.18 in the European Union (ranging between 0.08 in Sweden and 0.86
in Estonia), but 0.32 in the US or 1.24 in China, 1.69 in Ukraine, and 0.49 on average at the global level. Hence, the Eurostat
methodology results in very small difference between the footprint and territorial emissions. Moreover, as the EU has become a
net exporter of goods and services since 2008, implied carbon imports have fallen and turned negative (i.e., the EU is a net carbon
exporter); see https://ec.europa.eu/eurostat/statistics-explained/index.php/Greenhouse gas emission statistics -

carbon _footprints#Carbon dioxide emissions associated with EU consumption.
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Figure 2 CO2 embodied in net imports as a share of EU carbon footprint, %
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Source: Global Carbon Project (2019), own calculationsand illustration. Vertical line indicates the start of the EU Emission Trading
System (ETS) in 2005.

Figure 2 plots the EU’s CO2-emissions embodied in net imports as a percentage share of the EU’s CO2-
footprintand finds thatit has beenincreasing from 11to 17 % from 1990 to 2017. The recent reduction is
dueto lower CO2-intensities of productionin main sources ofimports, mostnotably in China.

In 2017, with 728 million tons, the EU is the world’s largest net importer of CO2-emissions. The US, another
major importer,accounts for 416 million tons.This is because the US has a higher average CO2-intensity of
production so that its territorial emissions and its footprint coincide more closely. China, in turn, is the
largest net exporter of CO2:its net exportsamount to 1290 million tons. China has reduced its netexports
from 1503 million tonsin 2014.

Of course, at the global level, territorial emissions and the footprint coincide. But at the sub-global level,
implicit tradein CO2is quantitativelyimportantand the EU plays a major role. Table 1 shows thatthe EU’s
territorial emissions accounted for about 9.8 % of global emissions in 2007, the CO2-footprint accounted
for 11.8 % and netimports of CO2for 2.0 %.

3.3 Implications for carbon border adjustment

As a consequence, it EU carbon pricing (through the ETS and national regimes) is applied to the carbon
footprintrather thanto territorial emissions, the shareof global emissionsaddressed by EU policies grows
from 9.8 % to 11.8 %. A border adjustmentmechanism can, partly or completely, achieve this by focusing
on pricing CO2 emission associated to EU absorption (consumptionand investment) activities rather than
on emissions related to EU production. A mechanismthat subjectsthe carboncontentofimported goods
and services to EU carbon pricing and exempts the carbon contentof exported goods and services would
achieve this objective.

Naturally, by moving alargershareof global emissions under the EU’s carbon pricing regime, and assuming
that the EU has more stringent carbon policies than the average trade partner the impact of the EU’s
mitigation policies on global emissions increases. (’) This result is entirely independent fromthe question

7 This assumption is validated by Botta, E. and T. Kozluk (2014)and the updated results published in the OECD’s Environmental
Policy Stringency Index on https://stats.oecd.org/Index.aspx?DataSetCode=EPS.
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whether more stringentclimate policies (e.g., higher carbon prices) would further increase netimports of

embodied CO2.

Table 1 EU CO2 emissions: territorial measure versus footprint, 2017

CO2-footprint Territorial CO2- | CO2-content of
emissions net imports
in million tons 4246 3518 728
in % of global emissions 11.8% 9.8% 2.0%

Source: Global Carbon Project (2019), own calculations and illustration.

4 Does carbon pricing cause leakage?

To what extent do unilateral climate policies drive up netimports of CO2, thereby crowding outdomestic
production? The evidence presented in Figure 1 and Figure 2 cannot answer this question. Too many other
factors determine whether countries are net importers or exporters of carbon-intensive goods. For
example, countries running large trade deficits, ceteris paribus, should also be net importers of carbon.
Countries specialised in the production of CO2-intensive manufacturing activities naturally are net
exporters of carbon while countries specialised in services are net importers. While unilateral climate
policies may of course influence trade balances and specialisation patterns, theyareby no meanstheir only
drivers. Moreover, there are issues of reverse causation: countries being net exporters of carbon - for
whatever reason that may be - have little interest in adopting aggressive carbon pricing policies as this
reduces their comparative advantage in those industries. So, there may be many reasons for a correlation
between carbon imports and carbon pricing, butthe latter may not cause the former. To address thisissue,
one hasto engageinto more formaleconomic modeling. There are two broad research strategies:

(@) Analyses of carbon leakage and of carbon border adjustment policies in simulation models of the
world economy, so called Computable General Equilibrium (CGE) models. These models typically
answer how specific future carbon policies affect outcomes: trade flows, carbon emissions
nationally and globally, and welfare.In most cases,CGE analysis engagesin an exante analysis.

