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Proposals on Carbon-related Border
Adjustments: Prospects for WTO Compliance

Kateryna Holzer*

Recently the practice of border adjustment in international trade has attracted much

interest in the context of climate change. The risk of carbon leakage, the competitive dis-

advantage of industries in countries introducing a cap on emissions and the desire to

induce large greenhouse gases emitting countries to join international climate change

mitigation actions are the main reasons for considering import restrictions on products

with high carbon footprint originating from uncapped nations. The aim of this paper is

to examine current proposals on emissions-related border adjustment measures - tabled

in the EU and the US — using the WTO legal Jramework on border adjustment and detect
possible legal flaws which could lead to conflict with WTO law in the future. Special 4
scrutiny is given to the proposals on the requirement for importers to submit emission
allowances at the border and allowance rebates on exportation. The key questions are
whether regulatory distinction between products based on their carbon content is per
missible under the national treatment obligation of Article III of the GATT and whether
an emission allowance requirement can qualify as an indirect tax acceptable for adjust-
ment. The test on WTO compliance presented in this paper shows that proposals to
include imports in national cap-and-trade systems and suggestions on emissions
allowance rebates on exports are vulnerable to WTO challenge. The weaknesses of an
emission allowance requirement for importers lie in the peculiarities of an emission
allowance requirement as a quasi-tax linked to non-incorporated Processes and
Production Methods (PPMs), in the criteria chosen for import coverage or exclusions and
in the implementation details. Proposals on allowance rebates contradict environmental
objectives and risk getting in conflict with WTO rules on subsidies,
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[. Introduction

The possibly devastating consequences of climate
change make immediate action to stabilize global
temperature, through reductions in emissions of
greenhouse gases resulted from human activities,
extremely important. Delay in reaching an inter
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from the University of Sussex and Prof, Dr Reinhard Quick from
Saarfand University for their valuable comments and suggestions.

national agreement on a future global climate
regime increases the likelihood that industrialized
countries will act on climate change unilaterally,
curbing not only domestic industrial emissions
but also introducing restrictions on emissions asso-
ciated with the production of imported products
abroad.

In the current negotiations of a post-Kyoto inter-
national climate deal, developed and developing
countries have different standpoints on basic ele
ments of the future climate change regime, such as
new emission reduction targets for developed coun-
tries and nationally appropriate mitigation actions




52 | Proposals on Carbon-related Border Adjustments

CCLR 12010

for developing ones. Bringing forward an issue of
trade restrictions on carbonintensive products,
which is perceived as a stick for the “bad” emission
performance of developing countries, might be dis-
astrous for the outcome of climate negotiations.
However, apart from the complexity of negotiations
on a global climate change action, the application of
carbon restrictions at the border is currently held
back by legal uncertainties concerning such meas-
ures,

This paper explores the issue of WTOQ-compati
bility of various border adjustment measures
recently proposed in existing or pending national
emission reduction systems. Section II briefly intro-
duces the concept of border adjustment as it is per-
ceived by the WTO, gives some examples from
existing practice and outlines the WTO legal frame-
work for border adjustment, Section III addresses
the issue of carbon-related border adjustment meas-
ures highlighting their peculiarities and discussing
their pros and cons on the basis of existing legisla-
tive proposals. Section IV presents a test on WTO
compliance of the proposed carbon-related border
adjustment measures. Section V concludes with a
brief summary of the results of the test on compli-
ance and some recommendations for policymakers
on the design and application of border adjustment
measures for climate purposes.

Il. WTO Legal Framework for
Border Adjustment Measures

1. Concept of Border Adjustment

The idea behind border adjustment is to level taxa-
tion and domestic regulation systems among coun-
tries according to the destination principle: “taxes
are paid where goods are consumed.” Universal
application of this principle can create equal com-
petitive conditions for goods from different coun-
tries in the world market and avoid double taxation.
It is interesting to note that if instead of the desti-
nation principle the origin principle were applied
and taxes were paid where goods were produced,
there would be no need for border adjustment at
all.!

One of the definitions of border adjustment of a
fiscal measure, called a border tax adjustment
(BTA), which was elaborated by the OECD and is
often used in the WTO, is as follows:

‘any fiscal measures which put into effect, in
whole or in part, the destination principle fi.e.
which enable exported products to be relieved of
some or all of the tax charged in the exporting
country in respect of similar domestic products
sold to consumers on the home market and which
enable imported products sold to consumers to be
charged with some or all of the tax charged in the
importing country in respect of similar domestic
products)”?

Hence, border adjustments can be applied both to
importation, by way of applying internal taxes to
imports, and to exportation, by way of giving
tax rebates on exportation. However, taxes and
other fiscal measures are not the only domestic
policy measures used for border adjustment.
There are also non-fiscal internal measures, such
as standards, regulations and requirements, which
countries may apply to imported products at the
border.

A number of terms are used in literature to dis
cuss border adjustment measures related to climate
policy. Pauwelyn (2009} calls them “carbon equal-
ization measures’, while Cosbey (2008) uses the
term “border carbon adjustments.” In this paper,
the terms “border adjustment measures” (BAMs)
and “carbon-related border adjustment measures”
(carbon-related BAMs) are used, which embrace
both fiscal and non-fiscal measures.

2. Existing Practices

BTAs for value-added taxes and excise duties, espe-
cially on cigarettes and alcohol, is a widespread and
normal practice, often as part of bilateral trade

1 Paul Demaret and Raoul Stewardson, “Border Tax Adjustments
under GATT and EC Law and General Implications for
Environmental Taxes”, 28, 4 fournal of World Trade (1994), 5,
at6.

2 Report by the Working Party on Border Tax Adjustments, GATT
Doc. L/3464, 2 December 1970, para. 4.

3 Joost Pauwelyn, “Testimony Before the Subcommittee on Trade
of the House Committee on Ways and Means”, 24 March 2009,
available on the Internet at <www.docstoc.com/dacs/9842017/
Statement-of-Joost-Pauwelyn> {last accessed on 16 February 2010),
at 10; Aaron Cosbey, “Border Carbon Adjustment”, Background
Paper prepared for Trade and Climate Change Seminar in -
Copenhagen, 18-20 June 2008, available on the Internet at
<www.iisd.org/pdf!Z008/cph_trade__climate_border_carbon.pdf>
(last accessed on 16 February 2010}, at 1.
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agreements to prevent double taxation.* Border
adjustment is, in fact, an inherent characteristic of a
tax system and is usually perceived as fair.

In the 1960’s BTA was a hot topic in Europe
incited by the introduction of a border adjustment
for an EC-wide value-added tax on exportation. The
border adjustment was found to be not efficient
enough to restore a competitive edge for European
exporters vis-a-vis their foreign counterparts, partic-
ularly American producers. It was argued that BTAs
for VATS, if a VAT was introduced on a broad scale
{i.e. for all goods), did not give an advantage to the
exporter because this advantage was offset by an
increase in general price level in the country,
including wages and exchange rates.®

In the last few decades, a number of environ-
mentrelated border adjustment practices have
been introduced. For instance, in 1986 the US
adopted a Superfund Amendments and Reautho-
rization Act, which, inter alia, introduced export
and import border adjustment for an excise tax on
certain chemicals used as inputs for producing
chemical derivative products. The revenue collected
from the domestic excise tax and its BTA equivalent
was to be used to clean up toxic waste disposals
associated with these chemicals.”

