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Summary  
Forging China’s climate–trade diplomacy amidst geopolitical uncertainty 

The complex ways in which climate change measures and policies intersect with international 
trade are often overlooked in China’s climate diplomacy. Conventional wisdom holds that trade 
and limiting global temperature rise to 1.5°C to meet the Paris targets are irreconcilable in terms 
of their conflicting aims. However, it is becoming increasingly clear that economic and 
environmental factors are interdependent, and that success in one requires sustained, 
complementary action in the other. Measures to address climate change can be compatible with 
policy ambitions for economic growth and human development. Trade agreements and rules that 
reflect climate and sustainability concerns have the potential to integrate environmental 
protection and economic growth. Fostering synergies between trade policy and climate 
commitments is particularly important for China as the world’s largest developing country.  

Progress has been made to further shared goals through the ‘climate–trade nexus’. For example, 
the EU-China Comprehensive Agreement on Investment (CAI), agreed in December 2020 after 
seven years of negotiations, is the most ambitious agreement that China has ever concluded with 
a third party, and marks the first time that China has agreed to ambitious provisions on 
sustainable development in a trade agreement. The EU-China CAI reaffirmed commitment from 
both China and the EU that they will promote investment that contributes to the objective of 
sustainable development for present and future generations and agreed areas in which China and 
the EU would collaborate. Its ratification and implementation could have a positive impact on 
other countries and international actors as an example of a negotiation over a fair and free trade 
system that does not shy away from addressing the climate crisis and provides a strategic 
approach to climate and trade cooperation. 

In this crucial decade for the global transition towards climate neutrality, a revitalisation of the 
multilateral trading system and international climate policy would benefit all countries. China has 
a leading role to play in enhancing trade and climate synergies through multilateral, plurilateral 
and bilateral trade agreements. At the multilateral level, China should further invigorate the 
discussions underway at the World Trade Organization’s Structured Discussions on Trade and 
Environmental Sustainability (TESSD) and cooperation with WTO member states and external 
actors. At the plurilateral level, China should revive and facilitate negotiations that commenced in 
2014 on the establishment of the Environmental Goods Agreement (EGA) – which emphasises 
that trade needs to be part of the solution to climate change. At the bilateral level of China’s 
climate diplomacy, seizing the climate–trade opportunity could not only enhance climate 
cooperation but also be the engine that can drive forward progress in China–US relations, the 
world’s most consequential international relationship.  

China’s intensification of climate action at home and abroad is testament to its status of a rising, 
responsible great power. China embodies a vital international role in which it contributes not only 
to the imagining but also to the creation of an alternative future in which trade and climate can 
be reconciled, integrated and enhanced in the service of humanity. 

  

“ In this crucial decade for the global transition towards climate 
neutrality, a revitalisation of the multilateral trading system 
would benefit all countries, and China has a leading role to play. 
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The role of climate-related trade policy in accelerating the energy transition 

International trade and trade policy play a crucial role in supporting China to reach climate 
change mitigation and adaptation objectives, including in the Belt and Road countries. It can, for 
example, facilitate trade in renewable energy, improving China’s low-carbon competitive 
advantage. Removing technical barriers to trade is key to promoting trade in environmental 
goods and services while also enhancing economic resilience against climate-related disasters. 
Incorporating climate change and environmental considerations into regional trade agreements 
such as the Regional Comprehensive Economic Partnerships (RCEP) and the African Continental 
Free Trade Area (AfCFTA) may facilitate China’s trade in low-carbon technologies and scale up 
investments and supply chains with Southeast Asia and Africa.  

Advancing carbon neutrality goals through international cooperation on  
carbon pricing 

China is unlikely to achieve its ‘dual carbon’ goals (peaking carbon emissions before 2030 and 
becoming carbon neutral before 2060) unless collective climate action is ramped up. Carbon 
pricing mechanisms are a powerful market-based instrument that can support this. In 2021, China 
launched the world’s largest national emissions trading scheme (ETS) to reduce carbon emissions 
in the power sector. However, carbon prices in China are well below what the High-Level 
Commission on Carbon Prices (HLCCP) says are needed to reach the Paris climate goals. By 
addressing domestic challenges (e.g. low carbon prices resulting from the fragmentation of 
national and regional ETSs), international cooperation on carbon pricing – primarily through 
carbon taxes will enable China to reap a wide range of socioeconomic benefits from the low-
carbon energy transition.  

Chinese policymakers can also be empowered to prioritise the development of a domestic carbon 
tax agenda within national development policies by placing an increased focus on the health co-
benefits of climate policies (e.g. from reduced air pollution) and increasing understanding of the 
distributional impacts of a carbon tax across socioeconomic groups. With the introduction of a 
US$50 carbon price, IMF/OECD estimates that China would gain from nearly 3% of GDP by 2030 
in health co-benefits, which far outweigh the economic costs of about 0.5% of GDP. 

At the intersection of climate and trade policy are carbon border adjustment mechanisms 
(CBAMs), which address the risk of carbon leakage imposed by the implementation of increased 
carbon pricing. In response to the planned implementation of the EU’s CBAM, China could 
strengthen multilateral engagement in international fora such as the WTO and G20, to discuss 
key issues around improving the compatibility of the EU CBAM with WTO rules and the Paris 
Agreement. This includes on what basis to justify the inclusion of climate and environmental 
policies, the adoption of a common approach for measuring embodied carbon emissions in 
international trade, and the use of CBAM revenues. If an International Carbon Price Floor (ICPF) 
were put in place by major emitters, as proposed by the International Monetary Fund (IMF), it 
could assist China to leverage the role of fiscal policy in support of its dual carbon goals, with the 
potential of mitigating challenges posed by the EU CBAM, while channelling carbon pricing 
revenues collected by high-income countries to low-income countries. China could also explore 
international cooperation on carbon markets as a longer-term solution, but reform to China’s 
domestic ETS is needed before it can be linked to other international ETSs.  

Greening the Belt and Road Initiative to foster a just energy transition  

China can and must also deliver on its international climate pledges through the Belt and Road 
Initiative (BRI) in support of the implementation of the Paris Agreement, the Convention on 
Biological Diversity and the Sustainable Development Goals (SDGs). China has committed to 
developing a green BRI jointly with 149 member countries, prioritising policy coordination, and 
scaling up investments in sustainable infrastructure, green supply chains and sustainable 
financing. However, BRI investments and financing decisions have not yet factored in the physical 
and transition risks of climate change. By turning the challenges of decarbonisation into 
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opportunities, adopting a whole-of-government approach will support China to develop 
coordinated institutional action to unlock climate adaptation and mitigation investments in  
BRI countries.  