(b) Econometricmodelingof existing carbon policies engage in expost analyses. Thatis, they ask how
policies such as the European Emission Trading System or international agreements such as the
Kyoto Protocol have affected carbon leakage. Those studies focus on trade flows and carbon
emissions embodiedin trade flows, as wellas on aggregate emissions.

4.1  Factors driving direct carbon leakage

The mechanism that receives most attentionis the competitiveness channel discussed in section 2 (direct
leakage) and operates through international markets for goods and services. A unilateral carbon price in
oneregion of the world (e.g.,in the EU) would increase the production costs of goods whose production
involves emissions of CO2 but notin countries or regions that do not commit to carbon pricing or other
equivalent carbon policies. Hence, the relative price of EU goods would increase relative to foreign goods.
Users — consumers or investors — of those goods would substitute towards goods produced in foreign
countries and away from domestic production. Firms would increase the capacity of production abroad
andreduceitat home. The output of carbon-intensive industriesat home falls while that of non-intensive
sectors expands; CO2-emissionsfall. Abroad, the opposite happens: output of carbon-intensive industries
goes up while that of non-intensive sectors falls; CO2-emissions increase. The leakage rate measures the
share of domestic emission savings that is offset by foreign emission increases. That share can be larger
than 100 % when foreign production is particularly CO2-intensive. In any case, leakage reduces the

9
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effectiveness of domestic carbon policy because the domestic effort does not reduce global carbon
emissions one-to-one.

This mechanism works regardless of how CO2-pricing is implemented, either via a unilateral cap-and-trade
system or via unilateral CO2-taxes. If both regionshave the same CO2-prices, relative cost competitiveness
does not change. Unilateral carbon pricing leads to sectoral adjustments that go beyondthose that would
arise if all countries had the same CO2-prices and/ora common cap on carbon emissions. The literature
finds that direct leakageis larger,

(i) the smaller the coalition of countries committed to carbon policies is relative to the world and the
larger differences in CO2-prices between regions or countriesare;

(ii) the more carbon-intensive the production of goods or services is (based on direct and indirect
(through intermediate inputs) CO2-emissions;

(iii) the lower trade costs —tariffs and other frictions such as regulatory barriers or transportation costs
—are;

(iv) the more easily substitutable foreign and domestic outputs are, that is, the stronger (the more
elastic) demand reacts to price changes;

(v) the more competitive goods markets are so that firms cannot easily pass-through higher costs to
users at unchangedquantities.

Industries differ with respect to these criteria; hence, the likelihood of direct leakage differs across
industries. To make the risk for carbon leakage more operational, the literature classifies industries
according to their CO2-intensity, their elasticity of demand, and the largertheir trade exposure. The larger
the share of fossilfuels in the cost base of firms, the more price competitiveness suffers as a consequence
of CO2-prices. The higher the elasticity of demand, the more strongly demand shrinks as prices (driven by
higher costs) go up. Andthelarger export shares are, the bigger the threat to domestic value added and
employment.

4.2  Corefindings from simulation studies

There is a relatively substantial literature presenting studies that simulate the effectiveness of unilateral
climate policies in models featuring international trade, and,in some cases, international mobility of capital
andfirms.One can distinguish two types of approaches which mattersfor the findings:

(i) Computable General Equilibrium (CGE) modeling analyses, with many sectors and countries,
which take an economy-wide perspective and explicitly model how single industries are
embedded in national and international value chains, taking impacts of macroeconomic
aggregatesintoaccount,and

(ii) Partial equilibrium models which focus on single industries, often in single countries, taking
macroeconomicaggregatesas given.

