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However, no matter which design will be chosen for the final CBAM, the EU institutions have
stressed the importance of compliance with WTO rules.

e The current proposal envisions a narrow sectoral scope, covering direct emissions only (“scope
1” emissions), with the possibility to submit verified calculations or use default values and with
revenues envisioned for EU own resources without earmarking. A three-year trial period will
exempt importers of any charge.

e The legislative timeline suggests that the CBAM will come into force earliest in the beginning of
2023, following scrutiny and political discussions by the European Parliament and the Council,
with consultations by the European Commission with trade partners. The trial period will run
between 2023-2025 during which importers would not face extra cost from the CBAM. The full
price signal of the CBAM will not be applied to importers of goods from the EU’s trading partners
until 2035 when free allocation is proposed to be fully phased out.

e The impact of the likely CBAM scenario on Chinese exports to the EU is minimal. The sectors
covered by the current CBAM proposal represented 1.8% of Chinese exports to Europe in 2019,
in value. Potential extensions could increase that share to 5% in an extreme scenario.

Amount of Chinese exports of goods to the EU27 in value covered by CBAM (2019)
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e Despite its narrow coverage, introducing the CBAM could allow the EU to phase out the free
allocation of 265m emission permits under its carbon market, worth €15.9bn, every year?.

3 Assuming €60 per emission allowance



CBAM as % of current traded value

Number of emission allowances distributed to industry for free in 2021

Other sectors, including million EUA per year
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The calculation methodology for embedded emissions has a relatively small effect on the impact
of the proposed CBAM on goods imported from China, except for the inclusion or not of indirect
emissions from electricity use in the aluminium sector.
CBAM fees charged in 2026 and 2035
50%
44.7%
45% 40.9%
40% 37.1%
35% 33.6%
30%
25%
20%
15.2% 14.8%  14.8% 15.1%
1%% 10.6% 0.4% L4y 119%
10% T 7.3% 7.3% - 7.1% .
5% 1.7% . 1.7% 2.9% . : 4.3% l I 3.9% 3.9% 4.2%
0% - om0 . l O H EH B
Iron and Steel Aluminium Fertilisers Cement and lime
m Average Carbon Intensity China 2026 Average Carbon Intensity China 2035

m Direct + Indirect Carbon Intensiy China 2026 m Direct + Indirect Carbon Intensiy China 2035

m 10% Worst Carbon Intensity EU 2026 W 10% Worst Carbon Intensity EU 2035

The EU’s top trading partners have been paying close attention to the CBAM conversation in
Europe. Some partners are interested in exploring the feasibility of CBAMs, including the US and
Canada, while other countries in the EU’s neighbourhood and OECD countries are aiming to
comply with a CBAM through exploring the development of domestic carbon pricing schemes. But
many, particularly those in the developing world, are raising concerns on its design, fairness, and
feasibility.

The new cost to EU and foreign industries will likely be passed on to the direct consumers of the
products covered in the CBAM, so that part of the cost will be recovered by importers in the

form of higher selling prices for their products. The overall net effect on importers is likely to be
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very small. The net CBAM cost for importers, which factors in the recovery through higher market
prices is significantly lower than the CBAM fees. Overall, the total net CBAM cost should barely
reach €1.0bn in 2026 and €1.6bn in 2035 across imports from six major trading partners.

Estimated 2026 & 2035 CBAM fees vs. Net cost to importers from European Trade Partners
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e The CBAM mainly raises redistribution issues within the EU itself, as its introduction will raise
revenues but its costs will largely be borne by consumers. It is also likely to raise opposition from
the EU industries using the goods covered by the measure, which will likely become more
expensive, although only marginally.

e Phasing out the free allocation of emission permits to industry is inevitable in the long run, as the
EU reduces its cap on emissions. If the CBAM was not introduced, alternatives could include a
combination of heavily subsidised decarbonisation efforts within the EU and the subsequent
application of product requirements which would apply to imports as well as domestic
production.