As the largest trading partner and major investor for Indonesia and South Africa, China could play 
a key part in accelerating the just energy transition in those countries through partnerships. It is 
crucial for BRI investors to minimise future financial losses by accelerating the early retirement of 
coal-fired power plants and to deliver on international climate commitments by scaling up 
renewable energy investments, which can be achieved in collaboration with the Energy Transition 
Mechanism (ETM) in Indonesia and the International Just Energy Transition Partnership (JETP) in 
South Africa. China’s further efforts in greening the Regional Comprehensive Economic Corridor 
(RCEC) in Indonesia will provide an opportunity for the development of the world’s first integrated 
sustainable supply chains of solar photovoltaic (PV) and electric vehicle batteries. BRI investors 
could also tap into the potential of green hydrogen development in South Africa.  

Exploring China’s policy responses through a Climate Club  

A well-designed ‘Climate Club’, as called for by the G7 Leaders in 2022, could leverage the 
potential of G20 and G7 cooperation to accelerate the net zero transition. An independent report 
by LSE commissioned on behalf of the German G7 Presidency proposes that the Climate Club is 
jointly launched by G7 and developing countries to drive forward ambitious and inclusive 
leadership. The proposal is organised around three pillars: building partnerships, managing policy 
diversity and fostering sectoral alignment. China could take up the role of co-chair of the Club 
with Germany to shape the new era of global energy and climate governance in pursuit of shared 
priorities and prosperity. China could shape finance and technology partnerships with other Club 
members by implementing Country Platforms (CPs), accelerating the sustainable energy 
transition in BRI countries, supporting the closing of climate financing gaps in lower-income 
countries and leveraging the role of higher education sector for joint research and collaboration.  

The proposed Climate Club will function as the home or secretariat for public climate finance 
under the UN framework, in partnership with existing initiatives such as the Coalition of Finance 
Ministers for Climate Action (COFM). By joining the COFM, China would mainstream climate 
action into its international development financing, supporting China-initiated multilateral 
development finance institutions and policy banks with innovative financial instruments for the 
implementation of COP26 commitments on climate finance in BRI countries. 

To minimise trade friction while accelerating climate action, the Climate Club could serve as a 
platform for members to discuss climate-related trade policy such as green subsidies and improve 
coordination on linking international carbon markets, for example. China could accelerate the 
industrial decarbonisation agenda through enhanced participation in multilateral initiatives and, 
through the Global Arrangement on Sustainable Steel and Aluminium, trade barriers could be 
removed and longstanding domestic industrial capacity challenges be addressed.   

Conclusion and policy recommendations 

China has a crucial role in addressing the climate–trade nexus on the international stage. In the 
lead-up to COP27 and the G20 Summit in November 2022, China can fill a vacuum in climate-
trade diplomacy along with G20 countries to develop joint solutions for accelerating low-carbon 
trade and investments through policy harmonisation, which would be particularly beneficial to 
lower-income countries. 

Policy recommendations for China 

1. China could strengthen climate–trade diplomatic engagements at the multilateral, 
plurilateral and bilateral levels, including taking a leadership role in reinvigorating the 
negotiations of the Environmental Goods Agreement under the WTO and accelerating 
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diplomacy with the EU to ratify and implement the EU-China Comprehensive on 
Investment (CAI).  

2. China could strengthen policy coordination with the WTO and G20 to discuss trade 
implications for the Carbon Border Adjustment Mechanism (CBAM) proposed by the EU, 
while moving forward with international cooperation on carbon pricing, primarily through 
a carbon price floor.   

3. China’s new international development cooperation mechanism, the third-party market 
cooperation, could support BRI investors to accelerate early retirement of coal plants by 
factoring in climate-related risks and scaling up investments in renewable energy and 
adaptation and resilience by delivering on green BRI commitments, primarily in Indonesia 
and South Africa. 

4. To foster G20–G7 cooperation, China and Germany could take up the role of joint co-
chairs in the Climate Club proposed by the G7, to encourage the financing of a just energy 
transition in BRI countries through Country Platforms, leveraging the role of the higher 
education sector to enhance joint research on low-carbon technologies, and accelerating 
the domestic industrial decarbonisation agenda.  

5. An increased focus on the health co-benefits of climate action is a key argument to 
persuade Climate Club members to prioritise the development of carbon pricing and phase 
out fossil fuel subsidies, while also justifying the trade friction that may occur over CBAMs 
and the adoption of green subsidies to support low-carbon trade competitiveness. 
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1.  Introduction 
Fostering synergies between trade policy and climate commitments is particularly important for 
China as the world’s largest manufacturer, trading nation and emitter of greenhouse gas 
emissions. In the face of the ‘code red’ for humanity issued by the international scientific 
community as global temperatures continue to rise due to human activity, this report sets out 
how China can strengthen climate-trade diplomacy through negotiations in trade and investment 
agreements to achieve the mutually reinforcing objectives of climate and development. This 
includes exploring the potential impacts and benefits of climate policies such as carbon pricing on 
carbon leakage and trade competitiveness, and how to improve the compatibility of carbon 
border adjustment mechanisms (CBAMs) within the multilateral trading system and the The 
United Nations Framework Convention on Climate Change (UNFCCC). The impacts of climate 
change are already affecting international trade, and China’s flagship international cooperation 
mechanism, the Belt and Road Initiative (BRI), has a significant role to play in supporting lower-
income countries to accelerate the low-carbon energy transition by scaling up investments and 
green supply chains. Looking to recent proposals of a Climate Club, the report also discusses how 
major emitters and economic powers must work together to put the world on track to limit global 
temperature rise to below 1.5°C.  