Both of these approaches have advantages and disadvantages; ideally they should be used in concert.
CGE models tend to forecast lower leakage rates because they provide results for a blend of sectors that
aremore and less heavily exposed toleakage, while partial equilibrium models tendto focus on individual
sectors expected to be particularly vulnerable to carbon leakage.

Results from CGE models

Leakageratesarein particularquantified with the help of CGE models in ex-ante studies of for hypothetical
climate policy scenarios such as meeting the Paris targets. The early CGE-literature, e.g., Babiker (2005)
estimates leakage rates as high as 130 percent, meaning that domestic emission savings are more than
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offset by additional emissionsabroad. These resultshave been dismissed by newer research and hold only
under special circumstances such as wide-spreadincreasingreturnsto scale production technologiesand
oligopolistic market structures.

Branger and Quirion (2013) have produced a very useful meta-analysis of the large and sprawling
CGE literature on carbon leakage and carbon border adjustments. They analyse 25 studies with a total of
310 estimates of carbon leakage ratios. The typical range of carbon leakage estimates is from 5%to 25 %
(mean 14 %). Similarly, Bohringer et al. (2018) summarise their survey of the existing CGE literature by
saying ‘Average leakage ratesin CGE studies of comparable climate policy regulations range between 10
and 30 percent.' These estimates do not include carbon border carbon adjustment (CBA) measures. With
those in place, leakage is reduced to -5 % to 15 % (mean 6 %). Models differ with respect to structural
assumptions and parametrisations; also the specific implementation of the CBAs differ, but the averages
do signalwhere the economicanalysis are pointingto.

Branger and Quirion (2013) summarise the generalfindings of the literature very well. The study also shows
that leakage ratio falls with the size of the coalition of countries that undertake ambitions carbon policies.
Among different CBA options, the extension of CBAs to all sectors and the inclusion of export rebates are
the most efficient features in the meta-regression model to reduce the leakage ratio. Allother parameters
being constant, CBAsreduceleakage ratio by 6 percentagepoints.

Results from industry-level studies

Concerning studiesbased onpartial equilibrium models, Partnership for Market Readiness (2015) presents
a very complete overview. The many existing studies focuson particular countriesand sectors, where the
industries that are most vulnerable to carbon leakage have received most attention. These include the
cement, clinker, steel, aluminum, oil refining and electricity sectors.

The partial equilibrium models typically generate large leakage rates, often up to 100 %. These rates are
substantially larger than those obtained in the CGE literature. The reason is that the partial equilibrium
models focus on very special sectors that feature a high degree of vulnerability but that do not receive a
high weight in country-wide assessments. It is perfectly possible for single industries to displace leakage
rates of 100 % while the CGE analysis, focusing on the same carbon policies, may find leakage rates that
are an order of magnitude smaller. Moreover, the CGE analysis and the partial equilibrium models differ
with respect to crucial assumptions. The latter mostly do not allow for products to be differentiated with
respect to their origin (European steel is deemed identical from a user perspective than imported steel)
andassumes oligopolistic behaviorof firms. These features drive up leakage. CGE models typically assume
that users differentiate between origins of products and feature perfectly or monopolistically competitive
product markets; these characteristics lower leakage.

A shortcoming of both model types is that technological innovations induced by climate policy are
typically not captured. This means that those frameworks may overestimate the amount of leakage and
the absolute value of welfare effects; see Gerlagh and Kuik (2014). Thus, the spill-over channel alluded to
in Section 2is not covered.

43  Econometric analysis of trade flows and carbon leakage

The carbon leakage problem is a special case of the ‘pollution heavens’ problem. For more than 40 years,
there has been econometric research on the question whether countries with relatively weak
environmental regulation attract pollution intensive production. Levinson (2008) provides an extensive
survey of the literature and its findings. He argues that early empirical work on the pollution haven
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hypothesis had some methodological shortcomings® Most of the studiesfound small insignificant effects
of environmental regulations, a few found counter-intuitive positive effects, and none found robust
significant support for the pollution haven hypothesis. This early literature is summarised in Jaffe et al.
(1995, p. 157): ‘Overall, there is relatively little evidence to support the hypothesis that environmental
regulations have had a large adverse effect on competitiveness.’

