T20 Policy Brief

"Q' Task Force 4
Refuelling Growth: Clean Energy
and Green Transitions

INCLUSIVE CARBON
PRICING: PATHWAYS
TO MULTILATERAL
COOPERATION

June 2023

N

INDIA 20

=
a
Z
o
N
o?
N

Pierfrancesco Mattiolo, Research Assistant, University of Antwerp
Giulia Cretti, Research Fellow, Clingendael Institute
Amira Bilqis, Associate, ASEAN Centre for Energy

ONE EARTH « ONE FAMILY « ONE FUTURE







arbon pricing is an
essential tool in
addressing the threat
of climate change and
leveraging investment directed for
sustainable energy. But it also poses
challenges from an international
trade perspective, particularly when
paired with carbon border adjustment
mechanisms (CBAMs). Several G20

members are already developing policy

tools of this kind without coordination.

The G20 has acknowledged the urgency
to act to ensure the Paris Agreement
targets are achieved through energy
transition, and has expressed its

willingness to enhance cooperation in

the field of carbon pricing. This policy
brief examines how decarbonisation
can be achieved through plurilateral
and multilateral cooperation in the field

of carbon pricing.

The G20 and other relevant multilateral
institutions could promote a set of
common and inclusive principles
for carbon pricing. This could help
simplify the design of new schemes
and reduce frictions if CBAMs are
established. Rulemaking in this area
could be combined with capacity-
building initiatives and support for
developing countries, according to the
relevant principles of the United Nations

Framework Convention on Climate Change.
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n its Sixth Assessment Report
(2022), the
Panel on Climate Change (IPCC)

Intergovernmental

warned that global temperatures
will rise over the 1.5°C level within two
decades and that only drastic cuts
in carbon emissions could prevent
the dire consequences such a rise in
temperatures will have on life on Earth.!
As the IPCC report clarified, the parties
of the Paris Agreement do not seem on

track to achieve the treaty’s targets.

What policies can states adopt to
accelerate the greening of their
economies and reduce carbon
emissions? A promising path is the use
of carbon pricing in the form of emission
trading schemes or carbon taxes.? In a
nutshell, carbon pricing instruments set
a price on carbon as a means to reduce
CO2 emissions and drive investment
into cleaner options. Policies of this
type are deployed by several countries
and recognised by the Kyoto Protocol
and the Paris Agreement. Additionally,
several international organisations
have expressed their support for
stepping up this approach in the form
of a global carbon price.® Regardless
of possible initiatives at the plurilateral
and multilateral levels, all parties to the
Paris Agreement need to raise the level

of their climate policies and address

the unprecedented challenge posed by

climate change.

Another interesting approach to climate
action is the one that revolves around
trade policies, which appear more and
more interlinked with climate policies.*
This seems a natural consequence
of the fact that climate change and
international trade are also deeply
intertwined: trade liberalisation and the
subsequent increase in trade flows and
industrial outputs can have both positive
(e.g., circulation of greener technologies)
and negative (increased production and
therefore emissions) impacts on the
climate.® At the 2023 World Economic
Forum Annual Meeting, a new Coalition
of Trade Ministers on Climate was
launched with the aim of putting climate
action at the heart of trade policies. This
includes several G20 members such as
Australia, Canada, the European Union
(EU), Japan, South Korea, the UK,
and the US.® Other examples of this
growing ‘climate & trade’ approach are
trade agreements or preferential trade
treatments that subordinate enhanced
liberalisation to respect international
climate law or other specific green
commitments. As a reference, in 630
trade agreements signed between 1947
and 2016, it is possible to identify 308

provisions on the environment.”
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Carbon border adjustment mechanisms

(CBAMs) are also policy tools that
combine climate and trade elements
with the intention of amplifying (and
safeguarding) the effects of other
climate policies, like carbon pricing
mechanisms. By imposing the same
carbon price paid by domestic
producers on goods imported from
jurisdictions that have less ambitious
climate policies, CBAMs aim to achieve
two results. First, they prevent carbon
leakage, i.e., the shift in emissions to
foreign jurisdictions with less stringent
climate polices. Second, CBAMs make
climate action less burdensome for
domestic industries, taking the form of
a ‘competitiveness provision’.? It should
be noted that this rationale is at times
criticised due to the perceived lack of
empirical evidence on carbon leakage.®
At the same time, they encourage
developing countries to increase the
ambition of their climate policies, as
‘climate inaction’ becomes costly for
their export competitiveness. They
also motivate companies to make their
manufacturing processes less carbon-
intensive, helping them achieve an

advantage over competitors.