Impacts of climate change on international trade  

Through an increase in the frequency, magnitude and duration of extreme climate and weather 
events, climate change has been identified as the biggest health threat of the 21st century (The 
Lancet, 2009). At the same time, the economic consequences of climate change are becoming 
increasingly tangible and pose several risks to the global economy. Heatwaves, for example, 
generate economic losses due to diminished physical health, labour productivity and labour supply 
– particularly affecting the agriculture, construction and manufacturing sectors (Romanello et al., 
2021). These heatwave-related damages totalled an estimated 1.35% of China’s GDP in 2020 (Cai 
et al., 2021). The resulting economic impacts will in turn affect supply chains. Climate change has 
also been shown to undermine gender equality through detrimental impacts to female workers, 
exacerbating the gender pay gap in South Africa, for example (Shayegh and Dasgupta, 2021). 
India has recently experienced extreme heat causing widespread death and illness as well as 
damage to crops, and triggering an export ban on wheat to enhance domestic food security 
(Paria and Srivastava, 2022). As of June 2022, 86 countries had imposed trade-related policies on 
food production and fertilisers, worsening global food price inflation (Espita et al., 2022).  

Trade implications of geoeconomic fragmentation  

As the world navigates multiple crises, revitalising global partnerships is imperative to achieving a 
green, resilient and inclusive recovery. The COVID-19 pandemic has plunged the global economy 
into a deep recession that is fuelling a backlash against globalisation. Further highlighting the 
fragility of multilateralism, the Russian invasion of Ukraine has generated global economic 
shockwaves with the largest food and energy price shocks since the 1970s and is placing the 
global economic recovery at an increased risk of stagflation (World Bank, 2022a). The impacts of 
the war to date have caused a 1% decline in total export volume, reducing global GDP by 0.7% 
(World Bank, 2022b), while disruptions to global and regional supply chains have caused 
shortages in manufacturing industries, causing prices to rise. The future of global trade and 
investment will largely be shaped by the policy responses of national governments, which will 
require a coordinated approach to sustainable economic recovery. 

The significance of China’s position in reshaping climate and trade governance towards the  
net zero transition  

As the world’s second largest economy and largest trading nation, China accounted for nearly 
15% of global exports of goods between 1978 and 2020 (UNCTAD, 2021a). China was also the 
world’s second largest contributor to cumulative CO2 emissions between 1850 and 2021 (Evans, 

https://www.thelancet.com/journals/lancet/article/PIIS0140-6736(09)60922-3/fulltext
https://www.thelancet.com/journals/lancet/article/PIIS0140-6736(09)60922-3/fulltext
https://www.thelancet.com/article/S0140-6736(21)01787-6/fulltext
https://www.thelancet.com/article/S0140-6736(21)01787-6/fulltext
https://www.thelancet.com/action/showPdf?pii=S2468-2667%2821%2900209-7
https://www.thelancet.com/action/showPdf?pii=S2468-2667%2821%2900209-7
https://www.tandfonline.com/doi/full/10.1080/17565529.2022.2074349
https://www.bloomberg.com/news/articles/2022-05-04/india-considers-restricting-wheat-exports-as-heat-destroys-crops
https://blogs.worldbank.org/psd/how-export-restrictions-are-impacting-global-food-prices
https://openknowledge.worldbank.org/bitstream/handle/10986/37223/CMO-April-2022.pdf
https://openknowledge.worldbank.org/handle/10986/37359
https://unctad.org/topic/trade-analysis/chart-10-may-2021
https://www.carbonbrief.org/analysis-which-countries-are-historically-responsible-for-climate-change/
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2021). Through multilateral engagement, China is participating in international action on climate 
change and environmental protection. Recent examples include chairing the UN Biodiversity 
Conference (COP15) for the development of the Post-2020 Global Biodiversity Framework and co-
chairing (with the United States) the G20 Sustainable Finance Working Group for the 
development of the G20 Sustainable Finance Roadmap. As stated in the China-US Joint Glasgow 
Declaration on Enhancing Climate Action in the 2020s, both countries are committed to 
maximising the societal benefits of a low-carbon energy transition while scaling up support for 
climate adaptation and resilience in developing countries. Following President Xi’s commitment 
that China will stop building new coal power plants abroad, China’s Global Development Initiative 
was launched in September 2021 to accelerate the implementation of the Sustainable 
Development Goals (SDGs) (China’s Ministry of Foreign Affairs [MFA], 2022).   
 
Occupying a central position in international trade and foreign direct investment, China can play 
a key role in driving the environmentally sustainable recovery of global trade. China is the world’s 
largest manufacturer, accounting for 30% of the global manufacturing output in 2021 (The State 
Council, 2022), and is among the largest investors in Asia and Africa. A strong rebound in China’s 
foreign trade volume, which increased by 10.3% in the first half of 2022, signals a rapid economic 
recovery from the pandemic and China’s continued strong position as an international trading 
partner (Xinhua, 2022). However, in the context of the global energy transition away from fossil 
fuels, China’s domestic and international economic competitiveness may be at risk from the 
adverse impacts of climate change, particularly given that many more countries are now 
considering introducing carbon pricing mechanisms as part of the post-pandemic green  
stimulus packages.  
 
Furthermore, the pressing challenges of deglobalisation and supply chain disruptions will have a 
substantially greater impact on China than many other countries, given its role as the ‘world 
factory’ and the regional trade routes that run through the Belt and Road Initiative (BRI) 
countries. Therefore, China now needs to strengthen international policy cooperation on climate 
change and trade to reshape global supply chains into more sustainable models, which will have 
mutual benefits for both its domestic and international development agenda. Doing so requires 
China to leverage international trade and trade policy to reach climate goals, while scaling up 
investments in sustainable infrastructure and strengthening trade integration at regional and 
global scales. This would deliver sustainable development benefits, especially in the Global South, 
such as improving the health of human and natural systems, generating economic growth and 
creating jobs. 

Structure of the paper 

• Chapter 2 examines the ways in which climate change measures and policies intersect 
with international trade and reviews how China’s trade policies have supported, and could 
further support, its climate policy objectives and promote greater sustainability at the 
multilateral, plurilateral and bilateral levels.  

• Chapter 3 explores the benefits of international cooperation on carbon pricing and China’s 
responses to carbon border adjustment mechanisms (CBAMs).  

• Chapter 4 presents the challenges and opportunities of expanding sustainable regional 
trade and investment through the Belt and Road Initiative (BRI).  

• Chapter 5 discusses China’s climate diplomacy and policy responses to the establishment 
of an international ‘Climate Club’ through engagement with the G7 and G20 countries.  