In contrast to the earlier cross-section studies, newer work based on more advanced methodologies has
tended to find statistically significant, reasonably sized evidence of pollution havens®. It is catalogued in
detail by Brunnermeier and Levinson (2004), and summarised in Copeland and Taylor (2004, p. 48), who
write that ‘after controlling for other factors affecting trade and investment flows, more stringent
environmental policy acts asa deterrentto dirty-good production’.Largerand more significant trade flow
effects arefound for less pollution-intensive industries, see Ederington et al. (2005), Levinson and Taylor
(2008), and Levinson (2010). An explanation that has been put forward is that pollution-intensive
industries tend to berelatively immobile, while less pollution-intensive industries tend to be more labor-
intensive and geographically ‘footloose’.

The empirical literature on carbon leakage is possibly undergoinga similar graduation. Both the olderand
the newer ex post evaluation studies suffer from three additional problems which can be addressed only
in general equilibrium simulation models. First, the studies rely on linear (logarithmic) approximations;
predictions, e.g., about the effects of policies that are much more stringent than the ones evaluated in
historical data, are therefore problematic. In particular, in the presence of fixed costs of relocation, the
incentives for production relocations increase over proportionately with the stringency of the policy
measure. Second, the studies compare sectors, regions, or industrial installations that are covered by
measures with differing intensity. Effects of measures (i.e., more stringent reporting requirements) that
affect all units of observation regardless of how and whether they are specifically affected by a measure
cannot be identified. Third, the studies raise questions about external validity: can results obtained for
certain sectors, regions, andtime periods be credibly used to inform current policy making?

Contrary to modelling studies that can assess hypothetical climate policy scenarios with very stringent
unilateral climate policies empirical studies can only assesscarbonleakageof existing policy sets. Leakage
rates thatarefoundin these studies are significantly lower than those reported above which can to some
degree be attributed to the analysed scenarios.

Evidence on the European Emission Trading System

Since 2005, the ETS is a cap-and-trade system that covers CO2 emissions from manufacturing, electricty
production and aviation (for flights within the EU). It sets a limit to territorial emissions and this limit
gradually falls over time (by 2.2 % after 2020). In early years, emission allowances were mostly distributed
freely; in phase 3 (2013-2020) of the ETS, by default, they are auctioned off. Only installations in sectors
deemed exposed to carbon leakage receive free allowances. Allowances are traded on a market, and the
fact that they are limited generatesa positive price.

According to ETS Directive Article 10a, a sector is defined as ‘exposed’to carbonleakage if additional costs
caused by the ETS, as ashare of grossvalue added, is at least 5 % and the sector’s trade intensity with non-
EU countries (imports and exports) is above 10 %. Alternatively, a sector is ‘exposed’ if additional costs are
at least 30 % or the non-EU trade intensity is above 30 %. Installations in exposed sectors are eligible to
receive free allocation of permits, which is determined by multiplying the production quantity of a product
by a benchmark carbon coefficient forthat product. Benchmarks are based on the performance of the most

& The studies used cross sections of data and made no attempt to control for unobserved heterogeneity or simultaneity.
° This included the use of panels of data and fixed effects models to control for unobserved heterogeneity,and instrumental
variables to control for simultaneity.
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efficient installations, so only the most efficient installations receive free allowances to cover their entire
needs. For installations in non-exposed sectors, free allocations are gradually phased out by 2030. Before
phase 3 of the ETS similar but slightly different rules applied; in phase 4, another modification of the rules
will kick in but the overalllogicis maintained.

The allocation of free allowances reduces the danger of carbon leakage by reducing average costs of
carbon intensive producers in the EU. Because only the most efficient producers receive full allowances,
incentives to reduce emissions are maintained despite the existence of free allocations. During long
periods of the existence of the ETS, prices for EU emission allowances have been very low. This has several
reasons; see Grosjean et al. (2016). One important driving factor, of course, was the recession of 2009.
However, national policies aimed at promoting the production of renewable energy have also led to low
prices as they have reduced demandfor EU emission allowances. Thus, duringmostofthe EU ETS' history,
price signals have been relatively low.

