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ABSTRACT

“CBAM was developed with very little interaction with developing countries [...], their
interests play a very little role.”

This policy brief investigates the potential detriment of the Carbon Border Adjustment
Mechanism (CBAM) proposed by the European Union (EU) on the economic development and
welfare within developing countries. We argue that the EU Commission must design the CBAM
in @ way that is attuned to the concerns of developing countries, particularly LDCs and SIDs, to
avoid compromising its own development agenda and a global approach to climate mitigation.
We recommend a three-pronged solution, which includes targeted exemptions, fostering
dialogue, and increased climate finance efforts, to ensure our aim of creating an equitable and
inclusive CBAM.
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Introduction

The proposal for the Carbon Border
Adjustment Mechanism (CBAM) put forth by
the European Union (EU) Commission in July
2021, and since approved by the European
Parliament on April 18 2023, has come under
intense scrutiny worldwide. CBAM is a unique
tariff introduced to level the playing Ffield
between EU companies and importers. It
imposes an equivalent carbon price on imports
of energy-intensive goods as that on domestic
goods through the Emissions Trading Scheme
(ETS). However, expecting developing countries
to pay the same tariff as far more advanced
economies puts an unfair strain on their
exports, potentially impacting their
development. This may be in violation of the
internationally-recognized ‘common but
differentiated responsibilities and respective
capabilities’ principle that has guided
multilateral climate action thus far.

In order to avoid compromising a multilateral
approach on climate mitigation and its own
development agenda, the EU Commission must
design the CBAM in a way that is attuned to the
concerns of developing countries. This brief
investigates how the CBAM can be designed for
greater equity while still meeting its goals of
reducing the relocation of EU companies,
referred to as carbon leakage, and incentivising
non-EU countries to act on mitigation.

The Problem
Leaving the Vulnerable Behind

Despite the CBAM'’s benefits for the internal
economy of the EU, its potential for significant
and harmful impacts on the development and
welfare in developing countries must not be
underestimated, especially for those with a
high share of carbon-intensive exports to the
EU. Its implementation could result in a drastic
reduction in developing countries’ export
revenues without necessarily leading to
increased sustainability objectives in their
national plans (Ameli et al., 2021). Figure 1
shows the discrepancy between projected
income effects of the CBAM on developed and
developing countries.
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Figure 1
Income Effects by Country Category

Income Effects by Country Category (Billion §) of a CBAM
with a 544 per tonne carbon tax

Note. Adapted from “A European Union Carbon Border Adjustment Mechanism:
Implications for developing countries”, by UNCTAD, 2021, p. 21.

Indeed, Eicke et al. (2021) find that it is African and
Asian developing economies that will most likely
face the highest tariffs for several reasons. Firstly,
developed-world producers tend to use less carbon
intensive production methods in the targeted
sectors than their counterparts (UNCTAD, 2021).
Secondly, developing countries tend to be more
dependent on their trade with the EU compared to
more advanced economies. Exports to the EU
generally make up a significant chunk of their
export revenues, referred to as a high level of
exposure* to the CBAM. Additionally, developing
countries’ exports tend to be less diversified,
making it difficult to switch away from the target
industries of the CBAM, and resulting in greater
vulnerability** to the tariff .

Some Climate Vulnerable Countries (CVCs) have it
even worse. Take the case of Mozambique — a
Least Developed Country (LDC), the fifth most CVC
from 2000-19, and among the economies that are
projected to be most impacted by CBAM (Eckstein
et al., 2021; Gore et al., 2021). Unfortunately,
Mozambique is not alone: Figure 2 shows the
impact of the CBAM on the target industries in
certain developing, climate vulnerable countries.
(Gore et al., 2021).

*Calculated as total Energy Intensive Industries (Ells) export relative to overall
export to the EU.
**Calculated as the share of Ells exported to the EU on the overall country’s

export worldwide.
L
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Figure 2
Trade Relations between CVCs and the EU

Note. “What Can Least Developed Countries and Other Climate Vulnerable

Countries Expect from The EU Carbon Border Adjustment Mechanism (CBAM)?”,

by Gore et al., 2021***

Risks to the EU’s Agenda

Recognizing the need to champion ideas that
appeal to the EU legislative bodies, this brief
bases its argument on three implications of the
current CBAM that may prove detrimental to
the EU's interests. Firstly, developing countries
most affected by CBAM and vulnerable to
climate change lie in regions of “geostrategic
importance” (Hornidge, 2023), that comprise
the Middle East, North Africa, Eastern Europe,
and Central Asia. Secondly, the EU must
recognize that the perception of the CBAM
among its stakeholders in the developing world
will determine whether it can continue being an
international leader in climate action. Finally,
compromising the development of these
countries could damage the Commission’s own
development agenda.

Problem Statement

As the data shows, the CBAM will likely
disproportionately impact development in
LDCs and SIDs that lack the resources to
transition to low-carbon industry without
compromising their own development.
Additionally, it does not align with the EU’s
diplomatic and political interests among
developing countries. As such, the adaptation
of the CBAM requires the immediate attention
of the Commission before the implementation
of an indiscriminate tariff in 2026.
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Towards an equitable, and inclusive CBAM
Figure 3

Authors’ criteria to evaluate policy options on
the CBAM

Mitigation

Responsibility
esponsibility Impact
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Given the information available at the time of
writing, this policy brief argues that the
CBAM tariff has fallen short of the
aforementioned equity rules that would
ensure an equitable and inclusive effort to
decarbonize. Unequal risk dispersion of the
CBAM, both in terms of exposure and
vulnerability, may Ffurther entrench global
inequalities, as highlighted by Figure 4. This
policy brief therefore argues for the addition
of supplementary measures to reduce the
adverse impacts of the CBAM on LDCs and
SIDs and avert the threat to their
development.

