
Introduction

Trade and investment agreements currently negotiated by the EU, 
including the EU-Australia free trade agreement (FTA), embed 
‘climate clauses’. This policy note briefly reviews the lawfulness of 
border carbon adjustments (BCAs), a key element of the 
environmental policy currently proposed by the EU Commission. 
Arguably, climate clauses embedded in trade and investment 
agreements codify and make explicit a consistent jurisprudence of 
the WTO dispute settlement bodies establishing the lawfulness of 
environmental exceptions to free trade. In this context, if adequately 
framed, BCAs afford an effective legal mechanism to implement 
sustainable policies.

EU trade and investment agreements and climate 
clauses
Trade and investment agreements, recently concluded or 
currently negotiated by the EU, encompass ‘climate clauses’. 
Among the treaties already concluded, this is the case for the EU-
Singapore Free Trade Agreement,1  EU-Japan Economic 
Partnership Agreement,2  EU-Vietnam Trade and Investment 
Agreement,3  and EU-Mexico Trade Agreement.4  Among treaties 
currently being negotiated by the EU, this is the case for the EU-
Australia FTA,5  EU-Mercosur Association Agreement,6 and EU 
New-Zealand Trade and Investment Agreement.7  

 The EU-Australia FTA recognises the importance of taking 
‘urgent action to combat climate change and its impacts’ as well 
as ‘the role of trade in pursuing this objective’, consistent with the 
United Nations Framework Convention on Climate Change 
(UNFCCC), Kyoto Protocol, Paris Agreement and other 
multilateral instruments in the area of climate change. The Parties 
are thus invited to: (a) effectively implement nationally determined 
contributions under the UNFCCC and Paris Agreement; (b) 
promote trade and climate policies contributing to the transition to 
a low greenhouse gas (GHG) emission, resource-efficient 
economy and climate-resilient development; and (c) facilitate 
trade and investment in goods and services, such as renewable 
energy, that have particular relevance to climate change 
mitigation and adaptation. These policies should lead to the 
definition of carbon pricing via a cooperative approach. 
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Although the formulation of climate clauses varies between 
treaties, all the provisions essentially require cooperation between 
the parties to implement GHG reduction targets established 
under the UNFCCC, Kyoto Protocol and Paris Agreement. The 
EU-Canada Comprehensive Economic and Trade Agreement 
embeds a more general clause requiring the implementation of 
multilateral environmental agreements.8

The EU climate policy, ‘carbon leakage’ and border 
carbon adjustments
The European Union (EU) has embraced an advanced 
sustainability policy since at least the 1970s. In the matter of 
climate change, Directive 2003/87/EC created the EU Emissions 
Trading System (ETS) and provides that industries in EU Member 
States are restricted in the amount of GHG they are permitted to 
emit, in accordance with national allocation plans.9 The EU 
Member States have to ensure that industries operating in the 
energy sector, or processing ferrous metal and minerals or 
fibrous materials, can undertake activities resulting in GHG 
emissions only if they hold a permit issued by a competent 
national authority (Article 5). The permit specifies the obligation of 
industries to surrender auctioned allowances equal to the total 
emissions for each calendar year (Article 6). 

Costs related to GHG allowances might prompt high-intensive 
energy industries, particularly in the cement and fertilizer 
sectors,10 to transfer production to other countries with laxer 
emission constraints (see Figure). This is known as ‘carbon 
leakage’.11 
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technically skilled people, but may need to be improved. 

Financial services reform in Australia

The financial services sector is one of the most heavily 
regulated sectors in developed economies. This is because 
of the sector’s central intermediary role in every economy. 
However the sector is highly sensitive to external shocks so 
regulators have to strike a fine balance between liberalising 
financial services to promote efficiency through competition, 
and ensuring sound prudential policies to limit systemic risks 
and sustain financial stability. Related to prudential regulation 
are goals of protecting consumers and investors. 

Coverage of financial services within the OECD STRI is limited 
to the commercial banking (“commercial…” in the figure above) 
and insurance sectors. 

From these data we can see that there is room for increased 
competition in both sectors. The different coloured parts 
of the columns in the figure identify the kinds of barriers to 
international trade in each sector. A major issue for both 
sectors is restrictions on foreign entry (the blue part of the 
column), followed by areas where regulatory transparency 
needs improving (the green part of the bar). 

Australia’s commercial banking sector is highly concentrated, 
thus limiting the degree of market competition. The 2018 
Productivity Commission report on Competition in the 
Australian Financial Systemvii pointed to the need to enhance 
competitiveness within the sector while maintaining stability. 
Given this, Australian businesses and consumers would be well 
served by listening carefully to EU proposals for greater market 
access across all financial industry sub-sectors. 

The European Services Forum (ESF) has proposed granting the 
EU exemption from the current prohibition on the provision of 
life insurance by foreign companies through branch operations. 
The ESF have also suggested Australia-EU trade agreement 
negotiations will also offer opportunities for fresh approaches to 
greater regulatory coherence in financial services. This major \

To prevent this, Directive 2018/410 provides that EU Member 
States must partially compensate industries in sectors or 
subsectors that are exposed to ‘a significant risk of carbon 
leakage’, by using no more than 25 per cent of the revenues 
generated from the auctioning of allowances under the EU 
ETS.12  The EU thus subsidises industries that are exposed to 
a significant risk of carbon leakage to prevent them from 
relocating outside the Union.