Thus, itis probably notoverly surprisingthat expostmodelinganalyses of the EU ETS have generally found
little evidence of leakage (Partnership for Market Readiness, 2015). The results are consistent, however,
with the analyses of the impact of other local environmental policies that have been observed for alonger
time in a wider range of countries. Ever since the 1970s they were also feared for causing the potential
migration of industry to ‘pollution heavens’ abroad, which has not materialised on a significant scale.
Environmental policies have even been found to induce innovation that offsets part of the cost of
compliance with the environmental policy. This is not surprising for economists who have long observed
that firms do not compete on costs only, but on the overall efficiency of converting various inputs
(including knowledge) into high-value products and services. Cost competition is more important to
sectors offering homogenous productsand commodities.

Indeed, Sato and Dechezlepretre (2015) find that emission costimposed by theEU ETS are below 0.65 % of
material cost for 95 percent of European manufacturing sectors. Thus, the additional cost introduced by
European emissions policy is comparatively small. Sato and Dechezlepretre add that firms relocating
production to a foreign region must pay fixed relocation costs. Relocationalso has opportunity costsin the
home market, such as a weaker market position and less influence in bargaining with policy makers.
Moreover, emission policies often combine costs and subsidies. For example, European manufacturing
firms received large amounts of free emissions allowances (‘free allocation’), which may be sufficient to
counter the leakage risk. The data of the authors reveal that most sectors received a net subsidy from
emissions trading, once free allocation is taken into account. Finally, the business literature predicts an
inverse effect of environmental regulation (Porter hypothesis): the negative competitiveness effects of
unilateral environmental policy may be offset by successful incentives to innovate in lower-carbon
products, spurring a broader productivity increase for firms affected by environmental policies. Innovation
may beincentivised throughthe emission price signal or by providingexplicit R&D subsidies in parallel.

Very recently, Chevallier and Quirion (2017) conduct an econometricanalysis of carbon leakage resulting
from the EU Emission Trading Scheme (ETS) on the cement and steel sectors. They find no evidence that
the EU ETS has had any effect on net imports in these energy-intensive sectors. Generally, newer papers
confirm the general finding in Partnership for Market Readiness (2015) that there is no evidence
supporting strong leakageeffects dueto the EUETS.

Sato and Dechezlepretre admit that ‘it is difficult to know for certain what explains the ex post modeling
result of carbon leakage in Europe so far. While it could mean that therisk of leakageis negligible for the
reasons described above, it could also be explained by the technical difficulties in identifying impacts over
a relatively shortperiod of time; or because carbon prices have been modest;or because of the efficacy of
leakage-prevention mechanisms thathave been partof policy design from the outset.
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Nagele and Zaklan (2017) use a so called gravity equation for the carbon dioxide content of trade, which
accounts for intermediate inputs, both domesticand imported to study how trade flows and their carbon
content oftrade s affected by the EU ETS. Their analysis suggests that carbonleakage did not occur due to
the EUETS per se but that there was carbonleakage due to other climate policy measures that committed
countries implemented, most likely, regulations.

Evidence on climate policy on trade flows and emissions

The literature cited above suffers from a number of problems. It draws inference on past experience, and
it focuses exclusively on carbon pricing. However, in the past, overlong periods, CO2-prices in Europe have
been very low. It would be surprising if they triggered strong responses. In contrast, many EU countries
and the EU implemented ambitious regulatory measures to curb CO2-emissions (e.g., EU wide fleet
emission targets for cars), installed subsidies for clean energy productionand financed those using levies
on electricity users (e.g., Germany’s Renewable Energy Sources Act), and so on. Many of these measures
did impose additional costs on producers, sometimes explicitly, more often implicitly. Therefore, to capture
the effects of climate policies on trade flows, one needs to cast a wider net.

There is an empirical literature that does this. It compares outcomes in countries that have made
commitments under the Kyoto Protocol and hence have had to implement appropriate policies with
countries that did not underwrite suchcommitments.

Grunewald and Martinez-Zarzoso (2016) show empirically in a large panel of countries that commitments
in the context of the Kyoto Protocol have indeed led to lower territorial CO2 emissions. This is in line with
Aichele and Felbermayr (2012). However, those authors analyse not only territorial emissions but also the
carbon content of domesticabsorption (consumption and investment). They use a large panel of countries
and a so called instrumental variables estimatorto identify the causal effect of ratification of binding Kyoto
commitments on the carbon footprintand territorial emissions. They show that Kyoto commitment has
reduced domesticemissions in committed countries by about7 % but has not lowered carbon footprints.
Instead, the share of imported over domestic emissions went up by about 14 percentage points. These
results suggest that the Kyoto Protocol may had the intended effects on domestic emissions but had no
effect on world-wide emissions as footprints have not fallen. Such evidence is consistent with carbon
leakage.

