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In this Kihne Impact Series, we analyze the effects of the
European Green Deal on international trade and transporta-
tion. Our main point is that the Green Deal marks a step change
in the EU’s climate policy, which will transform European trade
and transportation. In particular, by strengthening the EU
Emission Trading System and introducing a Carbon Border
Adjustment Mechanism, it will increase the carbon price
towards its social optimum. This will incentivize households
and firms to buy greener products, from greener countries,
using greener transportation, and thereby contribute to a
more sustainable globalization. In contrast, we believe that
the new green agenda in the EU’s trade policy strategy, while
ambitious in spirit, is less likely to have concrete effects.
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Climate change is one of the defining challenges
of our century. In response to this challenge, the Euro-
pean Commission has recently launched the so-called
European Green Deal, which attempts to transform
the European economy and make Europe the first
climate-neutral continent globally by 2050.

As a first step, the EU Member States have com-
mitted to reducing net emissions by at least 55% by
2030, compared to 1990 levels. In 1990, total emis-
sions from all greenhouse gases in the EU reached
4,713.874 million metric tons of COa. Since then, the
level has been reduced by 26% (in 2019). Further ac-
tions are needed to achieve a 55% reduction by 2030
(see Figure 1).

In July 2021, the European Commission therefore
presented the so-called “Fit for 55” package — a pack-
age of proposals aimed to ensure that the emission
reduction target can be achieved.! The proposed
measures include changes in the EU’s internal produc-
tion, consumption, and relationship with non-EU
countries. The green agenda is also supposed to be
reflected more broadly in all EU actions and policies,

such as the EU’s new trade policy strategy. The “Fit for
55" package is still subject to negotiations by the Euro-
pean Parliament and the EU Member States.?

In this Kihne Impact Series, we analyze the
effects of the European Green Deal on international
trade and transportation. Our main point is that the
Green Deal marks a step change in the EU’s climate
policy, which will transform European trade and trans-
portation. In particular, by strengthening the EU Emis-
sion Trading System and introducing a Carbon Border
Adjustment Mechanism, it will increase the carbon
price towards its social optimum. This will incentivize
households and firms to buy greener products, from
greener countries, using greener transportation, and
thereby contribute to a more sustainable globaliza-
tion. In contrast, we believe that the new green agen-
da in the EU’s trade policy strategy, while ambitious in
spirit, is less likely to have concrete effects.

In the remainder of this Series, we develop this
argument, looking at these three policy initiatives
in turn.

Fig. 1: A step change is needed for the EU to achieve its goals
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Strengthening the EU Emission Trading System

The European Green Deal contains a vast number of
proposals that are often essentially interlinked. How-
ever, the EU Emission Trading System (ETS) — EU’s car-
bon pricing instrument —is a cornerstone and key tool
to achieve carbon neutrality. It is a “cap and trade”
system, which sets an annual limit on the greenhouse
gas emissions of covered entities. This cap is gradually
reduced to achieve emission reductions. Within the
cap, market players buy or receive emissions allow-
ances, which they can choose to trade with one an-
other, creating a price on emissions.

The experience with the EU ETS so far is mixed.
On the one hand, several studies show that the
system has proven effective at driving emission
reductions.?* Installations covered by the ETS reduced
emissions by about 35% between 2005 and 2019. On
the other hand, the pace of emission reductions has
been too slow relative to EU goals. This is largely due
to the fact that the ETS carbon price has long been
below any reasonable estimate of the social cost of

carbon, remaining below €10/tCO2 from 2013 to 2017
(see Figure 2). The main culprit of this is an over-sup-
ply of free allowances provided to producers at a high
risk of carbon leakage.* For example, more than 80%
of allowances are currently allocated free of charge in
some steel subsectors.

In light of this, the European Commission has pro-
posed a substantial strengthening of the ETS as an
essential part of the Green Deal initiative, involving a
decrease of the emissions cap, a phase-out of free al-
lowances, and an extension of the ETS to additional
sectors. A look at the ETS prices suggests that market
participants believe in the implementation of these
new green commitments. In particular, the carbon
price more than tripled to €90/t CO2 until the begin-
ning of December 2021 relative to the 2019/2020 aver-
age value of €25/t CO: (see Figure 2). Some studies
estimate carbon prices to increase further up to €130/t
CO:for 2030.5

Fig. 2: ETS prices are surging since the beginning of 2021
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As part of this effort, the European Commission
wants to broaden the EU ETS to more fully cover the
transportation sector, with the overall goal of reduc-
ing transportation emissions by 90% by 2050. The cur-
rent proposal includes an extension of the current EU
ETS to the maritime sector for the first time in 2023—
2025. Road transportation is suggested to be subject
to emission trading starting 2026, with a separate
system focused on upstream fuel suppliers. Moreover,
the exceptions currently benefiting the aviation sec-
tor would be phased out.’