Another example of BTAs for environmental
taxes is export and import border adjustment of an
excise tax on certain ozone-depleting chemicals,
introduced by the US in 1989 to meet its obliga-
tions under the Montreal Protocol?® The taxed
chemicals were either present in the final product
or were themselves a finished product. As in the
case with the Superfund excise tax, the calculation
of border adjustment for an excise tax on ozone-
depleting chemicals was based either on the infor-
mation about the amount of chemicals in a final
product provided by the importer, or it was based
on the predominant production method in the US.

So far, there have been no BAMs applied for
climate purposes. Neither the UNFCCC, nor its
Kyoto Protocol authorize the application of border

4 Frank Biermann and Rainer Brohm, “Implementing the Kyoto Pro-
tocol without the USA: The Strategic Role of Energy Tax Adjust-
menlts at the Border”, 4 Climate Policy (2005), 289, at 291-292.

5 Andrew ). Hoerner and Frank Muller, “Carbon Taxes for Climate
Protection in a Competitive World”, a Paper prepared for the Swiss
Federal Office for Foreign Economic Affairs, June 1996, available
on the Internet at <www.rprogress.org/publications/1 996/swiss_
1996.pdf>> (last accessed on 16 February 2010), at 20-21,

6 This line of argumentation is based on the “equivalence theorem”.
See Ben Lockwood and John Whalley, “Carbon-motivated Border

adjustment measures or any other restrictions on
trade in carbon-intensive products, nor do they ban
them. However, their application was foreseen by
climate negotiators.® Article 3.5 of the UNFCCC
says that, “measures taken to combat climate
change, including unilateral ones, should not con
stitute a means of arbitrary or unjustifiable discrim-
ination or a disguised restriction on international
trade.”

3. WTO Provisions Relevant to Border
Adjustment

There are no provisions in the WTO agreements
which specifically deal with BAMs. Moreover, dif
ferent rules apply to exports and imports. WTO
provisions relevant to border adjustments on
importation are contained in GATT Articles II and
IIl. Export-side border adjustments are subject to
the disciplines contained in GATT Articles V4,
Note Ad Article XV1 and in the Agreement on Sub
sidies and Countervailing Measures (the SCM
Agreement). Furthermore, the MEN-principle of
GATT Article I, as well as provisions of GATT Arti-
cles VI and VII, are also applied to BAMs.

Table 1 presents in a systematic order WTO pro-
visions applicable to border adjustment. According
to GATT Article II:1, it is prohibited to impose
import duties over binding ceilings fixed in the
country’s schedule of concessions, but Article 1I:2
{a) allows the imposition of a charge on imports
equivalent to an internal tax, provided that it is
done according to the national treatment principle
of Article I11:2: not “in excess of those applied ... to
like domestic products.” Non-fiscal measures should
be adjusted in compliance with Article IiI:4:
imported products “shall be accorded treatment no
less favourable than that accorded to like products
of national origin.”

Adjustment on exportation is possible if tax
exemptions or rebates do not exceed those borne by

Tax Adjustments: Old wine in Green Bottles?” 28 Vox (2008),
available on the Internet at <www.voxeu.eu/index.php?q=node/
1476> (last accessed on 16 February 2010), at 2.

7 Biermann and Brohm, “implementing the Kyoto Protacol without
the USA", supra, note 4, at 294.

8 Ibid.

9 Jacob Werksman, “How Should a Post-2012 Climate Agreement
Address Trade-Related Environmental Measures?” in Climate and
Trade Policies in 2 Post-2012 World (UNEP, 2009), 27, at 29,
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Border adjustment on/of

An internal tax

An internal regulation

Importation

GATT Ad Articte Nl and Article 11:2 (a) plus
Article (11:2 {NT for fiscal measures) and Article
1:7 (MFN}. If non-compliant - prohibited under
GATT Article I1:1 (b) as in excess of a binding
tariff ceiling

GATT Ad Article Il and Article Il:4 {NT for non-
fiscal measures) plus the TBT Agreement and
GATT Article 1:1 {(MFN). If non-compliant —
prohibited under GATT Article XI:1 as a quanti-
tative restriction

Exportation

GATT Article VI:4 and Ad Article XV! plus the
SCM Agreement (incl. its Annex 1) and GATT
Article 1:1 (MFN on exportation). if non-com-
pliant — prohibited under Article 3.1 of the
SCM Agreement as an export subsidy

N/A

Table 1. WTO provisions applicable to border adjustment

like products if destined for domestic consumption.
Otherwise, such adjustment will qualify under
GATT Ad Article XV! and the SCM Agreement as a
prohibited export subsidy. Furthermore, border
adjustment on importation and exportation is sub-
ject to the MEN principle.

It is important to note that provisions relevant to
adjustment of fiscal measures deal with taxes or
charges imposed on products and not on producers.
It means that only consumption {indirect) taxes
(VATs, excise duties etc.) can be adjusted. Adjust-
ment of taxes imposed on producers (direct taxes),
such as a payroll tax or a corporate tax, would not
be permissible.

In summary, border adjustment is an acceptable
practice in the WTO, with certain limitations. First,
not all types of domestic policy measures are eligi-
ble for adjustment at the border: as regards fiscal
measures, indirect taxes are adjustable, whereas
direct taxes not. Second, application of BAMs is
subject to substantial non-discrimination rules of
the GATT: national treatment and the most-favored
nation principles. It should also be noted that
only domestic measures which are applied to goods
are acceptable for adjustment at the border. The
WTO agreements do not foresee BAMs being
applied to services.'?

ll. Options for Climate Policy

1. Emissions-related Border Adjustment
Measures: Opportunities and
Challenges for Policymakers

BAMs are currently viewed as a way to address
competitiveness and carbon leakage concerns asso-

ciated with a cap-and-trade or any other emission
reduction system which imposes additional costs
on domestic producers. Import-BAMs for carbon
taxes or carbon-related requirements level the play-
ing field between domestic and foreign firms in the
home market by imposing the same costs on
imports as the costs imposed by climate legislation
on domestic products. Export-BAMs eliminate com-
petitive disadvantages of domestic firms in the
world markets by reimbursing carbon costs when
they export their products, Putting domestic and
foreign producers on an equal footing prevents
relocation of emission-intensive production to
countries without emissions restrictions and sup
ports the efficiency of climate change mitigation
actions.

In the US, BAMs are perceived as a “price of pas-
sage” of any ambitious climate bill establishing a
cap-and-trade system at a federal level'' In other
words, without sharing the burden of curbing emis
sions with foreign competitors it seems impossible
to gain support from business and society for cli
mate change mitigation actions. And this seems to
be fair according to the "polluter pays” principle,
calling for correction of a negative market external
ity of pollution costs for society.

BAMs, by leveling the playing field, might enable
deeper and wider reduction of GHG emissions in a
country. They address leakage concerns in emission

10 Gary Clyde Hufbauer, Steve Charnovitz and )isun Kim, Global
Warming and the World Trading System (Washington, DC:
Peterson Institute for International Economics, 2009), at 73.

11 Lutz Weischer et al., “Introduction - Climate and Trade Policies
in a Post-2012 World”, in Climate and Trade Policies in a Post-
2012 World, 2009, available on the Internet at <www.unep.ch/
etb/publications/UNEP%2 0ADAM%20Climate%20and%20Trad
e%20Policies/UNEP%20ADAM%20C limate%20and%20Trade%
20Folicies.pdf> (last accessed 20 February 2010) 1, at 5.