The mentioned papers do not explore the channels through which Kyoto commitments have lowered
territorial emissions. In particular, crucial for the leakage debate, those papers do not make the role of
international trade explicit. Finally, there is one paper that asks how the collection of policies have, on
average, affected the carbon content of trade between countries with binding commitments from the
Kyoto Protocoland those without. Aichele and Felbermayr (2015) use a so called gravity equation for the
carbon dioxide content of trade, which accounts for intermediate inputs, both domestic and imported.
They use a large panel database of the carbon content of sectoral bilateral trade flows and deal with the
non-random selection of countries into the Kyoto Protocol. They find that binding commitments under
Kyoto have increased committed countries’ embodied carbon imports from non-committed countries by
around 8% and the emission intensity of their imports by about 3 %. The conclusion, therefore, is that
policies triggered by the Kyoto Protocol have indeed led to leakage.

The policy that has been analysedmostextensivelyis the EuropeanEmission Trading System to which we
thus denote an extra paragraph.
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5 Addressing carbon leakage

51  A‘complete’ carbon border adjustment (CBA) regime

In a world where only a subset of countries engage in carbon pricing, direct carbon leakage can be fully
neutralised by a regime that subjects the carbon content of imports of goods and services to the same
carbon price as applied to the carbon content of domestic production, while at the same time rebating
paid carbon taxes orallowancesto exportersaccording tothecarbon contentof their goods. Such aregime
effectively shifts the burden of carbon pricing away from domestic production to domestic absorption
(consumption and investment). As consumers are not geographically mobile, they cannot escape the
carbon price. Production, in contrast, can shift from the EU to foreign places. With identical carbon prices
applied to the CO2-content of all goods and services regardless of their place of origin, carbon leakage
disappears. In such a situation, the EU carbon policy does not induce any substitution effects and, thus,
minimises inefficient trade diversion orevasion effects. Comparedto asituation withoutany carbon pricng
inany country, thisregimehas nofirst ordereffects on relative pricesas domesticand imported goods and
services are treated alike. Compared to an initial situation where carbon prices apply to domestic
production only, switching to the described ‘complete’ regime hurts trade partners because demand for
their goods in the EU fall; this lowers their exports to the EU and their terms-of-trade fall’>. However, the
regime corrects a deterioration of EU terms-of-trade that occurred when the ETSwas introduced in the first
place. The ‘complete’ regimeis similar to a value added tax, which subjects any good, regardless of origin,
to the same tax; it is different to a carbon tariff, which, by definition, discriminates against foreign
producers.

Bohringer et al. (2018) study theeffects of such a carbon tariff. They lookat the effects of taxing the carbon
content ofimportsina CGE model. They refer to this as ‘embodied carbon tariffs’, since a taxis applied to
the carbon content ofimports which is not (necessarily) also applied domestically. They show that sucha
policy shifts the burden of adjustment to foreign countries, mostly by deteriorating their terms-of-trade:
as foreign goods become more expensive, demand for them falls, and foreign producers typically find it
optimalto adjust their prices downwards.Such a policy imposesincentives on foreign producersto reduce
emissions as this lowers their effective taxburden. It also leads to trade diversion: carbon intensive goods
are rerouted to other markets. As with other beggar-thy-neighbour policies', it can result in reduced
global welfare. Bohringer et al conclude that such tariffs can represent a tempting policy option for
countries that seek to reduce their domestic compliance costs under the pretext of eliminating carbon
leakage from their unilateral climate policy initiatives. However, the tariff could be used as a means to
sanction countriesthatarenot willing to join the Climate Club as suggested by Nordhaus (2015).

Moreover, there areimportantimplementation issues of the complete CBA. The carbon content of foreign
goods would have to be identified which is probably bureaucratic; with return to this important concern
below. Foreign countries mayfeel treated unfairly andengage intoretaliation. Finally, there may be issues
regarding the compatibility of the regime with respect to WTO rules.