• Chapter 6 provides concluding remarks and policy recommendations.  

  

https://www.carbonbrief.org/analysis-which-countries-are-historically-responsible-for-climate-change/
https://www.fmprc.gov.cn/eng/zxxx_662805/202209/t20220922_10769721.html
http://english.scio.gov.cn/pressroom/2022-06/14/content_78269516.htm
http://english.scio.gov.cn/pressroom/2022-06/14/content_78269516.htm
https://english.news.cn/20220609/e70cea41120348c3af95c332e8c3a888/c.html
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2. Negotiating the climate–trade nexus and 
China’s diplomacy 

This chapter explores an often-overlooked area in China’s international climate diplomacy: the 
climate–trade nexus. It begins by exploring the ways in which climate change measures and 
policies intersect with international trade. Then, it examines how China’s trade policies have 
supported, and could further support, its climate policy objectives and promote greater 
sustainability in line with its commitment to honour the Paris Agreement and fully implement the 
17 UN Sustainable Development Goals (SDGs). Looking specifically at EU–China cooperation, the 
chapter examines the recently concluded EU-China Comprehensive Agreement on Investment 
(CAI), especially its Investment and Sustainable Development chapters. Finally, it explores the 
implications of EU–China cooperation for China’s engagement at the multilateral, plurilateral and 
bilateral levels for further negotiating a symbiotic relationship between climate change and trade.  

The significance of the climate–trade nexus 

The interlinkages between climate change and international trade are complex and multifaceted. 
Adam Smith compellingly argued that free markets and free trade would allow countries to ”take 
advantage of their comparative advantage, with all nations benefitting as each one specialises in 
the areas in which it excels” (Stiglitz, 2007; Smith, 2000). In 1992, the United Nations Conference 
on Environment and Development led to the adoption of the United Nations Framework 
Convention on Climate Change and the signing of the Rio Declaration on Environment and 
Development, which established a link between sustainable development, economic growth and 
environmental protection. The declaration called on all countries to “cooperate to promote a 
supportive and open international economic system that would lead to economic growth and 
sustainable development in all countries, to better address the problems of environmental 
degradation” (Rio Declaration on Environment and Development, 1992). 

Trade and mitigating climate change are often viewed as incompatible: on one hand, the 
environment must be sacrificed to achieve a certain level of economic and trade growth; on the 
other, economic growth needs to be undermined to cultivate environmental sustainability. 
However, trade liberalisation, the green economy, environmental protection and sustainable 
development are not necessarily incompatible (Dryzek, 2013). Economic and environmental 
factors are interdependent, and success in one sector requires sustained, complementary action 
in others. Measures to address climate change must be compatible with policy ambitions for 
economic growth and human advancement. According to a joint World Trade Organization 
(WTO) and United Nations Environment Programme (UNEP) report, “reducing or eliminating 
import tariffs and non-tariff barriers for climate-friendly goods and technologies should reduce 
their price and therefore facilitate their deployment at the lowest possible cost” (WTO, 2009). 
Trade liberalisation of these so-called ‘climate-friendly goods’ would incentivise producers and 
“provide them with domestic expertise to expand the production and export of these goods” 
(ibid.). Yet our understanding of the relationship between trade agreements and climate change 
is insufficient, despite the inclusion of more clauses relating to climate goals in trade agreements 
signed over the last few decades, which illustrates an attempt to build a more supportive 
relationship between trade and climate change (Griffin et al. 2019).  

International trade agreements and climate pledges 

There is increasingly evident potential for making use of climate provisions in trade agreements 
and trade-liberalising commitments in climate instruments such as countries’ national climate 
plans, known as nationally determined contributions (NDCs) submitted to the UNFCCC for the 
implementation of the Paris Agreement (Laurens et al., 2022). Trade openness can enhance 
international efforts to mitigate and adapt to climate change, for example by promoting an 
efficient allocation of the world’s resources, protection and preservation of the environment, 
raising living standards and improving access to environmental goods and services (World Bank, 

https://wedocs.unep.org/handle/20.500.11822/22882
https://pages.eiu.com/rs/753-RIQ-438/images/TradeandClimateChange2019.pdf
https://doi.org/10.1080/14693062.2021.2009433
https://www.wto.org/english/res_e/booksp_e/trade_climate_change_e.pdf
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2009). It can also support the continued treatment of environmental impacts as externalities. 
Freer and fairer trade is not an end in itself; it can support important human values and welfare 
goals in accordance with the objectives of sustainable development. There is ample untapped 
potential for decision-makers to go further in revising or making use of climate provisions in trade 
agreements and trade-liberalising commitments in climate instruments (ibid.). Trade agreements 
and climate pledges honouring the Paris Agreement can generate win-win solutions for 
promoting economically beneficial trade flows and tackling the climate crisis. The Marrakesh 
Agreement that established the WTO clearly indicated the link between sustainable development 
and trade liberalisation, and is restated in the WTO’s ministerial-level Trade and Environmental 
Sustainability Structured Discussions: ”international trade and trade policy can and must support 
environmental and climate goals and promote more sustainable production and consumption” 
(WTO, 2021a). In the interest of achieving a just transition to carbon neutrality and the SDGs, 
certain provisions in trade agreements could serve to reduce trade barriers to promote the 
diffusion of climate-friendly goods and services.  

The intersection of trade policy and climate policy 

Trade policy has a crucial role in accelerating investment in climate mitigation and adaptation 
and sustainable value chains, which contribute to enhancing energy security, food security and 
positive health outcomes. Trade policy can facilitate trade in renewable energy, which will support 
countries to enhance export competitiveness through a low-carbon competitive advantage, 
resulting in creating new green growth opportunities. Trade also promotes environmental goods 
and services. Doing so, according to the WTO, requires a removal of tariff and non-tariff barriers 
to enhance access to environmental goods and services across markets and reduce the capital 
costs of renewable energy infrastructure. Finally, trade policy is critical to strengthening climate 
adaptation and resilience in support of post-disaster recovery: removing export restrictions can 
enable essential access to medical, food and water supplies for poor populations. Trade can play a 
role in enhancing economic resilience against climate-related disasters while improving 
productivity growth, particularly for small and medium-sized enterprises (SMEs) by, for example, 
minimising food insecurity risk arising from changing patterns of competitive advantages due to 
the impacts of climate change, and facilitating the adoption of climate-resilient crops and other 
technologies useful to smallholder farmers. Trade in services is important to improve cross-border 
labour force mobility, as a decline of job opportunities in climate-affected sectors will in turn lead 
to a rise in the services sector.   