-
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trading systems with full auctioning of allowances.
A combination of full auctioning of emission
allowances with border adjustment would achieve
emission reduction targets without the distortions
intrinsic for cap-and-trade systems which include
the free allocation of allowances.'?

With BAMs in place, domestic industries might
likely be less reluctant to participate in emission
reduction schemes. The same stimulus to cut emis-
stons arises also for foreign producers: the smaller
the carbon content of their goods, the lower charges
they have to pay at the border when they export to
a country applying BAMs. It may also push the gov-
ernments of exporting countries to put caps on
emissions or introduce carbon taxation. Arguably,
BAMs might be used as a stick to induce third coun
tries, including leading developing countries, to get
onboard the international emission reduction sys
tem and take comparable actions to combat climate
change.

Although the opportunities offered by border
adjustment of domestic carbonrelated measures
are quite promising, imposition of such trade
restrictive measures might cause negative conse-
quences and even risks undermining the multilat-
eral trading system,

BAMs on carbon-intensive imports from devel-
oping countries might trigger retaliatory meas-
ures."3 Nothing would prevent developing coun-
tries from imposing carbon-related BAMs in sup-
port of their national emission control systems.
BAMs of developing countries might be based on

12 Karsten Neuhoff, “Border Adjustments: Economics versus Politics
- Resolved with International Cooperaticni®, 7 july 2009, avail-
able on the Internet at <www.climatestrategies.orgfour-reports/
category/47/150.html> {last accessed on 17 February 2010), at 1.

13 Reinhard Quick, “Border Tax Adjustment to Combat Carbon
Leakage: A Myth”, 4 Global Trade and Customs journal (2009),
353, at 357.

14 Biermann and Brohm, “Implementing the Kyoto Protocol without
the USA”, supra, note 4, at 291.

15 ZhongXiang Zhang, “Encouraging Developing Country Involve-
ment in a Post-2012 Climale Change Regime; Carrots, Sticks or
Bath?” in Climate and Trade Policies in a Post-2012 World (2009),
available on the Internet at <www.unep.ch/etb/publications/
UNEP%20ADAM%20Climate%20and%20Trade%20Policies/UN
EP%20ADAM%20Climate%20and%20Trade%20Policies.pdf>
{last accessed 20 February 2010), 79, at 81.

16 Julia Reinaud, “Would Unilateral Border Adjustment Measures be
Effective in Preventing Carbon Leakage?” in Climate and Trade
Policies in a Post-2012 World, 2009, available on the Internet at
<www.unep.ch/etb/publications/lUNEP%20ADAM%20C]imate%
20and%20Trade%20Policies/UNEP%20ADAM%20Climate%20
and%20Trade%20Policies.pdf> (last accessed 20 February 2010),
71,at77.

per capita emissions, which would target imports
from developed countries having per capita rates of
emissions much higher than those of developing
countries. If necessary, they can use GATT Article
XX to justify such measures. Under the worst sce-
nario, retaliatory measures could grow into trade
wars which would devastate the whole trading sys-
tem of the WTQ,

As an alternative to BAMs, the carbon leakage
problem can be addressed with financial and tech
nological assistance to developing countries.'
BAMs as a stick alone might not suffice to induce
developing countries to take on emission reduction
commitments, unless they are accompanied by car-
rots {i.e. financial aid and technology transfer).'* A
strong argument that border adjustment measures
of developed countries against carbon-intensive
imports from developing ones could hardly be a
driving force for developing countries to join the
rest of the world in emission reductions is the fact
that the Chinese export of aluminum, steel and
paper to the EU and the US was only 2 % of the
total Chinese production of these products in 2007,
and the Chinese export of cement to these countries
was only 1 % of all cement produced in China that
year.'®

Furthermore, border adjustment of domestic
measures linked to carbon might get in conflict
with a country’s obligations under the WTO Agree-
ments. A violation of WTO provisions can happen
at the very beginning resulted from the design of a
measure or it can happen later, at the implementa
tion stage. For instance, if the same carbon tax is
not levied on like domestic products, or if instead of
a carbon tax there is an emissions trading system in
a country obliging national producers to surrender
emission allowances, a carbon tax on imports might
be deemed a violation of the WTO national treat-
ment principle. Likewise, if the price at which
importers buy allowances at the border exceeds the
average carbon costs for domestic producers, or if
collection of a carbon tax at the border requires a
very complicated bureaucratic procedure, it might
also be found to be a violation of WTO non-dis-
crimination rules. Some issues of WTO-compliance
are discussed in more detail below.

Even if a carbon-related BAM could withstand
the WTO challenge, it might be an inefficient meas
ure to stimulate global emission reductions and
fight climate change. Foreign producers might
adjust their costs respectively and choose to pay a
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carbon tax or surrender emission permits at the
border rather than invest in Jow-carbon technolo-
gies and lobby their governments to establish a
comparable emission reduction system.'”

In sum, climate-related border adjustment meas-
ures offer both opportunities and challenges. Coun-
tries planning to impose carbon-related BAMs in
support of their national emissions reduction sys-
tems should be aware of economic and environ-
mental efficiency constraints of these measures and
of their possible negative effects on relations with
trading partners and on multilateral trading system
as a whole.

2. Current Proposals on Border
Adjustment Measures in Emission
Reduction Systems

Currently, different designs of border adjustments
are being proposed in the countries with existing or
pending emissions trading systems. The most pop-
ular idea with respect to BAMs for climate change
is to include imports into national emission trading
schemes. This means that importers would have to
submit at the border emission allowances in the
quantity corresponding to carbon footprint of im-
ported products, i.e. on emissions occurred during
the production. The importer allowance require-
ment has been included in a number of legislative
proposals on cap-and-trade system for the US and
as amendments to the existing emissions trading
scheme of the EU.'3

The allowances might be bought either from the
special international reserve of an importing coun-

17 Jennifer Haverkamp, “International Aspects of a Climate
Change Cap and Trade Program®, Testimony before the Com-
mittee on Finance, U.S. Senate, 14 February 2008, available
on the Internet at <finance.senate.gov/hearings/testimony/
2008test/02 1408jhtest.pdf>> (last accessed on 17 February 20103,
at15.

18 See e.g, Bingaman-Specter bill, $.1766: Low Carbon Economy
Act of 2007, available on the Internet at <energy.senate.gov/pub-
lic/_files/LowCarbonEconomyActTwoPagerD.pdf> (last accessed
on 18 February 2010); Lieberman-Warner bill, $.2191: A bill to
direct the Administrator of the Environmentat Protection Agency
to establish a program 1o decrease emissions of greenhouse
gases, and for other purposes, America’s Climate Security Act of
2007, 18 October 2007, available on the Internet at <www.gov-
track,us/congress/billtext.xpd?bill=s110-2191> (last accessed on
18 February 2010); Waxman-Markey bill, H.R.2454: The Ameri-
can Clean Energy and Security Act, 15 May 2009, Part IV, Section
401, available on the Internet at <www.govirack.us/congress/
bilitext.xpd?hill=h111-2454> {last accessed on 18 February
2010); draft Proposal for a Directive of the European Parliament
and of the Council of 10 December 2007 amending Directive

try (as foreseen by US legislative proposals), or
might even be used from those received by a
producer in the carbon market of exporting country
with a cap-and-trade system equivalent to an im-
porting country or from those earned in CDM proj-
ects under the international UNFCCC system. Pro-
posals on an importer allowance requirement usu-
ally provide for exemptions for certain products/
sectors or countries which have taken comparable
actions or are bound by international commit-
ments, including sectoral agreements, or are classi-
fied as a least developed country.

