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Border Adjustments 
Economics versus Politics - resolved with international cooperation?  

Karsten Neuhoff, 7 July 09 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Policy makers are concerned that emission trading schemes could result in carbon leakage from relocation of 
production and diversion of investment. To fully exclude this small risk, the EU Directive and draft American 
Clean Energy and Security Act grant generous free allowance allocation linked to activity levels and production 
volumes. This undermines incentives for substitution and efficient use of carbon intensive products and for 
innovation of low-carbon alternatives. Hence at a given carbon price, fewer emission reductions will be achieved.  

Combining full auctioning with border adjustment could address leakage and avoid distortions. However, if 
pursued unilaterally and driven by domestic political concerns, the design of border adjustment measures could 
be discriminatory as well as excessive in scale and scope. This could destroy the trust needed for international 
action on climate and trade. International cooperation is therefore essential to avoid discrimination and abuse.

Free allocation reduces effectiveness of the 
carbon price 
To address concerns about the leakage of investment, 
production, and emissions to regions with no or with low 
carbon prices,  free allowance allocation is linked to 
activity levels (Europe) or production volumes (USA). 
This distorts the effectiveness of the carbon price: 

- Detailed provisions for allowance allocation create 
administrative barriers for innovation, production 
optimisation and trade.  

- Subsidies to carbon intensive production undermine 
market opportunities for alternative processes, 
products and services. 

- If industry cannot access cost-effective emission 
reductions, carbon prices increase to target more 
costly reductions. Anticipating this effect, policy 
makers define less ambitious emission targets.  

Eliminating these distortions by shifting to full auctioning 
is particularly important for emission reductions in 
industry, as diverse production processes and 
technologies are difficult to regulate with other policy 
instruments.  

Sector agreements are not stringent enough 
Prior to implementing a global carbon price, delivering a 
global carbon price for individual industrial sectors is 
often discussed as interim step. However,  

- Sector-based trading relative to a benchmark creates 
the same challenges as free allowance allocation.  

- A global sectoral trading scheme with auctioning or a 
carbon tax is politically challenging and thus limited 
to the lowest common denominator of ambition. 

Neither option is likely to be stringent enough to trigger a 
rapid shift for innovation and investment in low-carbon 
processes, products and services.  

Border adjustment to effectively price carbon  
Border adjustment addresses leakage concerns raised 
with the introduction of full auctioning. It allows 

countries to pursue ambitious carbon pricing 
without distortions from free allowance allocation. 

Adjustment would be limited to few commodities 
like steel, clinker, and basic chemicals and to 
products for which these carbon intensive inputs 
constitute a large share of the value. Importers pay 
a tax or buy allowances, thus facing similar carbon 
cost as domestic producers. Exporters may be 
compensated.  

To address leakage concerns, the scheme has to 
be applied to all trade partners not just those 
outside of an international agreement. Thus parties 
to an international agreement can retain the 
flexibility to focus on administrative standards 
rather than carbon pricing or have different carbon 
prices. Otherwise, significant and enduring carbon 
price differences could contribute to leakage. 

To avoid WTO violations of discrimination against 
foreign producers, adjustments have to be pursued 
using the carbon intensity of best available 
technology. Thus the introduction of border 
adjustment does not create bigger cost increases 
for importers than the shift from free allocation to 
full auctioning creates for any domestic producer. 

But serious political concerns exist  … (next page)  

Reasons to consider international cooperation on border adjustment … 
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Climate Strategies aims to assist governments in solving the collective action problem of climate change.  It connects leading 
applied research on international climate change issues to the policy process and to public debate. All views expressed are 
personal. Climate Strategies does not take positions on policy issues. Further reports on the topic may be found on 
ww.climatestrategies.org 

Limitations for the use of Border Adjustment 
Developed countries have frequently used border 
measures to protect their industry. This makes 
developing countries suspicious about any revival of 
border measures in the (dis-)guise of climate policy. 
Their unilateral application could seriously undermine the 
trust necessary for international climate cooperation. 
It is therefore essential that border measures are only 
pursued in international cooperation, creating common 
understanding about their purpose to build trust, and 
preventing protectionist and discriminatory abuse by 
individual countries. WTO rules already create a formal 
framework, hence informal political cooperation on 
limiting the use of border measures might suffice and be 
easier to achieve.  
To be acceptable for developing countries and WTO 
compatible, border adjustments have to be (1) restricted 
to a narrow set of carbon intensive commodities. They 
should be limited to (2) early stages of the value chain 
(e.g. not steel in cars), and to (3) a scale that does not 
exceed carbon intensity of best available technology. To 
avoid unfair subsidies, they also have to be limited to (4) 
sectors that do not receive free allowances. 

The objectives that countries aim to pursue using 
border measures also have to be limited (5) to the 
implementation of effective domestic carbon pricing 
by adjustment of all trade at best available 
technology. This would: 
- prevent adjustment at higher level for 

importers that don’t demonstrate efficient 
production. The additional objective of 
incentivising emission reductions abroad, is 
difficult to achieve because developing 
countries could export products from efficient 
new plants and use other output for domestic 
use. The outcome could be additional 
complexity, creating non-tariff barriers. 

- prevent border measures to punish non-
participation by explicit discrimination. Not only 
is the tariff level likely to be too low to be 
effective, but the approach also risks creating 
domestic opposition to any further climate 
action. It also precludes necessary adjustments 
between participating countries should they 
use significantly different policy mixes with 
different emphasis on carbon prices.  

The motivation for international cooperation 
Developed countries would benefit from effective 
carbon pricing, and may require international 
support to overcome opposition from incumbent 
companies wanting to retain free allowances. 
Developing countries would also benefit, if 
developed countries initiate leadership and provide 
examples of low-carbon transition in industry. 
International cooperation should ensure that some 
of the increased auction revenue is used to support 
climate policies in developing countries. 

… and reasons for strict limitations. 
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