1% Terms of trade describe the relationship between the prices obtained (on average) for export goods relative to import goods.
Higher terms of trade improve the purchasing power of a country and, hence, welfare.

1 ‘Beggar-thy-neighbour’ policies are unilateral strategiesthat aim at transferring income or economic rentsfrom foreigncountries
to the home country, e.g, by manipulating the terms of trade. The term goes back to Adam Smith (1776).
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5.2 Smart hedging against carbon leakage

Recently, Bohringeretal.(2019) have proposed a borderadjustmentscheme which can, at least in theory,
fully replicate the complete regime described above, while offering advantages regarding the legal,
diplomatic, and technical feasibility.

As described above, the existing EU ETS already contains provisions to mitigate carbon leakage. This
happens with the help of output-based allocation (OBA) of allowances to exposedindustries: in proportion
to their actual emissions companies in such industries get all or part of the needed allowances for free;
incentives are maintained by indexing OBAs for all firms to the most efficient establishment. This strategy
lowers average costs of European producers and, thus, improves their international competitiveness
relative to a situation without free allowances. However, it has the disadvantage that it leaves certain
carbon-intensive goods entirely exempted from carbon pricing so that their domestic (and global) use
remains too high. Béhringer et al. (2019) show that in a situation with an ETS combined with OBA, it is
optimaltoimpose aconsumptiontaxon the goodsthatare entitled to OBA, where the taxis equivalent in
value to the OBA-rate. Then, using a multi-region, multi-sector computable general equilibrium (CGE)
model calibrated to empirical data, they quantify the welfare gains for the EU to impose such a
consumption taxon top of itsexisting ETS with OBA.They run simulations to account foruncertainleakage
exposure of goods entitled to OBA. The consumption taxincreases welfare whether the goods are highly
exposed to leakage or not. Thus, policy makers in regions with OBA can only gain by introducing the
consumption tax. Because the OBA-cum-taxsystem is already up and working, withoutmajorconcerns by
trade partnersor the WTO, it may be preferable to the complete CBA regime described in 5.1.

Analytically, it is possible to show that the OBA cum tax system can be designed such that it completely
replicates the ‘complete’ CBA. This would mean to calibrate the free allowances to industries and the tax
in away that gives exportersthe same effective rebateas exempting their exportsfroma universal carbon
pricing system without OBA. Doing this requiresthe same informationas in the ‘complete’ CBA. If carbon
contents of imports and exports are not known exactly, and the EU has to apply some benchmark or
average to calculate fees and rebates, the ‘complete’ CBA can easily become the subject of litigation
because firms may complain about discriminatory treatment. The OBA cum tax system may be less
vulnerable to this problem, for example, if the consumption tax does not differentiate between different
origins of the goods in question. Nonetheless, it goes some way into reducing carbon leakage and
extending the global reach of EU climate policies.

5.3  Positive and negative economic effects of CBA

A well-designed CBA mechanism decreases leakage, and can therefore be expected to raise welfare in the
countries unilaterally undertaking climate policy. But it is no substitute for universal global carbon pricng
because it cannot undo indirect leakage. The CGE literature suggests that the welfare effects of carbon
leakage arerelatively minor in the first place. Branger and Quirionfind estimates of theimpact on welfare
(usually proxied for by output or GDP) of the unilaterally acting countries range from -1.58 percent to
0.02 percent without a CBA mechanism and from only -0.9.percent to even a positive value of 0.4 percent
with a CBA systemin place'. However, shoring up international competitiveness by means of a CBA regime
may be a necessary political conditionfor implementing any ambitious carbon pricing scheme.

Clearly, there arealso costsassociatedto CBA. The most importanttwo types of costs referto red tape and
to therisk of retaliation.