e To accelerate the uptake of low-carbon technologies to address the climate crisis amid

geopolitical and trade tensions, countries would need to introduce a suite of measures beyond
the CBAM, such as product requirements, environmental standards in government procurement
schemes and regional trade agreements, to facilitate the trade of low-carbon technologies in
order to meet climate goals while safeguarding national interests.
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Wide:
Manufactured
products containing
emissions-intensive
basic materials

e CBAM price per product to be based on sum of carbon intensities of constituent basic
materials

e Administratively complex but offers more comprehensive incentive to trade partners to
reduce emissions

e Could be introduced as in later phases of the CBAM

All imports

e Would be highly administratively complex
e May not match the carbon costs borne by EU producers
e Proposed by certain political groups in the European Parliament but no majority support

Emissions Scope

The emissions scope concerns the type of emissions and type of greenhouse gases covered. In emissions
accounting, there are three main types of emissions: scope 1 — direct emissions, either from combustion
of fossil fuel or activities that emit greenhouse gases in the production process and upstream activities
(e.g. raw material extraction); scope 2 — indirect emissions through the use of electricity; and scope 3 —
value chain emissions, from activities that are embedded in transportation and downstream activities (e.g.

use, end of life).

Current Proposal

Scope 1 Emissions
Only

e Types of greenhouse gases covered: CO2, N20, PFCs

e CBAM will initially apply to direct emissions (scope 1) of those greenhouse gases from the production
of goods to be imported into the EU. After the end of a transition period and upon further assessment,
the CBAM might also be applied to indirect emissions.

e Includes embedded emissions from all upstream processes (including those for producing input
materials), however scrap metal is excluded.

Allows for the imposition on importers of the carbon costs faced by EU producers
This option was not commonly promoted by stakeholders before the Commission’s
proposal

Scope 1and 2
Emissions

In its own initiative report, the European Parliament proposed to cover both direct
and indirect emissions

Covering indirect emissions attempts to reflect the carbon price which is passed on
to EU producers who consume electricity.

Would allow to phase out state aid to EU facilities as compensation for carbon costs
from electricity use, as well as free allocation. However, this seems unlikely as no
corresponding provision was proposed in the EU ETS directive for the phasing out of
this state aid.

Scope1,2and3
Emissions

Proposed by certain political groups in the European Parliament but does not have
majority support
May not match the carbon costs borne by EU producers

It should be noted that the case of hydrogen as an input fuel is not mentioned explicitly by the
proposed CBAM regulation. It is not clear whether emissions from the production of hydrogen
will be counted or not in products’ embedded emissions.




Compliance instrument

There are different ways in which the price adjustment is applied to importers into the EU, either through
applying a fee to imports or extension of the EU ETS.

Current Proposal

e The EU ETS is not extended to imports

e Importers into EU have to purchase certificates and surrender by May of each year an number of certificates
equal to the embedded emissions of their imports the year before

e Price of certificates is equal to the average EU ETS auction price from the week before

e Each Member State shall designate a competent CBAM authority to manage the administrative aspects

e Direct border levy when products enter the single market
e Obligation for importers into the EU to purchase emissions credits and surrender them — either through an
extension of the EU ETS to cover importers or a notional ETS for importers only (without a cap)

Carbon content assessment

Product carbon content data may be required for a CBAM’s implementation. Currently, the carbon
content of imports is not monitored. A default value of carbon could be applied if the carbon content of
imported products is not available.

Current Proposal

For products:

e Actual direct embedded emissions will be used to determine the CBAM fee.

e If actual monitoring data (verified by an accredited verifier) are not provided, one of two default values will
be applied:

o Theaverage emission intensity of each exporting country and for each of the goods subject to CBAM,
increased by a mark-up; OR

o When no reliable data is available for the exporting country or type of good, a default value equal
to the average emission intensity of the 10 per cent worst performing EU installations for that type
of good shall be used.

For electricity:

e Adefault value will apply equal to the average CO2 emission factor (= weighted average of the CO2 intensity
of electricity produced from fossil fuels) in a third country, group of third countries or region within a third
country; OR

e  When no specific default value can be determined, the default value shall represent the CO2 emission factor
in the EU.

e Default value defined based on best/worst/average producers in the EU

e Default value defined based on best/worst/average producers in origin country
e Default value defined based on average producers globally

e Actual embedded emissions

Our understanding of the current proposal is that foreign plants have the possibility (but not the
obligation) to register with a CBAM authority and get their data verified. We presume that only the least
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coverage to indirect emissions for electricity use is not matched by equivalent provisions to
reduce the compensation received by EU firms at Member State level.

