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Last week, the European Commission launched a public consultation on the possible adoption
of a new EU Carbon Border Adjustment Mechanism (“CBAM”). This consultationis yet another
of the initiatives that the Commission is taking to roll out its ambitious European Green Deal (for
arecent overviewwebinar see here). Manufacturers in virtually all industrial sectors and their
trade associations would be wise to assess the potential impact of the CBAM on the products
they market in Europe and to consider participating in the public consultation and comment
process.

Europe’s discussions on the introduction of a CBAM are at the crossroads of two priority
regulatory areas for the EU. On the one hand, the CBAM initiative is part of the Green Deal,
which has now become the main driver for the EU’'s recovery plan in response to the COVID-19
crisis. On the other hand, the CBAM fits with the EU’s industrial strategic objective to “level the
playing field” between companies in the EU and those competing from elsewhere. This agenda
for a “level playing field” finds additional manifestations in the European Commission’s recent
announcement on the screening of foreign direct investment and foreign subsidies.

The European Commission’s proposed goal that the EU achieves climate neutrality by 2050 has
reinforced the position of those advocating for the need to adopt a CBAM. Supporters of the
CBAM claimthat it will ensure that all goods consumed in the EU/EEA, whether imported or
produced domestically, are treated the same way and will push other countries across the world
to also decarbonize. In line with this, in its Communication on a European Green Deal in
December 2019, the European Commission announced that “should differences in levels of
ambition worldwide persist, as the EU increases its climate ambition, the Commission will
propose a carbon border adjustment mechanism, for selected sectors, to reduce th e risk of
carbon leakage. This would ensure that the price of imports reflect more accurately their carbon
content.” The Commission’s Inception Impact Assessment on the Adjustment Mechanism also
stated that the mechanism “would ensure that the price of imports reflect more accurately their
carbon content. The measure would need to be designed to comply with World Trade
Organization rules and other international obligations of the EU.”
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https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/12228-Carbon-Border-Adjustment-Mechanism/public-consultation
https://ec.europa.eu/info/sites/info/files/european-green-deal-communication_en.pdf
https://event.on24.com/wcc/r/2514229/1D5CEC100312531FC4E3AFEC886CE42F
https://www.cov.com/-/media/files/corporate/publications/2020/03/european-commission-issues-guidance-on-foreign-direct-investment-enforcement-during-the-covid-19-crisis.pdf?_ga=2.236641153.1635851018.1596007162-486775756.1584626957
https://ec.europa.eu/competition/international/overview/foreign_subsidies_white_paper.pdf
https://ec.europa.eu/info/sites/info/files/european-green-deal-communication_en.pdf
https://www.insideenergyandenvironment.com/2020/03/climate-change-the-eu-moves-towards-a-carbon-border-adjustment-mechanism/

Half a year and a pandemic after the European Commission’s announcement of its Green Deal,
the EU and many of its Member States appear firmly committed to adopting some sort of
CBAM. Indeed, the fact that the CBAM sits at the crossroads of the Green Deal and the EU’s
level playing field strategy strongly suggests that the Commission and later the European
Parliament and Council will move swiftly on this legislative file. The European Parliament has
already been working on its own initiative, and the European Commission is expected to present
a formal legislative proposal to the Parliament and Council in 2021.

In principle, the CBAM could cover all sectors subject to the EU's Emissions Trading System
(“ETS”). However, at this stage, the thinking within the European Commission seems to be
converging initially on only subjecting the steel and cement industriesto the CBAM. Steel and
cement products are energy intensive in their production and their low-cost, heavy, and bulky
nature means that their transportis, in terms of relative price, also often energy intensive. This
could be why the Commission may be considering these products as particularly suited for the
CBAM, serving also as a trial run for potential extensions to other products at a later stage. This
thinking within the Commission is, of course, subject to the results of the public consultation and
other exchanges over the coming months.

The Commission’s consultation on the CBAM raises important climate, international trade,
development, and economic issues. Tolist but a few:

Should the adjustment mechanism target specific industries (g., cement and steel), or
instead apply horizontally across all industrial production?

What will be the specific design of any CBAM? Would it strictly apply as a tax at the
border, or would it be folded into the existing ETS regime, perhaps also creating new
obligations for economic activity within the EU?

How will the EU be able to develop an objective methodology to calculate the carbon
footprint of a product?

To what extent should the existence of an emissions trading scheme similar to the EU's
ETS in the product’s country-of-origin exempt the imported product from any border
adjustment? To which minimum standards should these non-EU emissions trading
schemes be subject?

Should the introduction of a CBAM mean the complete end of free ETS allowances for
industrial sectors suffering from “carbon leakage”?

What design would be necessary to ensure the CBAM’s compliance with the EU’s
international economic law obligations, particularly those of the World Trade
Organization, bilateral trade agreements between the EU and third countries, and
multilateral environmental agreements that call for “common but differentiated
responsibilities” in the fight against climate change?
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https://oeil.secure.europarl.europa.eu/oeil/popups/ficheprocedure.do?reference=2020/2043(INI)&l=en
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:02003L0087-20180408

The consultation’s specifically listed questions touch upon the general issues outlined above
and cover four principal areas:
Justification and objectives (g., is the Green Deal going to increase “carbon leakage”?).
Design and coverage (g., the relationship with the ETS).

Specific implementation issues (g., howto calculate and verify the carbon content of
imported products).

Potential impacts on the economy, the environment, and other social objectives (g.,
changes to the costs of products covering basic needs).

Interested parties may submit comments to the specific questions in these areas as well as
more general arguments on the CBAM until October 28, 2020.

The Covington team is advising clients on the CBAM and its implications, how to respond to the
Commission's consultation and the EU's follow up legislative initiative, and the EU Green Deal
in general.

If you have any questions concerning the material discussed in this client alert, please contact the
following members of our Environmental and Public Policy practices:

Candido Garcia Molyneux +322 5495261 cgarciamolyneux@cov.com
Péter Balas +32 2 5495230 pbalas@cov.com

Sinéad Oryszczuk +44 207067 2141 soryszczuk@cov.com

Paul Mertenskotter +32 2 545 7517 pmertenskoetter@cov.com

This information is not intended as legal advice. Readers should seek specific legal advice before acting
with regard to the subjects mentioned herein.

Covington & Burling LLP, an international law firm, provides corporate, litigation and regulatory expertise
to enable clients to achieve their goals. This communication is intended to bring relevant developments to
our clients and other interested colleagues. Please send an email to unsubscribe@cov.com if you do not
wish to receive future emails or electronic alerts.
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