At this point, it is not straightforward to estimate
the potential effects on the costs of the transporta-
tion sector. A key question is whether the transporta-
tion sector would have to buy allowances or obtain
them free of charge. Nevertheless, being included in
the EU ETS would generate incentives to decarbonize
transportation either way. In particular, even freely
allocated emission allowances provide incentives for
investing in emission reductions, given that unused
allowances can be sold.

Overall, the reforms proposed by the European
Commission would amount to a substantial strength-
ening of the EU ETS, turning it into a more powerful
tool in the fight against climate change. Higher ETS
prices and an expanding ETS coverage would bring
the continent closer to having a socially optimal car-
bon price, even though the system would continue to
have many blind spots.

As a result of these reforms, we expect trade pat-
terns within the EU to shift significantly. Specifically,
production and export volumes will likely move to-
wards greener countries, greener sectors, and greener
transport modes over time, as a higher carbon price
penalizes emission-intensive activities. This would
imply more sustainability in intra-European trade.

Figure 3 provides a sense of the likely winners and
losers of this change by showing European countries’
emission intensities and their production volumes of
goods covered by the ETS system. Not surprisingly,

_Fig. 3: Aggregate production and emission intensity

in sectors covered by the EU ETS
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the four biggest EU economies are the main produc-
ers of products under the current ETS scope (iron and
steel, aluminum, and fertilizers). In terms of emission
intensity, they are relatively efficient, performing bet-
ter than Eastern EU countries. A steep increase in ETS
prices might shift production from relatively highly
polluting countries such as Romania, Slovakia, Poland,
and the Czech Republic towards greener economies.
This will most probably benefit the biggest EU’s econ-
omies and, without some adequate compensation
mechanisms, could exacerbate the polarization with-
in EU countries.®

Introduction of a Carbon Border Adjustment
Mechanism

An increased price on carbon is likely to affect Europe-
an firms’ competitiveness both in the home market
and globally, impacting trade patterns between EU
and third countries. In particular, European firms’
market share within Europe and their export market
share to third countries may be reduced relative to
firms that do not face carbon prices. Moreover, a ma-
jor concern associated with increased carbon prices in
the EU is that it could induce carbon-intensive pro-
duction to shift abroad. If production moves to more
carbon-intensive countries, such leakage could even
increase overall emissions, making the EU carbon
price counterproductive.

Historically, the EU ETS does not seem to have
triggered substantial carbon leakage in the sectors in
which it is applied. A 2020 OECD report shows little
change in foreign emissions embodied in domestic
final demand in EU countries.’ However, this assess-
ment concerns a period of generous anti-leakage
measures, such as the free allowances for producers
in some steel subsectors mentioned above. Therefore,
it is unlikely to provide a reliable guide to the poten-
tial carbon leakage associated with a strengthened
EU ETS.

To tackle and prevent carbon leakage, the Com-
mission has therefore issued a proposal for establish-
ing a Carbon Border Adjustment Mechanism (CBAM).
If implemented, this would be the world’s first system

of carbon tariffs. The CBAM would ensure equivalent
carbon pricing for imports and domestic products and
thereby level the playing field in the European market
between the EU and third-country producers for the
sectors covered by the EU ETS.

To preserve its effectiveness as a carbon leakage
measure, the price of CBAM certificates has to reflect
the EU ETS price closely. While the price of EU ETS al-
lowances is determined through auctions, the price of
the CBAM certificates is suggested to be calculated as
the weekly average of the ETS prices. Moreover, the
CBAM certificates would be based on actual emis-
sions of imported goods. This approach should ensure
fair and equal treatment of all imports, encourage the
use of more emission-efficient technologies by pro-
ducers in third countries, and, importantly, make the
CBAM compatible with WTO rules and other interna-
tional commitments.'

To ensure a prudent and predictable transition,
the Commission proposes that the CBAM should be
implemented in 2026, following a transition period of
three years characterized by data collection only. The
suggestion is to have the CBAM progressively phased
in while free ETS allowances in sectors covered by
CBAM are phased out by 10 p.p. per year between
2026 and 2035.