The EU CBAM is a case in point. It

created momentum for both carbon

pricing and border adjustment tools. For
instance, Tiurkiye decided to commit to
the Paris goals under the influence of the
EU CBAM; and Canada' and Japan'
started to consider the development
of their own CBAMs in cooperation
with the EU. Other countries that do
not yet have carbon pricing schemes
are looking at suitable models to have
their businesses pay the carbon tax at
home rather than to the EU. This opens
the possibility for the G20 to promote a
set of common and inclusive principles
for carbon pricing to simplify the design
of new schemes. With its emissions
trading system (ETS) and CBAM, the
EU offers only one possible blueprint.
In April 2022, the World Bank mapped
68 different carbon pricing systems,
which take the form of either taxation
(carbon tax) or market instrument (‘cap
and trade’ systems or ETS). On top
of that, there are also indirect ways of
pricing carbon—such as fuel taxes or
the removal of fossil fuel subsidies—
that increase the complexity of carbon

pricing ecosystems.

Conversely, CBAMs can also be of
different types. Consider the potential
designs examined by the EU for its

CBAM:"
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i) Carbon taxes paid by importers,
based, for example, on the
domestic carbon price and the
carbon intensity value of the
product. These measures may be
scrutinised under Articles Il and
[lI:2 of the General Agreement on
Tariffs and Trade (GATT).™

i) Import certificates that mirror
the allowances exchanged in the
domestic ETS system. This is the
policy option the EU chose in the

end.'®

iii)  Excise duties on the consumption
of imports based on the internal

carbon price.

While different, all these models are in
line with the notion of border adjustment
mechanisms that are enshrined in
the World Trade Organization (WTO)
framework, i.e., ‘fiscal measures which
put into effect, in whole or in part, the

destination principle’."”

While CBAMSs are promising tools when
it comes to encouraging climate action,
they also present some challenges. First
, they may be perceived as a unilateral
imposition of climate policies that may
be ill-received by trade partners and
generate trade tensions.”™ India, the
chair of the G20 in 2023, has announced
its intention to file a complaint with the
WTO about the EU CBAM." The issue
of their compatibility with WTO law is
a keystone of the debate over CBAMs
and it has been driving the EU CBAM
legislative process. Second, they may
strain one of the core principles of
international climate law, which is the
principle of differentiation (‘common
but differentiated responsibilities and
respective capabilities’ or CBDR-RC).?°
Both legal orders somewhat address
this tension between climate action and
trade restrictions.?' In any case, solving
this apparent contrast may encourage
more countries to use carbon pricing

and CBAM tools.
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20 economies account

for approximately 75

percent of both global

greenhouse emissions
and international trade, therefore
decisive action at the G20 level is pivotal
to achieving the goals of the Paris
Agreement. In the Venice Communiqué
of 2021, the G20 membership already
expressed its willingness to cooperate
in the field of carbon pricing.?> Most
of them already have a carbon tax
or an ETS in place® and, therefore,
have developed more capacity in this
field. In addition, the membership of
big developing countries, like Brazil,
India, and Indonesia, could voice
concerns from the global south during
the development of a regional carbon
pricing policy and pioneer its expansion,
opening up new opportunities. The
involvement of these countries could
facilitate the development of regional
carbon pricing frameworks due to their
economic and political networks with
non-G20 developing countries. For
instance, Indonesia could cooperate
with the rest of the Association of
Southeast Asian Nations to build a
regional carbon pricing mechanism,
following the auspices of the UNFCCC

Regional Dialogue on Carbon Pricing.?

In the framework of the EU CBAM,

many concerns have already been
raised about the need to understand
the wvulnerabilities of developing and
least developed countries. CBAMs
have the potential to generate negative
externalities for the economies of these
countries, raising questions about
climate justice and extraterritoriality.
To mitigate such negative effects,
researchers point to the possibility of
granting CBAM exemptions, although
this threatens to compromise the
effectiveness of the policy.?® Other
options include redistributing the
revenue generated by the carbon levy,
assisting vulnerable countries through
financial and technical support for the
decarbonisation of their industries,
and the development of carbon pricing
instruments.?® Enhanced coordination
of different carbon pricing systems can
increase the combined effects of all
these initiatives via the reduction of the
fear of carbon leakage and free-riding
and the exchange of best practices.
Proper coordination will allow G20
countries to raise the ambition of their
climate policies since their most relevant
trade partners will also do the same.
Last year, the G7, under the presidency