Subsidies are not absolutely prohibited by the World Trade 
Organisation (WTO). For instance, Article XVI of the General 
Agreement on Tariffs and Trade (GATT) provides a notification 
obligation for a contracting party that grants or maintains any 
subsidy on exports or imports. However, in the EU the 
experience has been that subsidies have resulted in windfall 
profits for subsidised industries.13 Subsidies also affect non-
subsidised businesses and have prompted them to transfer 
industries outside the EU so as to enjoy a more favourable 
regulatory regime. Thus, in order to discourage and prevent 
carbon leakage, the EU Commission envisages a new 
strategy, expanding BCAs targeting products imported from 
countries with lower GHG emission constraints as part of a 
‘green deal’ aiming to achieve EU climate neutrality by 2050.14  

BCAs broadly encompass import tariffs and taxes.15 Reliance 
on BCAs is all the more important in light of the fact that 
provisions on dispute resolution procedures included in 
sustainable development chapters of trade and investment 
agreements concluded or negotiated by the EU only include 
non-binding measures, notably consultation.16 

The economic viability of BCAs is debated, as recent studies 
on the adoption of border climate measures in Australia 
demonstrate.17 Furthermore, the adoption of BCAs triggers 
the risk of trade wars and raises the question as to what 
extent BCAs are consistent with international regulation, 
particularly the WTO regime, which aims to abolish barriers to 
cross-border trade.18 

The lawfulness of border carbon adjustments 
within the WTO regime: an essential assessment
Concerning trade in goods, Article XX of the General 
Agreement on Tariffs and Trade (GATT) allows exceptions to 
trade liberalisation, notably when they are ‘necessary to 
protect human, animal or plant life or health’, specifically under 
sub-section XX(b). GATT Article XX does not explicitly mention 
environmental protection and climate change as a valid reason 
for exceptions to free trade, notably BCAs. A critical question 
is therefore whether an implicit derogation is allowed. 

In United States (US)—Shrimp , India, Malaysia, Pakistan and 
Thailand challenged US regulations prohibiting the import of 
shrimp from countries not certifying harvesting through turtle 
excluder devices.19 The complainants successfully alleged to a 
WTO Panel and Appellate Body that the import ban was not 
justified as an environmental exception to free trade based on 
GATT Article XX. The WTO Panel and Appellate Body 
considered that shrimp caught using methods identical to 
those employed in the US were excluded from the US market 
only because they had been caught in waters of countries not 
certified by the US, without considering different conditions.20  
Furthermore, according to the WTO Appellate Body, the US 
failed to engage in negotiations to conclude an environmental 
agreement aiming to protect sea turtles before adopting a 
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unilateral trade ban.21  It therefore considered that the US 
applied a disguised protectionist measure. 

Since US–Shrimp, GATT Article XX(b) has been interpreted as 
allowing trade restrictive measures to the extent that these 
genuinely aim to protect the environment and do not afford 
disguised protection for a country’s economy.22 

The condition of engaging negotiations prior to the imposition 
of BCAs has been confirmed by practice subsequent to the 
decision in US–Shrimp. Notably, in 2008 the EU sought to 
extend unilaterally its ETS to foreign aviation companies 
operating aircraft taking-off from EU territory or landing in EU 
territory, via Directive 2008/101/EC.23 This prompted US and 
Canadian aviation companies to challenge the extension of the 
EU ETS in UK courts, triggering a request for a preliminary 
ruling by the Court of Justice of the EU (CJEU).24 The CJEU 
upheld the validity of the extension; however, the opposition of 
states such as China, Russia and the US prompted a 
suspension of the EU ETS extension until 202425 and 
triggered negotiations for an international regulatory 
framework of GHG emissions in the aviation sector within the 
International Civil Aviation Organisation.26 

Provisions similar to GATT Article XX are embedded in other 
WTO agreements, for instance, Article XIV(b) of the General 
Agreement on Trade in Services (GATS).

In light of these developments, it is arguable that climate 
clauses embedded in trade and investment agreements 
already concluded or currently being negotiated by the EU, 
such as the EU-Singapore FTA, EU-Australia FTA and EU-
Mercosur Association Agreement, explicitly codify the 
environmental approach that is implicit in the jurisprudence of 
the WTO dispute settlement bodies with respect to climate 
change. In other words, trade and investment agreements 
might explicitly legitimate climate exceptions to free trade, 
including BCAs and the new EU policy on carbon leakage.

Implications
BCAs aim to provide legally effective enforcement 
mechanisms to achieve sustainability on a global basis by 
avoiding carbon leakage. The inclusion of climate clauses in 
EU trade and investment agreements seems to legitimise the 
practice of BCAs. Within the EU-Australia FTA, this means that 
both the EU and Australia can adopt BCAs on imports to 
compensate a difference in cost for GHG externalities under 
EU and Australian climate policies.

This analysis of key WTO provisions suggests that BCAs are 
legally viable, provided they are adequately framed:

(1) BCAs should not discriminate among trading countries
(most-favoured-nation treatment) and between foreign and 
domestic products (national treatment): they should be 
exclusively and genuinely based on carbon footprints;
(2) BCAs must be adopted through a process that ensures 
transparency and impartiality: it is essential to try and negotiate 
a solution to compensate the different costs of carbon policies 
first. 
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Figure:  Quantitative assessments of the main sectors at risk of carbon leakage
Source:  Marcu, A., C. Egenhofer, S. Roth and W. Stoefs, ‘Carbon Leakage: An Overview’, Centre of European Policy Studies 
(CEPS) Special Report No. 79 (2013): 12 (from European Commission Staff Working Document Impact Assessment 
accompanying Commission Decision C(2009)10251 final, Brussels, 24.12.2009).
Note: Column on the left denotes CO2 cost and the column on the right, trade intensity.
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