Removing technical barriers to trade – both tariff and non-tariff barriers – is key to the promotion 
of environmental goods and services. Existing tariff structures and non-tariff measures work in 
favour of emissions-intensive industries, meaning that there are significant barriers to low-carbon 
trade. Tariffs on environmental goods are very high at 11% in low-income countries and tariffs for 
renewable energy-related products are still around 10–14% (Brenton and Chemutai, 2021).  
Despite some countries having low tariffs on environmental goods and services, high non-tariff 
measures persist in the form of regulatory barriers, such as certifications, standards and local 
content requirements.  

When considering the challenge of climate change within the multilateral trading system, there is 
a question over to what extent green subsidies have a role, and if it should be increased (WTO, 
2022a). A green subsidy is an important trade and industrial policy that offers export incentives, 
which are also a key part of solutions to encourage low-carbon technological innovation. 
However, there are many WTO disputes in relation to export subsidies because current trade rules 
do not allow governments to support the producers of renewable energy goods or the industry, 
and because some countries may view subsidies as a means of advancing domestic economic 
growth at the expense of other countries. In the case of the EU carbon border adjustment 
mechanism (EU CBAM), this aims to address import-related rather than export-related carbon 
leakage, meaning that export rebates may not be considered. CBAMs might provide some 
flexibility to incorporate export-related leakage, which would allow countries to promote green 
export performance by offering export subsidies, despite it being prohibited under the Subsidies 

https://www.wto.org/english/res_e/booksp_e/trade_climate_change_e.pdf
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/MIN21/6R2.pdf&Open=True
https://openknowledge.worldbank.org/bitstream/handle/10986/36294/9781464817700.pdf?sequence=5&isAllowed=y
https://www.wto.org/english/res_e/booksp_e/repintcoosub22_e.pdf
https://www.wto.org/english/res_e/booksp_e/repintcoosub22_e.pdf
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and Countervailing Measures (SCM) Agreement. This stresses the importance of international 
cooperation on the design of subsidies through international forums such as the WTO and G20, 
which will facilitate countries to build a mutual consensus and recognise the role of subsidies in 
support of climate-compatible development.  

The climate-trade nexus and the SDGs 

Trade can be mobilised to simultaneously address climate change and achieve the SDGs 
(Monkelbaan, 2017). The effective utilisation of trade as a tool for addressing the climate crisis, 
minimising environmental costs while promoting trade liberalisation, speaks directly to the 
implementation of the world's blueprint for global sustainable development, the 2030 Agenda for 
Sustainable Development. Adopted by all UN member states in September 2015, the 2030 
Agenda was an urgent call for action from a global partnership of developed and developing 
countries. The adoption of the 2030 Agenda and the Paris Agreement in 2015 established a strong 
foundation for the coherent implementation of climate action and sustainable development 
objectives across all levels and sectors. The implications of climate governance for international 
trade on the one hand, and the implications of trade integration for climate change on the other, 
further point to possible ways forward for China’s international diplomacy to contribute to both 
trade and climate objectives. The key issue is to support an optimal combination of trade 
liberalisation and climate policies to harness the benefits of trade while minimising the 
environmental costs of China’s development and diplomacy. 

The climate–trade nexus in developing countries  

Understanding the climate–trade nexus is especially relevant for developing countries that rely 
heavily on trade for export earnings and for energy and food imports, especially if they depend on 
exports from sectors that will be particularly badly affected by climate change impacts (UNCTAD, 
2021). Developing countries would need to “make structural changes in their economies to adapt 
their trade profiles so as to avoid or overcome disruptions caused by climate change” (ibid.). 
Trade agreements could enable countries to reach their climate goals by removing tariffs, 
harmonising standards on environmental goods and eliminating distorting subsidies on fossil fuels 
(Balogh and Mizik, 2021). Fostering synergies between trade policy and climate policy is 
particularly important for China as the world’s largest developing country.  

China has gradually intensified its contribution to international efforts to fight climate change 
and continues to engage through updating its NDC under the Paris Agreement and through its 
commitment to reach carbon neutrality by 2060. Examining the nexus between climate change 
and trade is particularly important for China, given the development and modernisation of its 
economy. China’s economic development has been coupled with a growth in its carbon emissions, 
giving rise to concerns about the detrimental environmental impacts. China is also the largest 
trading partner for most economies and its economic growth model is significantly reliant on 
exports, with the country firmly integrated in global supply chains.  

China has increasingly shown its leadership potential in the solar panel industry. Chinese 
dominance in solar supply chains has enabled it to become a significant contributor to the 
development of renewable energy, thus promoting the global clean energy transition.  
Trade policy should be seen as a vehicle for sustainable development and China’s green transition 
– and in advancing the green development of the Belt and Road Initiative (BRI), especially 
considering China’s growing leadership role in global climate governance. 

Trade agreements and rules reflecting climate and sustainability concerns have the potential to 
enhance synergies between trade and climate commitments and integrate environmental 
protection and economic growth. China would need to develop a unique trade–climate resilience 
pathway that paves the way for its trade policy to make a positive contribution to climate change 
mitigation and sustainable development. Such trade policies would need to create the right 
enabling environment for climate action at home and abroad and seek ways to support 
developing countries, including China, to meet their climate-neutrality goals.  

https://unctad.org/webflyer/trade-and-environment-review-2021
https://unctad.org/webflyer/trade-and-environment-review-2021
https://ideas.repec.org/a/gam/jecomi/v9y2021i3p99-d584811.html
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The climate–trade nexus and EU–China diplomacy 

EU–China trade relations are based on the EU–China Trade and Cooperation Agreement of 1985, 
and the establishment of the China–EU Comprehensive Strategic Partnership in 2003. The 
importance of EU–China trade negotiations is reflected in the establishment of the EU-China High 
Level Economic and Trade Dialogue, which started in 2007 as the strategic forum for all matters 
relating to the bilateral trade and investment relationship. Now, the negotiation of the landmark 
EU–China Comprehensive Agreement on Investment (CAI) is a further major milestone in the EU–
China relationship since diplomatic relations were established. The CAI is committed to building 
an economic relationship based on openness, reciprocity and mutual benefit, ensuring non-
discrimination, a level playing field, transparency, and a predictable and rule-based investment 
environment (European Commission 2022a).  

