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Climate Change-Related Border Tax
Adjustments
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Proposals are now emerging for border tax adjustments (BTAs) to accompany
commitments to reduce carbon emissions in the European Union, United States, and
other OECD economies. We call these climate change-related border tax adjustments.
Such climate change-related BTAs could be an integral part of a multilaterally
negotiated package of commitments for a post-Kyoto (2012) global arrangement,
unilaterally declared commitments, or simply follow on after the initial negotiations
or commitment.

Current thinking in policy circles is that domestic producers will bear added costs from
climate change initiatives. Emission reduction initiatives thus create a competitive
disadvantage for domestic producers if reductions in one region are larger than
in others. As a result, BTAs will likely form part of the negotiating activity in
Copenhagen in 2009 when negotiations conclude on a post-Kyoto world after 2012.
Some form of country-specific trade-based remedy is viewed as reasonable to
maintain the competitiveness of domestic industries when responding to global
environmental problems with emissions reduction efforts that raise costs more than
elsewhere. The potential therefore exists for the evolution of a world in which large
entities in the OECD go green and protectionist at the same time.

Perhaps not surprisingly, trade economists view this prospect as a potential threat to
the functioning of the global trading system since the resulting trade measures could
retard trade and slow growth, and violations of WTO commitments could occur.
Those in lower-income countries in Africa, South America, Asia, and Europe (and
especially in Russia) also see such measures, which will restrict their market access
and cause major dislocation of their trade, as a threat to their well-being.

Despite its current carbon manifestation, the issue of border tax adjustments and their
effects on trade is hardly new. Indeed, the older analytical literature on BTAs is highly
relevant to the current debate on their use. Earlier debate on BTAs occurred following
the adoption of the value-added tax (VAT) by a number of European countries as a
tax harmonization target in the early 1960s (see Dosser 1967; Shibata (1967; Krauss
and Johnson 1972).

The Europeans agreed that their harmonized VAT would be administered on a destination
basis and hence would involve taxes on imports and a rebate of taxes on exports. US
businesses initially viewed this arrangement as conferring a trade advantage on
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European firms. The argument was that US exports to Europe would have to cross
a tariff barrier, while European exports to the United States would face no such
barriers because of the remission of domestic taxes. In the academic literature of the
time, however, it was pointed out that the difference between an origin basis (taxes
on domestic production, imports are tax free) and a destination basis (taxes rebated
on exports, taxes apply to imports) is the same as that between a production tax
and a consumption tax: both, in the broadly based case, are neutral and neither has
direct effects on trade.

In a world in which taxes are broadly based on all commodities, the argument was
that moving the VAT from an origin to a destination basis would simply change the
price level (or the exchange rate); it would have no protective effect, and so the use
of a destination-based tax would confer no trade advantage on Europe. The United
States, which had been pushing for a negotiation on BTAs as part of the then-
emerging Tokyo Round in the GATT, accepted this analytical argument and
changed its policy approach, and there the issue of BTAs stood until its recent
manifestation as a proposed accompaniment to carbon emissions control.

Essentially the same arguments apply to today's climate change-related BTAs as to
destination-based VATs in the 1960s. Again, in the current debate, there seems to be a
misconception about the price-level effects and relative price effects that stem from
BTAs; also that the effects of a BTA should be viewed as independent of the motivation
for the adjustment. A BTA can be motivated by any one of a number of issues,
including differential labor standards, social programs, and government-provided
health care, and other considerations. The fact that the current debate is driven by
carbon emissions reduction should be seen as largely irrelevant to an assessment of
the impacts of the BTAs themselves. And if the BTAs accompanying carbon
emissions reductions are broadly based, the discussion of earlier years still applies:
there will be both a price-level effect as well as a relative price effect, and the former
will have no real effects on trade flows or domestic industry, despite their intent.

In evaluating actual climate change-related BTAs, one has to acknowledge that tax
adjustments will likely occur at different rates for key products and sectors.
However, even in cases involving product- or sector-specific BTAs, one can again
produce neutrality provisions for the tax basis change if there is sufficient sector
specificity in inputs. In essence, the lessons of the old literature on the neutrality of
BTAs will have been lost if the current debate focuses on sector- (or product-)
specific climate change-related border tax adjustments. That literature needs to be
rediscovered, and there needs to be a clearer articulation of the likely effects that
the use of BTAs would generate.

The more recent issue of climate change-related BTAs initially surfaced as part of
the general discussion of leakage associated with country or regional carbon
commitments that went unmatched by others. Most of the debate has centred on
the compatibility of such measures with the rules of the World Trade Organization
(Demaret and Stewardson 1994; Goh 2004; De Cendra 2006; and Ismer and Neuhoff
2007). Relatively little debate has focused on what the impacts of these border
adjustments would actually be.

Among the countries (or regions) that have embarked on what they see as stricter
climate policies, emissions reductions in these countries are seen as generating
accompanying leakage through a shift in consumption from domestically
produced carbon-intensive goods towards now cheaper importable substitutes.
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Relocation of production to areas or regions without carbon pricing is a further
possible outcome. BTAs are deemed to mitigate these effects and to give more
certainty for those involved in emissions reduction initiatives when making long-
run investments in various key sectors.

The motivation for these new climate change-related proposals is the need to offset
the competitive disadvantages that are associated with commitments on carbon
emissions reductions of the type currently proposed in the European Union and
possibly eventually in the United States, and legislation is pending on these matters
in both cases. However, the older BTA literature stresses the potential neutrality of
such tax measures, and seemingly separates out the price-level effects and relative
price effects involved in assessing the impact of BTAs. One also has to separate the
motivation for their use from an assessment of their actual impact. Their potential
price-level effects could likely have little or no impact on trade flows, and even
offer an offset to either leakage or competitive disadvantage from cost impacts of
emissions commitments on domestic producers.

Hence, what may appear as an offset to competitiveness effects of environmental
policies may not be so. Indeed, the seeming relative price effects themselves may
not even have an impact on trading patterns if there is sufficient specificity in the
production technology. If rents are involved, either with sector-specific wage rates
or through specific factors that would absorb the effects of the tax change, again
there would be no effect on trade. Finally, BTAs are not the only instrument
available for the chosen objectives; manipulation of corporate tax rates and tax
structure could be others.

All of these issues thus seemingly have to enter any evaluation of what climate
change-related BTAs might actually achieve.
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