While the revised EU ETS Directive does not
directly prescribe the use of border adjustment
measures, it does not reject such an option for the
future as a possible action for redress.'® Article
10(b) of the Directive states that by 30 June 2010
the Commission shall submit an analytical report
accompanied by appropriate proposals in support
of energy-intensive industries in the event of car-
bon leakage. These proposals may suggest, inter
alia, inclusion of imports in the ETS, i.e. a require-
ment for importers to surrender emission allow
ances at the border. However, the final decision on
inclusion of imports into EU ETS will depend upon
the outcome of the ongoing international climate
change negotiations on a post-Kyoto agreement and
risk assessments of carbon leakage.

It should be mentioned that one of the earlier
drafts of amendments to the EU ETS Directive con-
tained a more definitive proposal on allowance
requirements for EU importers. The so-called FAIR
{a future allowance import requirement} program
would include imports in the EU ETS beginning
31 December 2014.%°

2003/87/EC, Art. 29 (FAIR), available on the Internet at <climate.
alston.com/files/docsfeu.pdi> (last accessed on 18 February
2009); revised Directive 2003/87/EC of the European Parliament
and of the Council establishing a scheme for greenhouse gas
emission allowance trading within the Community, Art. 10 {b),
available on the Internet at <eur-lex.europa.eu/LexUriServ/
LexUriServ.do?uri=CONSLEG:2003L0087:20090625:EN: PDF>
{fast accessed on 18 February 2010},

19 The Directive 2003/87/EC establishing an ETS was amended by
the Directive 2009/29%/EC as 1o improve and extend the EU ETS,
which, inter alia, provides for increasing auctioning of allow-
ances to 100 % by 2027, starting with 100 % of auctioning for
power plants from 2013. It also introduces emission-intensity
standards for passenger cars and petrol from 2012 and 2011
respectively. The improved EU ETS is aimed at 20 % reduction
of GHG emissions and 20% share of renewable energy in con-
sumption by 2020.

20 Provisions on FAIR would be found in Art. 29 of the revised EU
ETS Directive if the draft Proposal of 10 December 2007 amend-
ing ETS Directive would have been adopted. See supra, note 18,
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In June 2009 the American Clean Energy and
Security Act (ACESA), also known as Waxman-
Markey Bill, establishing a cap-and-trade system on
a federal level passed a vote in the U.S. House of
Representatives.” Section 401 of Part IV of the bill
provides for inclusion of imports to the US cap-and-
trade starting from 2020.%> Border adjustments
for imports might include a requirement for US
importers to buy “international reserve allowances”
to offset lower energy and carbon costs of manu
facturing covered goods.

ACESA draft legislation, as well as the EU FAIR
proposal, provide for rebates for energy-intensive®?
and trade-exposed” industries which would have
to bear costs of compliance with cap-and trade
system. Under ACESA, beginning from 2014, US
entities from eligible sectors would receive a cer
tain amount of the emission allowance rebate per
unit of production®® Eligible sectors would pre
sumptively include sectors that meet energy or
GHG intensity criteria and trade exposure criteria,
or that have very high energy or GHG intensity.
Under the FAIR proposal, starting from 31 Decem-
ber 2014 exporters from the EU would receive
emissions allowances from the Community reg-
istry with respect to their exports.?® For this pur-
pose 2 % of the total EU wide quantity of allow-
ances would have been set aside. These proposals
on allowance rebates might be an example of the
opposite side of border adjustments - adjustments
on exportation.

Other options for BAMs in climate policy may
include a carbon-intensity standard for imports and

21 H.R. 2454; The American Clean Energy and Security Act passed
avote in the U.S. House of Representatives on 26 June 2009,
with most Democrats in favor and most Republicans againsi.
See New York Times, 27 June 2009, available on the Internet at
<www.nytimes.com/2009/06/2 7/us/politics/2 7climate.html>
{last accessed on 17 February 2010).

2

N

The design of these border offsetting measures is still in process
of elaboration. In the Kerry-Boxer climate bill (a legislative initia-
tive of the US Senate), which is a very similar to the Waxman-
Markey bill, but still competing with it, border adjustment
measures have not been proposed yet, but such an option is not
excluded either. See Kerry-Boxer bill, 5.1733: To create clean
energy jobs, promote energy independence, reduce global
warming pollution, and Iransition to a clean energy economy,
30 September 2009, available on the lnlernet at <kerry.senate.
govicleanenergyjobsandamertcanpower/pdi/bill.pdi>

(last accessed on 18 February 2010).

23 Itis still 1o be defined what industry can be considered carbon
inlensive. For instance, under the EU draft legal directive on a
Europe-wide carbon/energy tax proposed in 1992, an activity
was deemed energy-intensive when total energy cost was at
least 8 percent of value added. See Hoerner and Muller,
“Carbon Taxes lor Climate Protection”, supra, note 5, at 7.

an import carbon tax. A carbon-intensity standard
is a technical regulation which requires from pro-
ducers of imported products the same level of emis-
sions per unit of production as is required from a
domestic industry. A carbon tax can be levied either
on fuel consumption during production of goods
and calculated based on the carbon content of com-
busted fossil fuels, or can be imposed on measured
emissions created during the production process
(for instance, in production of steel or cement).%”
For instance, an intention to impose a carbon tax on
imports originating from countries not complying
with the Kyoto regime was announced by the
French government in November 2006 and reiter-
ated several times by the French president.2® How-
ever, these options have not yet been materialized
in legislative proposals.

In the next section, the legislative proposals on
carbon related BAMs will be tested on WTO-com
pliance within the legal framework set forth in the
previous section.

IV, Test on WTO Compatibility

As follows from the analysis of the WTO legal
framework, border adjustment can be seen as an
allowed practice under WTO law provided that cer
tain conditions are met.

However, border measures linked to emissions
are viewed from the WTO perspective as special
measures due to its PPM nature (the fact that they
are linked to production methods and not to prod-

24 For a sector to be deemed trade-exposed, its ratic of imports plus
exports to shipments plus imports should be above 10 and
15 percent in the EU and in the US, respectively, See “Carbon
Allowance Rebates seen as Possible Export Subsidies”, 27 Inside
U.S. Trade (2009), 1, at 2.

25 Waxman-Markey bill, supra, note 18, Section 401,

26 Draft Proposal for a Directive amending Directive 2003/67/EC,
supra, note 18, Art. 29:5.

27 WTO, "Trade and Climate Change”, WTQ-UNEP Report ( 2009),
at 90,

28 See Speech by President Sarkozy at Grenelle Environment
Forum held in Paris, 25 October 2007, available on the
Internet at <www.ambalrance-uk.org/Presentation-of-
Grenelle.html> {last accessed on 17 February 2010}, Further-
more, lrom 2010 the French government is introducing an
internal carbon tax (€ 17 per ton of CO,} on individuals and
businesses for fossil fuel consumption. See *ELJ mulls Europe-
wide carbon tax”, 6 QOctober 2009, available on the Internet
at <www.businessgreen. com/business-green/news/2250692/
eu-mulls-europe-wide-carbon-tax> (last accessed on
17 February 2010),



58 | Proposals on Carbon-related Border Adjustments

CCLR 12010

ucts directly) and its extraterritorial status (an
importing country imposes on an exporting coun-
try its environmental policy as well as production
methods on foreign producers).?