2. Different treatments with regards to countries of origin depend on whether a carbon price
has been paid. However, default carbon intensity values, based on the country of origin,
might fail point 2.

3. The CBAM is charged by weight of product (or MWh), only on products also produced in the
EU, which is in line with point 3.

Regarding Article XX, equivalence provisions based on carbon pricing in the country of origin, and the
option to let importers prove the carbon intensity of their goods based on verified emissions meet two
of the criteria listed in the above bullet-points. Regarding use of revenue, the fact thatthe CBAM
proceeds will all be kept by the EU might be perceived negatively, although this is not strictly a reason for
incompliance. That argument could even be contradicted by the net balance of the CBAM for importers,
which might not even be negative for them as they benefit from higher prices on EU markets, and some
non-EU manufacturers of finished products might gain in competitiveness.

Making the CBAM WTO-compatible

It is a stated goal that the CBAM should be compatible with the WTO rules, to maintain good relations
with trade partners and to avoid retaliatory measures. Table 1 discusses the main policy options for the
CBAM which could make or break its case for WTO compatibility.

Table 1 Design elements to align the EU’s CBAM with WTO rules

Treatment of Free Allocation

The CBAM replaces free e  This measure is considered to be the most compatible with WTO rules
as both domestic producers and importers would be exposed to the full

allocation as a means of carbon .
carbon cost of their products

leakage protection

Free allocation exists alongside e  This is unlikely to be compatible with WTO rules, as the CBAM would
impose a carbon cost on importers, while free allocation would shield
domestic producers from this cost, thereby creating a “double
protection” for EU producers. Article Il of the GATT prohibits such
discrimination between imports and domestic products.

e This measure still receives support from industries and their political
allies who fear that the CBAM will bring less benefits to heavy
industries than free allocation.

the CBAM

Eree elllecErien @avEms & @arElT e This measure is presented as a more WTO-compatible way to retain

free allocation.

As a short-term measure, this could be a means to gradually phase in a

only to emissions above this level CBAM/ phase out free allocations. However, some actors see this as a
long-term fix.

level of emissions, CBAM applies

Equivalence measures

No equivalence e No consideration of climate policies in countries of origin of products
e Considered less WTO-compatible




The CBAM price takes into e Importers from countries with an existing emissions trading scheme or
carbon price would only pay the difference between that carbon price
and the EU ETS price.
paid by importers in other e This should also take into account free allocation or other subsidy
jurisdictions measures in place in importing countries.
e This could become complex if products traverse several countries along
their value chain.
e This measure would improve the acceptability of the CBAM measure
and incentivise trade partners to introduce carbon pricing schemes.

account carbon price already

CBAM price takes into account e This might improve the acceptability of the CBAM to some trading

. . partners, but might open the door to more challenges
other policies than carbon price

as well

Use of CBAM revenues

CBAM revenues are used as e This option is perceived poorly internationally, as it makes the CBAM
seem like a protectionist, revenue-raising measure.
e |t could lead to increased opposition and challenges to the CBAM.
Member States e This option is supported by the EU Member States and institutions.

revenue for the EU or individual

CBAM revenues are used to e This option could improve the perception of the CBAM as being
primarily motivated by climate goals.
e This could include funding industrial decarbonisation
EU e Ifthe CBAM is challenged under WTO rules, this would improve the
perception of the CBAM, which could advantage the outcome of the
challenge in favour of the EU.

finance climate action within the

CBAM revenues go towards e This option could greatly enhance perceptions of the CBAM
internationally, as revenues from the CBAM would help trade partners
reduce the carbon intensity of their production, and thereby reduce
the costs to be paid under the CBAM.

e This option could reduce the risks of challenges to the CBAM and
improve the perception if the CBAM was challenged.

international climate finance

2.4. CBAM Legislative Timeline

The current CBAM proposal was first mooted in December 2019 but is still in the very early stages of the
legislative process. At various stages in the process, the different EU institutions (Commission, Parliament
and Council) will have varying degrees of influence in the development of the CBAM. As Figure 4 shows,
the recently released European Commission proposal is one of the many intermediate steps, which will
most likely be followed by at least another year and a half of assessment and legal scrubbing before a
CBAM could officially come into force, earliest in January 2023.
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