Figure 4
CBAM relative risk index

CBAM relative risk index for ihe couniries thai ranked in ihe top iwo quiniiles
Scenario; CBAM only targets cement, steel, and aluminum
Relative risk indes

Note. Adapted from “Pulling up the carbon ladder? Decarbonization,
dependence, and third-country risks from the European carbon border
adjustment mechanism”, by Eicke et al., 2021.

*** Tunisia: fertilizers, mineral or chemical: nitrogenous ammonium
nitrate, whether or not in aqueous solution, HS 310230; Egypt:
fertilizers, mineral or chemical; nitrogenous, urea, whether or not in
aqueous solution, HS 310210; Algeria, Lybia: ammonia, anhydrous or in
aqueous solution, HS 2814; Nigeria, Zambia, Zimbabwe, Mozambique:
iron and steel, HS 72; Cameroon, Ghana, Mozambique: aluminum, HS 76.
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Exemptions, Dialogue, and Financing

This brief recommends a three-pronged
approach to achieving an inclusive CBAM.
Firstly, exemptions should be granted to Least
Developed Countries (LDCs) and Small Island
Developing States (SIDs). Secondly, the exact
nature of these exemptions (partial, conditional
or transitory) ought to be determined following
a multilateral effort to include these countries
in the design of the CBAM. Finally, taking out
the administrative costs of the CBAM, the
funds raised from it should be redirected to
financing the low-carbon transition in these
countries.

Such a recommendation satisfies the policy
criteria of responsibility, since LDCs and SIDs
tend to be low historical emitters yet highly
vulnerable to the crisis (UNDP, 2023), and
capability, since the indiscriminate application
of the CBAM imposes an equal cost-sharing
burden on all countries. However, it may violate
the criterion of mitigation impact. Many
scholars argue that exemptions may lead to
increased carbon leakage — domestic
companies may choose to relocate to countries
that receive exemptions. In reality, however,
this is unlikely: Lowe (2021) argues that low
volumes of LDC imports means that the risk of
carbon leakage should not increase
significantly even if they receive a blanket
exemption. In the event that it does, however,
he argues that the EU can design safeguards to
be triggered in the case that domestic
companies are affected, through, for example,
rule of origin regulations. Additionally,
exemptions may also disincentivize developing
world countries from decarbonizing. Perdana
and Vielle (2022) estimate that exemptions to
LDCs may add 47 million tonnes GHG emissions
compared to a scenario in which exemptions
are not implemented.

To mitigate this risk, it becomes all the more
important to redirect the funds from the CBAM
to LDCs and SIDs for the specific purpose of
improving their energy efficiency, which
Perdana and Vielle (2022) argue would be
“affordable for European countries and welfare
improving for developing countries.”
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Implementation of recommendations: “The Devil
Lies in the Details” (Taschini, 2023)

Each of the three recommendations laid out
carefully prong into the EU’s legislative framework.
Firstly, to foster dialogue, the Commission can use
the GCCA+ as a platform to consult with LDCs and
SIDs and build their capacity in the design of the
CBAM.

Secondly, given that the EU applies a legal
framework of positive discrimination towards
developing countries, granting exemptions only
contributes to the consistency of the CBAM within
the present EU trade and development policy
strategy (Lowe, 2021). Thus, exemptions can be
considered a natural extension of the EU’s policies
towards LDCs and lower to middle-income
countries, based upon the “Everything but Arms”
(EBA) Scheme and the EU’s Generalized System of
Preferences (GSP and GSP+) targeted toward LDCs
and lower to middle-income countries. It follows
then that blanket exemptions should be granted to
countries covered by the EBA Scheme and that the
level of exemptions for remaining SIDS should be
based on pre-existing trade agreements and on
income level, historical GHG emissions, and their
climate vulnerability.

Finally, the EU should leverage existing funds to
disburse the revenues raised from the sale of CBAM
certificates. To do so, the Commission should use
the fund of the European Green Deal (EGD) to
provide climate financing to LDCs and SIDS that is at
least equivalent to the amount of revenues
generated, deducting the administrative costs of
CBAM (Perdana & Vielle, 2022). That would align
with the Parliament’s initial intent to originate
climate finance through the proceeds of the CBAM
(Oxfam International, 2022). The Commission could
also leverage this as an incentive mechanism,
whereby investment reporting in decarbonization
efforts should be conditional for exemptions.
Naturally, CBAM-affected sectors should be
prioritized.
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Figure 5
Authors’ elaboration based on the timeline provided by the EU Commission
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Conclusion

Altogether, the introduction of exemptions, increased financing, and improved dialogue will contribute to
designing an equitable CBAM that acknowledges varying levels of development. Moreover, a well-
designed CBAM can alleviate increased risks of carbon leakage and the disincentivization of transitioning
to a low-carbon industry.

In doing so, the CBAM can effectively comply with international principles of climate mitigation, as well as
with the EU’'s own development agenda. Implementing an equitable CBAM will equip the EU with the
necessary diplomatic and political capital to accelerate mitigation efforts, placing it at the forefront of the
fight against climate change.
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