The PPM nature of carbon related BAMs makes
their legality disputable. The legal status of non-
product related PPMs is not clear. The main issues
here are likeness of PPM-different products and a
product-process distinction. It raises a number of
legal questions. For instance: Can taxes levied not
on products but on production methods qualify as
indirect taxes and thus be adjusted? Or can two
PPM non-identical products be considered not like?
In other words, is it possible to treat products dif-
ferently depending on the amount of GHGs emitted
during their production abroad?

It is not the intention of this paper to go into the
details of PPM dispute in the WTO with the analy-
sis of the related WTO jurisprudence. It will suffice
to signal the possible legal flaws in the design and
application of the proposed BAMs for climate pur-
poses giving due amount of consideration to the
PPM controversy, which in the end might be a key
factor in their legality. Possibilities of justification
of carbon-related BAMs under general exceptions
clauses of GATT Article XX and conceptual and
institutional solutions to the incompatibility of car-
bon-BAMs with WTO law are also a subject for a
separate paper.

1. Inclusion of Imports in a National
Emissions Trading Scheme

Compatibility of an importer allowance require-
ment with WTO rules will depend, apart from the
status of PPM-related measures under WTO law,
upon whether such a requirement can be consid-
ered an “internal tax or other internal charge of any
kind applied indirectly to products” foreseen by

29 John H. Jackson, “World Trade Rules and Environmental Policies:
Congruence or Conflict?” 49 Washington and Lee Law Review
(1992), available on the Internet at <www.worldtradelaw.net/
articlesffacksontradeenvironment.pdf> (last accessed on
17 February 2010) at 11-12.

30 Javier de Cendra, “Can Emissions Trading Schemes be Coupled
with Border Tax Adjustments? An Analysis vis-3-vis WTO Law”,
15 RECIEL (2006}, 131, at 136; Joost Pauwelyn, “U.S. Federal
Climate Policy and Competitiveness Concerns: the Limits and
Options of International Trade Law”, April 2007, available on
the Internet at <www.nicholas.duke.edw/institute/international-
tradelaw.pdf> (last accessed on 17 February 2010), at 2.

Article 111:2 of the GATT for imposition on imports
and whether its design and application satisfies
non-discrimination rules of GATT Articles I and IiL.

Concerning the first classification question, there
are different opinions. Defining a tax as, “an unre-
quited payment to the government,” or, “a compul-
sory contribution imposed by the government for
which taxpayers receive nothing identifiable in
return,” both De Cendra (2006) and Pauwelyn
(2007) argue that a requirement to surrender emis
sion allowances is such an unrequited payment or
compulsory contribution, which gives nothing in
return, and, hence, can qualify as a tax.> Moreover,
it is argued that even if the allowances were
received by domestic producers for free in case of
free allocation of allowances, they still impose an
opportunity cost on companies: allowances could
be sold on the market, if a company had managed
10 cut its emissions.' Thus, a requirement to sub-
mit allowances might qualify as a quasi-tax and can
be arguably adjusted at the border.*2

However, Quick {2009} is of the contrary opin-
ion.? He argues that such an allowance require
ment for importers cannot be qualified as a charge
imposed also on like domestic products for two rea
sons. First, the majority of allowances are still dis
tributed in the EU for free.3* Second, EU installa-
tions covered by the emissions trading scheme bear
different costs with respect to allowances. The cov
ered installations have enough flexibility to adjust
their costs of compliance. Some can reduce emis-
sions by cutting their production volumes and then
sell extra allowances on the carbon market making
a profit from it. Others can invest in low-carbon
technologies enabling them to produce at a lower
emissions level and also sell the remainder of
allowances on the market. These different strate
gies can in the end lead to different costs for a firm.
In this sense, it would be difficult to qualify an
emission allowance obligation under EU ETS as a

31 Pauwelyn, “U.5. Federal Climate Policy”, supra, note 30,
at 22,

32 Ibid.

33 Reinhard Quick, “’Border Tax Adjustment’ in the Conlext of
Emission Trading: Climate Protection or ‘Naked" Protectionism?”
3 Global Trade and Customs Journal (2008), 163, at 165-166.

34 Free allocation comprised 95% in the first phase of EU ETS
{2005-2007), 90 % - in the second phase (2008-2012), and will
constitute up to 70 % of allowances for processing installations
at the beginning of the third phase (2013-2020). See revised
Directive 2003/87/EC, supra, note 18, Article 10a).
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“charge indirectly applied to products” within the
ordinary meaning of a charge.*®

Consistency of an importer allowance require-
ment with the WTO most-favored nation principle
and acceptability of the measure by trading partners
would largely depend upon particularities of its
import coverage. Most of legislative proposals on
inclusion of imports into a national cap-and-trade
system provide for exemptions from coverage of
certain imported products, sectors and even coun-
tries. Exclusion of certain imports from coverage
runs contrary to the most favored nation principle
of GATT Article I. However, certain exemptions of
imports are normally required for a measure to fall
under general exceptions clauses of GATT Article
XX. And criteria set for such exemptions will likely
determine chances for justification of a measure.

Exclusions of certain goods from importer
allowance requirements are foreseen by a number
of US legislative proposals on border adjustment
measures for climate change purposes. Under
Bingaman-Specter, and Lieberman-Warner bills,
which were considered in the US Congress in previ-
ous years, excluded from coverage36 would be the
countries (i.e. the goods imported from these coun-
tries would not be supposed to be accompanied by

35 Pursuant to Art. 31 of the Vienna Convention on the Law of
Treaties, interpretation of the language of a treaty should prima-
rily be made in accordance with the ordinary meaning of its
terms. See also Patrick Edgar Holzer, Die Ermittiung der inner-
staatlichen Anwendbarkeit vlkerrechtlicher Vertragsbestim-
mungen (Zurich: 104 Swiss Studies on International Law, 1998},
at 56-58 with further references.

36 "Covered goods” would include GHG intensive goods (primary
preducts: iron, steel, aluminum, cement, bulk glass, or paper; or
other manufactured product sold in bulk for a further manufac-
ture and manufacture of which generates GHG emissions compa-
rable, on emissions-per-dollar basis, to those produced in the US.

37 Climate Change Legislation Design White Paper: Compelitiveness
Concerns/Engaging Developing Countries House of Representa-
tives, Committee on Energy and Commerce, january 2008, avail-
able on the Internet at <energycommerce.house.gov/images/sto-
nes/Dacuments/PDF/selected_legislation/White_Paper.Compeli-
tiveness.013108.pdf> (last accessed 18 February 2010), at 9.

38 United States - Import Prohibition of Certain Shrimp and Shrimp
Products, Report of the Appeliate Body, para. 161, WTO Doc.
WT/DS58/AB/R, 6 November 1998,

39 United States - Import Prohibition of Certain Shrimp and Shrimp
Products - Recourse to Article 21.5 of the DSU by Malaysia,
Report of the Appellate Body, para. 144, WTO Doc.
WT/D558/AB/RW, 21 November 2001,

40 Decision 1/CP.13, Bali Action Plan, para. T(b)(i), UN Doc.
FCCC/CP2007/6/Add.1, 14-15 December 2007,

41 A G5P is allowed by the “Decision on Differential and More
Favorable Treatment, Reciprocity and Fuller Farticipation of
Developing Countries” of 1979, the so-calied Enabling Clause.