of Germany, established a climate club
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with the aim of supporting cooperation
in the field of progressive climate policy.
The initial focus of the club is the
decarbonisation of industry through an
‘open, cooperative and international’
approach.?” However, such climate club
runs the risk of remaining too elitist if

highly-developed countries do not step

up their support to developing countries
in setting up their carbon pricing
initiatives.?® The G20 is the ideal forum
to study and consider the articulation of
cooperation in the carbon pricing field
since its decisions will affect a major

share of the world economy.
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Recommendations
to the G20



aking existing carbon

pricing systems into consi-

deration, core principles for

international cooperation
in this field need to be identified. These
principles could constitute the basis for
the development of effective carbon
pricing schemes in countries that do
not yet implement any. Such schemes
should also facilitate the flow of goods
when border adjustments are present.
The G20 members could promote them
in other international bodies and support
developing countries in capacity-
building and industrial transition. G20
members with more experience in
carbon pricing could help other members
in recalibrating their existing policies.
Non-G20 countries need to receive
support to prepare them for the eventual
adoption of carbon pricing tools. We
recommend that the G20 acknowledge

the following principles.

Transparency, accountability,
and data-driven policymaking

CBAMs may be contentious due
to the lack of conclusive empirical
evidence on carbon leakage and the
issue needs to be further explored.?
Therefore, G20 countries could task
international organisations and research

networks with the assessment of

this phenomenon and commit to the
transparent disclosure of emissions and
economic data. Governments could
design policies based on this data and
publish a sustainability impact report
before adoption.®® In these reports, the
impact on developing countries needs

to be considered.

If the effectiveness of a carbon
pricing system is strengthened
by a CBAM, the latter shall be
WTO-compatible

CBAMs need to pass the non-
discrimination test of the Most Favoured
Nation (Article | GATT) and national
treatment principles (Art. Ill GATT) to
minimise the risk of trade conflict that
may be spurred by this type of measure."
Designing a WTO-compatible CBAM
is possible®* and countries should not
have prejudices against the adoption of
such measures. This is especially true
for G20 countries which already use
carbon pricing tools and therefore will
not be excessively affected by CBAMs
set up by their trade partners. CBAMs
need to recognise all forms of carbon
pricing (explicit and implicit) to reduce
negative effects on trade flows and
respect national sovereignty. Mutual
recognition will be made easier by the

coordinating effort of the G20.
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Developing and vulnerable
countries should not be
affected negatively by CBAMs
and need to be supported using
the revenues from CBAMs

The negative effects of CBAMs on
developing countries could be reduced
by granting interim exemptions (without
compromising the effectiveness of the
policy) and/or by cooperation initiatives.
CBAMs should not shift the economic
and social burden of climate policies
from developed countries to vulnerable
ones.®® At the same time, they cannot
violate the CBDR-RC principle by
unilaterallyimposing emissionsreduction
commitments without respecting
‘national policy space for sustained,
inclusive and sustainable economic
growth’.?* Developing countries need
to be supported by providing resources
and capacity-building to develop or
enhance their own carbon pricing tools
and then claim a deduction in their
CBAM obligations. These resources
could come from the revenues raised by
CBAMSs, which can be transformed into

climate finance tools.®®

Moving towards a multilateral
or plurilateral carbon pricing
system

If CBAMs are WTO-compatible and
open to cooperation, they will create less
tensions. G20 partners may consider, in
the future, the establishment of a ‘global
carbon price’ or at least a plurilateral
tool. This path is recommended by
international organisations and answers
to the need for effective, multilateral,
and inclusive  climate  action.?®
Paradoxically, if carbon pricing is more
diffused, CBAMSs are also less needed to
encourage climate action. A multilateral
carbon pricing system will be more
effective, both from an environmental
and economic perspective. Compliance
costs of international trade would be
reduced, and political frictions caused
by unilateral actions avoided. G20
members could promote such initiatives
at the UNFCCC or the WTO, or even

among themselves.

Attribution: Pierfrancesco Mattiolo, Giulia Cretti, and Amira Bilgis, “Inclusive Carbon Pricing:
Pathways to Multilateral Cooperation,” T20 Policy Brief, June 2023.
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