If successfully implemented, we believe the
CBAM would contribute to leveling the playing field
between European firms and third-country competi-
tors in the European market. As a result, some of the
previously mentioned effects of the EU ETS on the Eu-
ropean market, such as a shift towards greener source
countries and greener products, would extend to im-
port patterns from third countries. According to our
calculations, China, Russia, Turkey, USA, and India are
the five countries that would be most affected by the
introduction of the suggested CBAM (see Figure 4)."
Together these five countries account for 43% of EU
imports of products covered by the CBAM. Although
the emission intensity in these five countries varies,
they all currently exceed the average emission inten-
sity in Europe.”
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While addressing concerns about carbon leakage
and competition in the European market, the pro-
posed CBAM would not level the playing field
between European firms and third-country competi-
tors in third-country markets. If higher carbon prices
reduce the competitiveness of producers in European
countries compared to producers in third countries,
firms in the EU may lose export market shares in
third-country markets. Such a situation may still im-
ply a transfer in production to countries with less
emission constraints, leading to carbon leakage.

EU Trade Policy Strategy

In line with the Green Deal, the EU has also adopted a
new trade strategy that integrates environmental
concerns into its external relations and trade policies.

In theory, this could induce a more sustainable global
economy.

As the world’s largest trading bloc and the top trading
partner for 80 countries, the EU could considerably
impact third countries through trade.” This impact in-
cludes how international trade is conducted but also
how environmental and wider sustainability-related
aspects are addressed. The EU has used its influence
to include environmental provisions as part of the
Trade and Sustainable Development (TSD) chapter in
trade agreements.™ As illustrated in Figure 5, the
depth of Environmental chapters within EU FTAs has
increased both in absolute terms and relative to non-
EU FTAs.®

Fig. 4: EU-27 imports of goods covered by the CBAM proposal
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However, these environmental provisions lack
enforceability. While this has allowed the EU to incor-
porate more aspirational language in its FTAs, it has
simultaneously weakened the credibility of the envi-
ronmental standards included in the trade agree-
ments. In fact, if a country refuses to comply with the
sustainability standards stated in the TSD Chapter, no
sanctions are envisaged. This happened in January
2021, when a panel of experts confirmed that South
Korea breached labor commitments under the trade
agreement with the EU, but no further concrete or
economic measures could be taken within the current
framework.

The EU strives to achieve higher environmental
goals in the new trade strategy. At the multilateral
level, the aim is to set an environmental agenda at the
WTO. Bilaterally, the EU proposes to include the Paris
agreement as an essential element in all future agree-
ments, while commitments of carbon neutrality will
be sought for FTAs with G20 countries. The Commis-

sion also wishes to improve the implementation and
enforcement of the TSD Chapter of FTAs. Although
the trade strategy formulates an agenda for greener
trade policy, the actual course of action and enforce-
ability remains unclear. Therefore, the implications of
the EU’s new trade strategy on international trade
and transportation, if any, are far less certain at
this point.

However, other trade policy initiatives, with more
clear implications, have been taken. Specifically, initi-
atives to prevent environmentally harmful products
from entering the EU market have been announced.
Thisincludes a proposal to prevent importing of goods
linked to deforestation,’® demands of higher agricul-
tural standards for imported goods,” and the phasing
out of non-sustainable imports to promote a circular
economy. If implemented, these measures are more
likely to affect trade patterns directly.

Fig 5: Increase depth of Environmental chapters in EU FTAs
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Concluding remarks

Climate change poses an immense threat to our soci-
eties. A swift reduction of emissions is needed to
tackle this. The European Green Deal aims to achieve
this by transforming the European economy, making
Europe the first climate-neutral continent globally
by 2050.

We believe that the “Fit for 55” package — if fully
implemented —marks a step change in the right direc-
tion. Nevertheless, to be effective, it is crucial for pol-
icy makers to adopt it in its entirety promptly. While it
may not go all the way, it would bring Europe sub-
stantially closer to a sustainable pattern of trade and
transportation. For the first time, market participants
seem to believe in the implementation of these new
green commitments, as reflected in the recent surge
in the EU carbon prices. As we have made clear, imple-
mentation of the package will have important impli-
cations for firms, requiring adjustments to internalize
higher carbon prices and tackle possible reduced com-
petitiveness in third-country markets.

Finally, we think that the EU, given its predomi-
nant role in global trade, should be more ambitious in
tying in environmental concerns within trade rela-
tions. The newly announced trade policy strategy is
clearly an attempt in this direction, but it is still too
vague and lacks clear economic and political implica-
tions in its current form. Environmental concerns are
a global phenomenon. Therefore, the EU needs to
push for more binding environmental provisions in its
bilateral agreements, as well as in the multilateral
arena, to pave the road for a more sustainable globali-
zation worldwide.
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