42 Waxman-Markey bill, supra, note 18, Part IV, Section 401,

emissions allowances) which a) would have taken
‘comparable action” to the US, b) are “least-devel-
oped’, or ¢} would have had GHG emissions below
de minimis level (0.5% of world emissions).*’

Such conditions for exclusion will likely have
chances to withstand a challenge of the WTO dis
pute settlement for the following reasons. First, the
requirement of a “comparable” and not the same or
“as stringent as” action will likely be viewed as
“intended and actual coercive effect on the specific
policy decisions made by foreign governments”?®
In US-Shrimp (Article 21.5) after the US changed its
policy from requiring from its trading partners the
adoption of essentially the same program to, “the
adoption of a program comparable in effectiveness,”
the US import ban passed the Appellate Body test
as one which “allows for sufficient flexibility in the
application of the measure so as to avoid ‘arbitrary
or unjustifiable discrimination.”® It should be
noted that the term “comparability of efforts” was
also used in the Bali Action Plan with respect to
developed countries’ mitigation actions.*® Second,
exclusion of imports from least developed coun-
tries satisfies the GATT provisions on special and
differential treatment of developing countries.
Under GATT Article XXXVII:1 (b) and (c), devel
oped countries shall refrain from imposing new fis
cal measures and also refrain from introducing
non-tariff import barriers on products currently or
potentially of particular export interest to less-
developed WTO members. Derogations with
respect to developing and least developed countries
to the most-favored nation treatment are possible
under a Generalized System of Preferences (GSP).*!
Under a GSP, developed countries can give differen-
tial and more favorable treatment, and particularly
preferential tariffs, to imports from developing
countries on a non-reciprocal basis and without
granting such preferences to all other WTO-mem-
bers.

Under the US ACESA proposal, excluded would
be sectors which would have more than 85 % of
imports coming from countries that 1) would have
been parties to international agreements requiring
economywide binding national commitments at
least as stringent as those of the US, 2} would have
had annual energy or GHG intensities for the sector
comparable or better than the equivalent US sector,
and 3) would have been parties to an international
or bilateral emission reduction agreement for that
sector, 2
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ACESA exclusions seem to be very vulnerable to
the challenge in the WTO. The requirements to be
bound by commitments “as stringent as those of
the US,” and energy-efficiency and carbon-intensity
standards “comparable or better than the equiva-
lent US sector” will likely be viewed as compelling
other country to adopt US policy.

Furthermore, according to Quick (2009), the
weak point of the US proposals on inclusion of
imports into a cap-and-trade is that they all require
from other countries actions on climate change
which are either as stringent as or comparable to
those taken by an importing country. The question
is whether a country can demand from other coun-
tries commitments which are higher than those
undertaken under an international agreement.*}
Indeed, if commitments of developing countries to
take nationally appropriate mitigation actions
(NAMAs), which exclude achieving concrete emis-
sion reduction targets would be accepted by all par-
ties of a new climate change agreement, to demand
from these countries more through threatening by
sanctions including BAMs would be illegitimate. It
is doubtful that such unilateral demands will be jus-
tified under GATT Article XX.*

The EU FAIR proposal on inclusion of imports
into the EU ETS would provide for exemptions
from an obligation at the border to surrender emis-
sion permits on carbon footprint of products for
imports from countries which would have taken
binding and verifiable actions to reduce GHG emis-
sions comparable to the action taken by the EU,
pursuant to the UNFCCC principle of common but
differentiated responsibilities.*” In practice, this
would imply that countries would be exempted if
they have ratified an international climate change
agreement and those whose carbon markets would
have been linked with the EU ETS.

To base the exemptions on the UNFCCC princi-
ple of common but differentiated responsibilities
seems to be a sound decision. This approach
acquires legitimacy from its support by 192 coun-
tries, parties to the UNFCCC Convention, the over-
whelming majority of which are also WTO mem-
bers. Furthermore, it can satisfy the requirements
of the chapeau of GATT Article XX to take into
account conditions in different countries. Another
positive feature of the design of FAIR program is its
link to the UNFCCC international cap-andtrade
system and carbon markets of other countries
through acceptance for compliance of ERU and
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CER credits earned in Joint Implementation and
CDM projects, as well as emission permits from car-
bon markets of other countries, provided that their
emission trading schemes have been recognized as
equivalent to the EU ETS.

However, the problems with WTO-consistency,
particularly with the principle of national treat
ment, can occur at the implementation stage. A
measure can be found discriminatory against
imports in the way it is implemented. One of the
main practical challenges is the correct determina
tion of the level of adjustment, i.e. the number of
allowances which importers have to surrender at
the border.

To comply with the requirements of national
treatment provisions of GATT Article I1, the num
ber of allowances surrendered by importers on a
dollars/ton of embedded carbon basis should be
equal to the number of allowances surrendered by
domestic producers for the same amount of carbon
footprint when the like products are produced in
the importing country. However, the number of
allowances due for submission at the border can
hardly be correctly calculated, as the emissions
which happened during the product at various
stages of the production process and the value
chain cannot be easily traced in the final product,
especially if all the production takes place abroad.
The calculation of the adjustment level should be
based on the relevant information about the carbon
content of an imported product. The requirement
to provide such information from a foreign pro
ducer can constitute discrimination in itself, to say
nothing of the complexity of required bureaucratic
procedures and impossibility of verification of the
provided information. As an alternative, the cus
toms authority of an importing country can use as a
reference an emissions level under the predomi
nant method of production in the corresponding
industry of an importing country or even the aver-
age level of costs of emissions reductions incurred
by domestic producers of the like product.

The calculation of adjustment based on the pre-
dominant method of production was used in the
US for the Superfund excise tax on chemicals and
was not challenged by the WTO panel in the GATT

43 Quick, “Border Tax Adjustment: A Myth”, supra, note 13, at 354,
44 Ibid.

45 Draft Proposal for a Directive amending Directive 2003/87/EC,
supra, note 18, Art. 29,
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US-Superfund dispute.® Calculation of taxed inputs
of a final product for border adjustment purposes
on the basis of a predominant method of produc
tion was later applied in the Ozone Depleting
Chemicals Tax, originally intended also for chemi-
cal inputs not necessarily physically present in the
final product.*’ The ODC tax has been in place in
the US since 1989, and so far there have been no
complaints from other countries to the WTO. How-
ever, all these facts do not give the green light for
the use of this method.

Usually subject to the emission allowance
requirement at the border will be the imported
products which are like products to the most car-
bon-intensive goods produced in the importing
country. However, such imported products would
not necessarily be carbon-intensive themselves. The
same industry in two different countries might sig-
nificantly differ in carbon intensity of production,
depending upon a fuel or technology it uses. In this
case, if a carbon footprint of the imported product
is imputed based on a predominant method of pro-
duction of the like product in an importing country
and not on the information on the actual carbon
footprint provided by an importer, foreign products
will be charged more than the like domestic prod
ucts, which will be considered a violation of provi
sions of GATT Article I11:2.