The CAI was agreed on 30 December 2020 after 35 rounds of negotiations over the course of 
seven years, and is the most ambitious agreement that China has ever concluded with a third 
party (Chen, 2022). It is also significant as it marks the first time that China has agreed to 
ambitious provisions on sustainable development in a trade agreement. It recognises that 
economic development, social development and environmental protection are interdependent 
and mutually reinforcing dimensions of sustainable development. China and the EU are two of the 
world’s largest trading partners and China’s relationship with the world’s largest trading bloc – as 
strengthened through the ‘Investment’ and ‘Sustainable Development’ chapters of the CAI – could 
serve as a blueprint for China’s future climate and trade diplomacy and integration.  

In addition to trade-related rules, the CAI will also be the first agreement for China to “deliver on 
obligations for the behaviour of state-owned enterprises, comprehensive transparency rules for 
subsidies and commitments related to sustainable development” (European Commission, 2020b). 
Since the first formal round of negotiations in 2013, the EU and China have endeavoured to 
negotiate a comprehensive investment agreement to create a better balance in their trade 
relationship by levelling the playing field. The implementation of the CAI will bind China and the 
EU into a values-based investment relationship that is underpinned by the principles of 
sustainable development.  

The EU–China CAI reaffirmed commitment from both parties to promote the development of 
investment in a way that contributes to the objective of sustainable development for present and 
future generations in a manner complementary to their efforts under existing bilateral and 
multilateral mechanisms (European Commission, 2021a). The CAI states the intention to ensure 
that this objective is ”integrated and reflected” in EU–China investment relationships.   

Article 6 of the Agreement, ‘Investment and Climate Change’ articulates three areas in which 
China and the EU would collaborate: 
 

a. Effectively implement the UNFCCC and the Paris Agreement, including commitments with 
regard to Nationally Determined Contributions. 

b. Promote and facilitate investment of relevance for climate change mitigation and 
adaptation, including investment concerning climate-friendly goods and services such as 
renewable energy, low-carbon technologies and energy-efficient products and services, 
and by adopting policy frameworks conducive to the deployment of climate-friendly 
technologies.  

c. Cooperate with the other parties on investment-related aspects of climate change policies 
and measures, bilaterally and in international forums, as appropriate. 

The main part of the trade negotiations have now concluded, but the CAI has not yet been 
ratified and has therefore not entered into force. Talks on ratifying the agreement are currently 
frozen due to tense restrictive measures imposed by the EU and China in March 2021. The CAI 
should therefore not be seen as a silver bullet, but strengthening the EU-China investment 
relationship (as the CAI would if ratified) would bolster the opportunities of European firms while 

https://policy.trade.ec.europa.eu/eu-trade-relationships-country-and-region/countries-and-regions/china/eu-china-agreement/eu-china-agreement-principle_en
https://link.springer.com/article/10.1007/s10308-021-00642-2
https://ec.europa.eu/commission/presscorner/detail/en/IP_20_2542
https://trade.ec.europa.eu/doclib/html/159346.htm
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also establishing a reliable foundation between the two powers and laying the groundwork for 
driving environmental progress in the sustainability chapter of their relationship (Wuttke, 2022). 
The ratification and implementation of the CAI would be a timely boost to regional economic 
integration in a challenging context exacerbated by geopolitical tensions. For full ratification to 
occur, increased political momentum is needed between the EU and China. Its implementation 
would have a considerable positive impact on other countries and international actors as an 
example of a fair and free trade system negotiation that does not shy away from addressing the 
climate crisis and provides a strategic approach to climate and trade cooperation. 

Opportunities for China’s climate-trade negotiations 

The CAI would provide incentives for the multilateral trading system to contribute to furthering 
the symbiosis between free and fair trade and addressing the climate crisis. Promoting 
international dialogue and cooperation on investment-related environmental issues and 
mainstreaming sustainability into trade policies, as in the flagship example of the CAI, could not 
only complement climate policies but also further enable the identification of pathways to better 
align trade and climate in support of sustainable development. The numerous ways in which 
trade-related policies can support climate goals include trade negotiations on phasing-out fossil 
fuel subsidies, setting international rules for settling disputes on renewable energy technologies 
and creating a market for these green products. Trade cooperation in these areas could support 
countries to transition to a low-carbon future, accelerate the transition process and lower its 
costs. Promoting sustainable development in international trade can offer important export 
opportunities for China, including the export of renewable energy equipment, high-speed rail, 
ultra-high voltage direct current (UHV DC) transmission, electric vehicles and low-carbon electric 
equipment (e.g. heat pumps and refrigeration technologies).  

The multilateral level 

At the multilateral level, the international trade regime could potentially restructure market 
relationships in a climate-friendly manner by providing incentives for climate change mitigation 
and adaptation (Jakob et.al., 2022). Given the importance of multilateral environmental 
agreements, China would benefit from continued dialogue and sharing of best practice on issues 
where trade, environmental and climate policies intersect at international forums such as the 
WTO, of which sustainable development and the protection and preservation of the environment 
are fundamental goals (WTO, 2021a). Indeed, China is actively involved in the work of the WTO 
Committee on Trade and Environment; the Structured Discussions on Trade and Environmental 
Sustainability (TESSD) bring scientific and data-based evidence to deliberations and reiterate the 
commitment to continued dialogue and enhanced transparency.1 China should further invigorate 
negotiations at the TESSD and cooperate with WTO member states and external actors.  