12 To facilitate comparisons of different policy measures, these welfare impacts do not account for the environmental benefits of
lower global greenhouse gas emissions. Partial equilibrium models are typically not able to provide global welfare estimates.
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Red tape

Onthe other hand, any CBA system willinvolve possibly very substantial administrative burdens that the
empirical literature is not accounting for. These come in various guises and depend on the design of the
CBA regime. Since no CBA has been put in place in any country, direct empirical evidence on such costs is
not available. In the complete CBA regime firms would have to reveal the CO2-content of their products
and the information provided by them would have to be verified by authorities. What is more, the more
complex a good is, the harder it is to assess the true CO2-content of it. This would require tracking and
verifying the entire production chain, both domestically and abroad. This seems a daunting task.

However, there is some empirical evidence on the bureaucratic costs associated to so-called rules of origin
(RoOs) required in preferential trade agreements. These rules define under which conditions a good
exported from some country is seen to actually originate from that country. For example, EU producers
wishing to export duty free to Korea have to satisfy the RoOs laid down in the EU-Korea free trade
agreement. These rules can prescribe minimum value added thresholds that exporters have to abide by.
Satisfying and documenting those RoOs is costly; often so muchthatfirms preferto incurtariffs ratherthan
to document the RoOs. Anson et al. (2005), Carréere and Melo (2006), and Estevadeordal (2000) have
attempted to quantify these costs and find that they can amount to several percent of the export value.
Hence, substantial red tape exists in other trade policy areas as well. Moreover, it would be advisable to
concentrate a BCA systemon industries which are most heavily affected by carbonleakage and wherethe
unavoidable red tape compares favorably with the benefits of achieving a level playing field. The
bureaucratic burden is probably highest with the ‘complete’ BCA described above; alternative regimes
such as the OBA-cum-tax scheme save on administrative costs but fare less well in terms of effectiveness
and efficiency. The EU will have to strike a delicate balance between administrative costs and
effectiveness/efficiency.

Retaliation

Moreover, countries not willing to price carbon emissions themselves may react to a European BCA by
imposing countermeasures, for example in form of punitive tariffs. This may, of course, happenregardless
of such action is compatible with existing international law or not. The economic damage of such measures
by foreign nations can be very sizeable. In fact, the mere threatof imposingtariffs can induce producers to
revisit their location decisions. For example, one response of Europeancar manufacturersto US threatsto
impose car tariffs of 25 percent has been to move favor serving the US market by local production rather
than by exports. The damagein real gross value added in the Europe automotive industry of a 25 percent
US tariffon cars and car partsis estimated to be about 10.4 billion Euros per year (in prices of 2014) and can
easily be morethan thatin the short run; see Felbermayrand Steininger (2019). A full-blown trade war with
the US can cost the EU economy several multiples of this; see Yalcin et al. (2017). And if other countries
were to engage in retaliatory tariffs as well, the welfare damage to the EU would go up even further. For
example, a recent study reports losses to the EU amounting to almost EUR 250 billion per year in
2016 prices (Bertelsmann Stiftung, 2019). In a comprehensive analysis, these risks would have to be
compared to the costsarising from carbon leakage or of a less ambitious climate policy. In any case, the EU
is well-advised to minimise the risk of such a trade conflict. One way to ease tensions would be to channel
publicrevenue obtained froma CBA system intoa global climate fund orto even rebate it to theexporting
countries.
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6 Conclusions

The fundamental problem of climate policy lies in the fact that not all countries in the world have adopted
sufficiently ambitious policies to mitigate emissions. This may be due to free-riding or to the principle of
common but differentiated responsibility. As long as coverage remains incomplete, there is the risk of
directand indirect leakage. The formeroccursthrough international trade in goodsand services, the latter
through globalenergy markets.

The EU is the world’s largest net importer of CO2 as embodied in traded goods and services. While it is
empirically unclear whether, historically, the ETShas drivenup those netimports, it is very likely that higher
future carbon prices in the EU can drive up carbon imports while reducing territorial carbon emissions.
Economic modelling shows that border carbon adjustments (CBAs) can indeed reduce such leakage.
However, CBAs may have negative effects on trade partners’terms-of-trade, which may induce retaliation.
In their complete form, they maybe very bureaucratic to implement.

One promising approach that reduces the risk of retaliation and of red tape but which is less effective
would be to maintain the EU’s system of output based allocation of free emission permits for sectors prone
to leakage but to combine it with a new tax on the consumption of goods produced by firms in those
sectors, regardlessof whether theyoriginate from the EU or abroad.
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