Furthermore, the use of the predominant
method of production as a reference for a carbon
footprint of an imported product contradicts the
classic economic theory of international trade
which assumes that difference in natural resources,
labor and technologies available in the country
determines its specialization and its place in inter-
national division of labor. Intrusion into this
process will lead to market distortions and eco-
nomic inefficiencies. It may also raise a question
whether a country has the right to shape the tech-
nological policy of another country.

46 “United States - Taxes on Petroleum and Certain Imported Sub-
stances”, Report of the Panel, GATT, paras. 2.6 and 5.2.9-5.2.1 0,
Doc. /6175, 17 June 1987,

47 Hoerner and Muller, “Carbon Taxes for Climate Protection”,
supra, note 5, at 36.

48 Oraft Proposal for a Directive amending Directive 2003/87/EC,
supra, note 18, paras. 2-3 of Art. 10 {c).

49 Quick, “*Border Tax Adjustment’: ‘Naked” Protectionism?” supra,
note 33, at 166.

50 Pauwelyn, “U.5. Federal Climate Policy”, supra, note 30, at 42.

An alternative approach to a predominant method
of production is determination of an adjustment
level based on the average level of emissions in a
sector across the importing country. This approach
was followed in the EU FAIR proposal on inclusion
of imports into the EU ETS.*® The amount of
allowances which importers would be required to
submit at the border on importation, or exporters
entitled to get back on exportation of products,
should be equivalent to the level of emissions occur-
ring on average during production of these products
in the EU multiplied by the quantity of goods
imported or exported. However, due to different
costs of compliance under the ETS for different EU
installations, the level of adjustment for imports
will be impossible to adequately calculate. Even if
the decision were to charge importers with an aver-
age cost incurred by EU installations, to determine
the precise average in the situation of different pos-
sibilities of compliance available for domestic firms
would be very difficult if not impossible. Conse-
quently, such adjustment, apart from requiring com
plex bureaucratic procedures, will most likely be
challenged in the WTO by exporting countries as
one which discriminates against imports.*?

Whatever methodological approach to calcula-
tion of adjustment were chosen, it would be impor-
tant to allow importers to challenge the imputed
carbon content of their product taken as a basis for
calculating the number of allowances due to sub
mission and give them the possibility to provide
the actual information on carbon footprint of their
products.

Other aspects of implementation which might be
found discriminatory against imports are the price
at which the allowances would be available for
importers and the selection of imported products
which would be subject to an emission allowance
requirement. Higher prices of allowances for im
porters would constitute an infringement of provi
sions on national treatment under GATT Article [I1.
Such a situation will inevitably occur in a cap-and
trade system with free allocation of allowances, such
as currently in the EU. To maintain non-discrimina-
tory conditions for imported products, if all allow-
ances to domestic producers are distributed for
free, allowances for importers should also be given
for free, and if part of allowances is distributed free
of charge and part is sold in the auction, importers
should be charged a price equal to the average costs
of allowances for domestic producers.>®
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Pursuant to the national treatment principle as for
mulated in GATT Article III:2, internal taxes or
charges applied to imports should not be in excess
of those applied to like domestic products. It means
that the list of imported products/sectors included
to the national emissions trading scheme and hence
subject to an emission allowance requirement
should correspond to the list of domestic products
subject to the same requirement. In the context of
the EU ETS, it is important to note that the ETS cov-
ers installations and not products or sectors.
Therefore, the scope of products subject to adjust-
ment at the border should cover only those prod-
ucts which are produced by EU installations cov-
ered by thé ETS, and only at that stage of produc-
tion {usually at the start of the value chain} which
is controlled by the scheme.”'

Thus, existing legislative proposals on inclusion
of imports into a national cap-and-trade system are
quite vulnerable to WTO challenge. Their main
weaknesses lie in the peculiarities of an importer
allowance requirement as a quasi-tax or an indirect
charge linked to non-incorporated PPMs, the crite-
ria chosen for import coverage or exclusions and
the details of implementation.

2. Export Rebates

As was shown above, border adjustment on expor-
tation of internal taxes and charges is an acceptable
practice under WTO law if the amount of compen-
sation does not exceed the amount of taxes and
charges levied on the same products when they are
sold in the domestic market. Yet, compensation of
costs resulted from carbon-restrictive domestic
measures to national producers when their prod-
ucts are exported involves a number of issues
which put in question the legality of such practice.
These issues should be outlined before proceeding
with the analysis of existing legislative proposals
on emission allowance rebates.

First of all, the uncertainty about the status of
PPM measures under WTO law makes it impossi-
ble to give a definite answer to the question about
the legality of the adjustment of carbon-related
internal measures on exportation. The question is
again whether charges on emissions can qualify as
indirect taxes, i.e. taxes levied on products, and
thus, can be adjusted on exportation. Can the costs
of allowances which are the charges on emissions
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and not directly on products be considered “taxes
borne by products” mentioned in GATT Article
VI:4, Note Ad Article XVI and footnote 1 to the
SCM Agreement and hence be reimbursed on
exportation? Here again opinions differ reflecting
the complexity of the PPM-dispute. Some argue
that the term “taxes borne by products”, used in
these provisions, requires arguably in its ordinary
meaning a less direct relationship between a tax
and a product and has a broader scope of operation
than the term “taxes applied to products”: it could
imply not only taxes imposed on products or on
their inputs physically present in a final product,
but also taxes linked to non-physical aspects,
including production processes®® Others claim
unacceptability of emissions charges for adjust-
ment on exportation arguing that emissions
charges are neither “indirect taxes levied in respect
with the production” under item (g) nor “prior stage
cumulative indirect taxes” under item {h) of the
[Nustrative List of Export Subsidies in Annex I of
the SCM Agreement, the more so as the related to
item (h) footnote 61 of Annex II of the SCM Agree-
ment explains that “inputs consumed in the pro-
duction process are inputs physically incorporated,
energy, fuels and oil used in the production process
and catalysts which are consumed in the course of
their use to obtain the exported product”>® This
question will remain unanswered so long as the sta
tus of PPM-measures has not been clarified by the
WTO adjudicative bodies.

Furthermore, the rule governing border adjust
ment on exportation says that the rebates shall not
be made in excess of taxes which are levied on like
products when they are destined for domestic con
sumption. It means that the money which has been
paid as taxes is either returned by the government
when products are exported or, if the taxes have not
yet been paid, exported products are exempted
from the taxes which would be paid if these prod-
ucts were sold in domestic market. [n present, go %
of emission allowances in the EU are issued to cov-

51 Quick, “Border Tax Adjustment: A Myth”, supra, note 13, at 355.

52 See e.g. Note by the WTO Secretariat, “Taxes and Charges for
Environmental Purposes — Border Tax Adjustment”, para. LXXI,
WTO Doc. WT/CTE/W/47, 2 May 1997,

53 See e.g. Hoerner and Muller, “Carbon Taxes for Climate
Protection”, supra, note 5, at 33; De Cendra, “Can Emissions
Trading Schemes be Coupled with Border Tax Adjustments?*
supra, note 30, at 140; Lodefalk and Storey, “Climate Measures
and WTO Rules on Subsidies”, 39,1 Journa! of World Trade
(2005), 23, at 39,
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ered installations free of charge and up to 70 % of
allowances will be issued free of charge for process-
ing installations after 2012. According to legislative
proposals on a cap-and-trade system in the US,
American covered entities will also receive emis-
sion allowances within their quotas for free. Export
rebates under free initial allocation of allowances
might constitute compensation of costs “in excess
of those which have accrued” and, pursuant to
GATT Ad Article XVI, might qualify a subsidy.