Climate-related trade disputes have been a long-term challenge in the multilateral trading 
system. The number of antidumping (AD) or countervailing duty (CVD) investigations has 
increased sharply, which particularly affects the delivery of China’s international climate action in 
BRI countries. The World Bank’s ‘Temporary Trade Barriers Database’ states that since 2009, 
China’s exports, primarily of iron and steel products, have been the main subject of CVD 
investigations and since 2017, China has started to initiate CVD actions (WTO, 2022a). In the 
context of climate and trade, the solar panel disputes initiated by the US in 2011 have made the 
current AD rate for Chinese solar photovoltaic (PV) imports rise by almost 240% (Benson and 
Reinsch, 2022). This trade sanction prompted Chinese producers to gradually relocate solar supply 
chains in Southeast Asia, making China’s solar exports increase by about 60% in 2021 to US$28.4 
billion, according to data from China’s Ministry of Industry and Information Technology (MIIT) 
(Xue, 2022). Still, the US considered imposing tariffs on low-cost solar panels made by Chinese 
manufacturers in Southeast Asia (Reuters, 2022). Although the US ultimately decided to waive 

 
 
1 https://www.wto.org/english/tratop_e/tessd_e/tessd_e.htm  

https://link.springer.com/article/10.1007/s10308-021-00631-5
https://doi.org/10.1126/science.abo4207
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/MIN21/6R2.pdf&Open=True
https://www.wto.org/english/news_e/news22_e/igo_22apr22_e.pdf
https://www.csis.org/analysis/bifacial-debate-solar-investigation#:%7E:text=The%20current%20antidumping%20rate%20for,accelerating%20production%20in%20Southeast%20Asia.
https://www.csis.org/analysis/bifacial-debate-solar-investigation#:%7E:text=The%20current%20antidumping%20rate%20for,accelerating%20production%20in%20Southeast%20Asia.
https://www.scmp.com/business/article/3167293/chinas-solar-exports-rose-60-cent-us28-billion-last-year-made-light-covid
https://www.reuters.com/world/us/biden-waives-solar-panel-tariffs-invokes-defense-law-white-house-confirms-2022-06-06/
https://www.wto.org/english/tratop_e/tessd_e/tessd_e.htm
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tariffs for two years, this created long-term investment uncertainty for Chinese investors. Through 
a coordinated approach, multilateral climate action needs to be emphasised as a top priority over 
competing interests for market access and domestic competitiveness. 

A promising precedent for success in climate-conscious multilateralism can be seen in the positive 
steps taken at the 12th WTO Ministerial Conference. After over 20 years of negotiations, the first 
WTO agreement in support of environmental objectives concluded with member countries 
agreeing to eliminate the most harmful fisheries subsidies, estimated at US$22 billion annually, in 
support of the SDG on conserving ‘life below water’. This milestone multilateral trade agreement 
contributes to a sustainable blue economy by tackling the depletion of marine resources and 
illegal overfishing. It also shows a growing recognition of the negative environmental 
consequences of government subsidies. The significance of the UN’s ‘One Health’ approach2 has 
been accelerated by the COVID-19 pandemic and, as a result, a new agreement on eliminating 
fossil fuel subsidies could be developed by member countries with a shared ambition in support of 
the SDG on ‘climate action’.  

Together with G20 countries, China could step up engagement with the WTO and G20 on the 
reduction of fossil fuel subsidies, a move that is consistent with the COP26 commitment on coal 
phase down. The Organisation for Economic Co-operation and Development (OECD) and 
International Energy Agency (IEA) estimate that government support in major economies for 
fossil fuel subsidies totalled US$351 billion in 2020 (WTO, 2022b) while the IEA estimates that 
China’s fossil fuel subsidies were about US$30 billion and India and Indonesia’s were both around 
US$20 billion in 2019 (Gracia-Herrero and Tagliapietra, 2021). As China has already taken a 
leading role in the WTO discussions on trade and environmental sustainability and on plastic 
pollution, it would be a natural next step for China to participate in the joint research and 
capacity building of the Fossil Fuel Subsidy Reform (FFSR) initiative (WTO, 2022b), which will 
support China to gain an in-depth understanding of the health and environmental impacts of 
harmful fossil fuel subsidies. 

The plurilateral level 

At the plurilateral level, China could facilitate and encourage investment favouring green growth 
by contributing to the negotiations on environmental goods. On 8 July 2014, a group of WTO 
members launched plurilateral negotiations for the establishment of the Environmental Goods 
Agreement (EGA), which seeks to promote trade in key environmental products such as wind 
turbines and solar panels. The number of participants has since grown, with the current total 
representing 46 WTO members, although the agreement is not yet finalised.3 The negotiations 
have emphasised that trade needs to be part of the solution to climate change. The group 
envisages trade liberalisation of climate-friendly goods and “explores opportunities and possible 
approaches for promoting and facilitating trade in environmental goods and services to meet 
environmental and climate goals, including through addressing supply chain, technical and 
regulatory elements” (WTO, 2021a). The negotiations could result in “fewer and lower barriers to 
trade in environmental goods and services, and therefore improve global market access to more 
efficient, diverse, and less expensive goods and services, including goods that can contribute to 
climate change mitigation and adaptation” (WTO, 2009). Promoting and facilitating the global 
uptake of new and emerging low-emissions and other climate-friendly technologies, while also 
eliminating tariffs on important environment-related products, can help to achieve environmental 
protection and climate change mitigation goals.  

In December 2016, the parties sought to enter the final stage of the EGA negotiations and finalise 
the agreement, but negotiations collapsed. The most fundamental issue was that negotiators 
failed to reach consensus on what constituted an ‘environmental good’ and how broadly that 

 
 
2  This is an integrated approach to addressing the health of humans, animals and the environment, including zoonotic diseases like 

COVID-19. Read more at: https://www.who.int/news-room/questions-and-answers/item/one-health  
3  https://www.wto.org/english/tratop_e/envir_e/ega_e.htm  

https://www.wto.org/english/news_e/news22_e/igo_22apr22_e.pdf
https://www.brinknews.com/asia-pacific-must-phase-out-fossil-fuel-subsidies/#:%7E:text=The%20International%20Energy%20Agency%20(IEA,%2419%20billion%20(Table%201).
https://www.wto.org/english/thewto_e/minist_e/mc12_e/ffsr_press_background.pdf
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/MIN21/6R2.pdf&Open=True
https://www.who.int/news-room/questions-and-answers/item/one-health
https://www.wto.org/english/tratop_e/envir_e/ega_e.htm
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definition should apply across different sectors.4 The EGA negotiations have still not yet resumed. 
However, the agreement is something that China would benefit from, and it should continue to 
negotiate with other parties on the liberalisation of environmental goods. China could strengthen 
cooperation with participants of the EGA by exchanging experiences and examples of best 
practice related to environmental impact assessments for investments. Furthermore, a plurilateral 
agreement can create rights for non-members on a ‘most-favoured-nation’ (MFN) basis. Thus the 
benefits of the EGA are expected to apply to the entire WTO membership, so that all WTO 
members will enjoy improved conditions in the markets of the participants to the EGA. China and 
the EU should take the lead in reviving the negotiations on environmental goods at the WTO.  