Apart from the above mentioned legal mis-
matches, carbon related export rebates run against
environmental and moral principles. It is sheer
nonsense to rebate the costs of emissions if the
whole purpose of an emissions reduction system is
to create such costs for selected firms or industries
in order to reduce emissions. Rebates of the costs of
allowances on exportation would undermine the
efficiency of climate policy. Moreover, it would dis-
arm a country making such rebates of the last argu
ment that carbon restrictions on imports are
imposed with the sole purpose of climate protec-
tion. Inability to apply this argument would result
in the failure to invoke GATT Article XX for justifi-
cation of a measure if it were found to violate sub-
stantive rules of the GATT,

Pursuant to Article 29:5 of the EU draft Directive
of 2007 (FAIR proposal), starting from 31 Decem
ber 2014, EU exporters would receive emission
allowance rebates in respect of their exports based
on the reports on the verified level of emissions
associated with the production of their goods. The
proposed formula of rebates will likely get in con-
flict with the provisions of GATT Ad Article XVI
both on the grounds of their PPM nature and the
fact that the majority of allowances are distributed
for free. In addition, it would run contrary to the
environmental objective of GHG emissions reduc-
tion.

According to Section 401 of Waxman-Markey bill
(ACESA), starting from 2014, US enterprises from
carbon intensive and trade-exposed industrial sec
tors would get emission allowance rebates per unit
of their production. The proposed emission
allowances rebates have sparked a debate among

54 Inside U.S. Trade, supra, note 24, at 1-2,

55 This was the language used by the Appeliate Body in China-Auto
Parts to distinguish between customs/border charges on importa-
tion and internal charges.

WTO experts on whether they would constitute a
prohibited export subsidy.>*

The first point to be made is that the proposed
rebates do not fit into the legal framework for typi
cal export rebates. Export rebates are usually pro-
vided in the form of compensation of costs of taxes
paid by companies in the amount which does not
exceed such costs. US companies eligible for
rebates would have initially received emission
allowances for free. Thus, the question is: would
there be anything that these companies could be
compensated for? And even if to admit that emis-
sions are a company's resource and that, by creating
scarcity of resources, allowances put additional
costs on a company, compensation by means of
allowance rebates might still be over emissions-
related costs incurred by a company. The allowance
rebates would not necessarily be given in the
amount equal to the amount of allowances surren-
dered by a firm on its annual emissions’ basis. It
seems that they would simply be an extension of
the emissions quota which would have been ini-
tially allocated to a company. Consequently,
allowance rebates proposed in Waxman-Markey bill
would not be consistent with the WTO rules on bor
der adjustment on exportation.

Indeed, the rebates mentioned in Waxman-
Markey bill have prima facie nothing to do with
export rebates as they are perceived by the WTO,
They are not directly conditioned on exports or, in
other words, the right to receive them does not
occur on or by virtue of exportation.*® The main
conditions for receiving them, as stated in the bill,
are GHG-intensity and trade exposure of industries
in which receiving companies work. It means that
not only exporting enterprises but also non-export-
ing enterprises may get such rebates,

The main question which the foreseen allowance
rebates raise, therefore, is whether they may consti-
tute a prohibited export subsidy. According to Arti-
cle 3.1 (a) of the SCM Agreement, prohibited is a
subsidy which is, in law or in fact, export contin-
gent. One of the criteria in the Waxman-Markey
bill for eligibility of enterprises for rebates is trade
exposure of an industry. Trade exposure is a ratio of
imports plus exports to total sales plus imports of a
company. The fact that the eligibility of rebates
depends upon an industry’s level of exports can
already be viewed as a clear case of export contin
gency. Footnote 4 to the SCM Agreement states that
if a subsidy is in fact tied 1o actual or anticipated
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exportation or export earnings, such a subsidy falls
within the meaning of a prohibited export subsidy
under Article 3.1 of the SCM Agreement, even if the
subsidy has not been made legally contingent upon
export performance. Thus, the foreseen rebates
might be deemed to be export contingent in fact. It
should be recalled that the panel in Australia-Auto
motive Leather used quite a loose test of “close con
nection between” a subsidy and an export perform
ance and set quite a low threshold for defining
export contingency on the basis of the facts.>®

Furthermore, the fact that the rebates would be
made available not only to exporting but also to
non-exporting (carbon-intensive) industries would
not be sufficient to rebut the export contingency of
a subsidy. As was held by the AB in US-FSC {Article
21.5 - EC} and upheld by the AB in US-Upland Cot-
ton, there might be two circumstances in which
domestic producers would be eligible to use subsi-
dies: in our case, when they belong to trade-
exposed sectors and when they belong to GHG-
intensive sectors; and “the fact that the subsidies
granted in the second set of circumstances might
not be export contingent does not dissolve the
export contingency arising in the first set of cir-
cumstances”,>’

The only defense that the proposed allowance
rebates might have is the fact that they are trig-
gered based on an industry’s exports and not on an
individual firm’s exports, which, in the view of both
Charnovitz and Pauwelyn, makes a conclusion
about their illegality less categorical.>® The line of
argument is that if the eligibility for rebates
depends on export volumes of the entire industry,
an individual firm would not receive an incentive
to export more and, thus, it would not increase
export volumes and cause trade distortions.

In sum, the legislative proposals on allowance
rebates to domestic carbon-intensive and trade-
exposed industries, which so far have been made in
the EU and the US in support of their national cap-
and-trade systems, are not entirely consistent with
WTO law. They risk falling foul of WTO rules on
subsidies, and undermine environmental objec-
tives,
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V. Conclusion

Adjustment of internal measures, such as value-
added taxes and excise duties, at the border is a
widespread practice, and provided that certain con-
ditions are met the practice is fully consistent with
WTO rules. However, application of carbon-related
border adjustment measures, due to some of their
characteristics, such as their PPM-nature and the
indefinite legal status of emission allowances, may
get in conflict with WTO law,

Proposals on inclusion of importers in the EU
ETS and the pending federal cap-and-trade system
of the US are quite vulnerable to WTO challenge.
Their main weaknesses lie in the peculiarities of an
importer allowance requirement as a quasitax or
an indirect charge linked to non-incorporated
PPMs, the criteria chosen for import coverage or
exclusions and the details of implementation,

Proposals on allowance rebates to domestic car-
bon-intensive and trade-exposed industries, which
50 far have been made in the EU and the US in sup-
port of their national cap-and-trade systems, are not
entirely consistent with WTO law. They risk getting
in conflict with WTO rules on subsidies and would
undermine environmental objectives.

Policy-makers designing carbon-related border
adjustment measures in support of national emis
sions reduction systems should be aware of legal,
economic and environmental constraints of these
measures and of their possible negative effects on
relations with trading partners and on the multilat-
eral trading system as a whole. Also, it should be
remembered that problems with WTO-consistency,
particularly with the principle of national treat-
ment, might occur at the implementation stage.

56 "Australia ~ Subsidies Provided 1o Producers and Exporters
of Automotive Leather”, Report of the Panel, paras. 9.55-9.56,
WTO Doc. WT/DS126/R, 16 June 1999,

57 “United States - Subsidies on Upland Cotton”, Report of
the Panel, para. 579, WTG Doc. WT/DS267/R and Conr. 1,
8 September 2004.

58 Inside U.5. Trade, supra, note 24, at 2.