Regional trade agreements on the Regional Comprehensive Economic Partnership (RCEP) and 
African Continental Free Trade Area (AfCFTA) are also key to facilitating trade in green 
technologies, investment and value chains. Trade can promote technology and knowledge 
transfers through global value chains, which will enable countries to reap the benefits of capacity 
building that promotes productivity growth. RCEP is the world’s largest free trade agreement, and 
the first multilateral trade agreement involving China, which seeks to pave the way for deeper 
regional economic integration among 15 regional members (i.e. ASEAN+3, Australia and New 
Zealand). By eliminating 92% of tariffs in traded goods, the role of RCEP in strengthening regional 
value chains and attracting investment is particularly important for the manufacturing sectors in 
Southeast Asia. However, only three provisions in the RCEP are related to environmental 
protection. Further amendments are needed to incorporate climate and sustainability 
considerations into trade agreements (UNESCAP, 2022). Likewise, climate and environmental 
sustainability factors could also be discussed in the AfCFTA, mainly supported by China in terms 
of financial and technical assistance (China Daily, 2021). If climate-related trade agreements are 
on the agenda, Southeast Asia and Africa can benefit from ‘leapfrog development’ that bypasses 
fossil-fuel based economy to low-carbon and climate-resilient pathways, diversifying their 
exports, reducing poverty and improving human and natural capital.  

The bilateral level 

At the bilateral level of China’s climate diplomacy, seizing the climate–trade opportunity could 
not only enhance climate cooperation but also become the engine to drive forward progress in the 
world’s most consequential relationship: China–US relations. In the context of heightened 
geopolitical competition between the US and China, it has never been more important to find 
opportunities for cooperation.  

First, to successfully implement the Paris Agreement, it would benefit both China and the US to 
increase support and cooperation for multilateral climate negotiations, not only under the 
UNFCCC processes, but also to support the integration of climate considerations into 
international organisations such as the WTO and the UN Food and Agriculture Organization 
(FAO), which have increasing clout in climate conversations.  

Second, it is important to note that China’s pursuit of decarbonisation is part of its broader 
economic modernisation goals and that tackling climate change is rooted in domestic concerns of 
environmental pollution. Similarly, tackling climate change is related to domestic politics in the 
US. This domestic primacy in both China and the US requires them to adopt a multidimensional 
diplomatic strategy and maintain the regular exchange of information on climate–trade 
developments.  

The U.S.-China Joint Glasgow Declaration on Enhancing Climate Action in the 2020s highlighted 
the importance of US–China climate cooperation in this critical decade, but it did not mention the 
potential role of trade cooperation in accelerating the transition to carbon neutrality. Beijing has 
repeatedly stated that climate is not a ‘standalone issue’ in US–China relations; it would be 
important to include trade-liberalising commitments in their cooperation on the climate as well as 

 
 
4  Negotiations on trade and the environment are part of the Doha Development Agenda launched at the Fourth WTO Ministerial 

Conference in Doha, Qatar, in November 2001. 

https://www.unescap.org/kp/2022/mainstreaming-sustainable-development-regional-trade-agreements-comparative-analysis-and
https://www.chinadaily.com.cn/a/202110/26/WS61780d3ba310cdd39bc716c6.html
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the negotiation and implementation of climate provisions in their cooperation on trade. This could 
encourage the alignment of climate and trade strategies in China’s engagement with the US.  

Third, the US and China can increase their cooperation on policy design and product standards. 
China has advantages in manufacturing and application, while the EU and US have advantages 
in technology and market design, so cooperation could produce mutual benefits. For example, 
China’s PV manufacturing could provide high-quality and low-cost PV module products, solar 
power station construction and maintenance services, while the US could provide advanced power 
station operation experience. Working together in this way can help to build clean energy systems 
in developing countries, which would benefit the Global South.  
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3. Moving forward with the international carbon 
pricing agenda 

This chapter explores the role of carbon pricing mechanisms in reducing greenhouse gas emissions 
and incentivising investments towards more sustainable production and consumption patterns. 
The development of a carbon pricing agenda through international cooperation will enable China 
to address domestic climate challenges while reaping a wide range of socioeconomic benefits as 
part of the energy transition. Carbon Border Adjustment Mechanisms (CBAMs) are the solution to 
addressing the risk of carbon leakage imposed by the introduction of high carbon prices. Such 
multilateral climate action would support China to decarbonise its industrial sectors and thus 
improve its low-carbon trade competitiveness.  

The development of a carbon pricing agenda in China: key challenges  

Explicit carbon pricing through an emissions trading scheme  

Carbon pricing through an emissions trading scheme (ETS) is the main market-based instrument 
to accelerate a low-carbon energy transition in support of China’s ‘dual carbon’ goals (peaking 
carbon emissions before 2030 and becoming carbon-neutral before 2060). China’s carbon 
markets consist of three main parts: the national ETS; regional pilot ETSs; and the voluntary 
carbon market (VCM), known as China Certified Emissions Reductions (CCERs). China has the 
world’s largest carbon market, with its national ETS covering around 40% of the country’s total 
emissions (see Figure 3.1) (World Bank, 2022). Operational since July 2021, China’s national ETS 
aims to reduce approximately 4.5 billion tonnes of carbon emissions per year in the power 
generation sector (China’s Ministry of Ecology and Environment [MEE], 2021).  

Figure 3.1. Absolute emissions coverage, share of emissions covered and prices for carbon pricing 
instruments (CPIs) across jurisdictions 

Source: World Bank (2022)  
 

During the first compliance period of the national ETS between July and December 2021, free 
allowances or permits were distributed to 2,162 regulated entities and 179 million tonnes of carbon 
emissions were traded, with a total transaction value of CNY 7.66 billion (US$1.1 billion) (ibid.). 

https://openknowledge.worldbank.org/handle/10986/37455
https://www.mee.gov.cn/ywgz/ydqhbh/wsqtkz/202112/t20211231_965906.shtml
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With a 99.5% compliance rate from participating entities, the compliance period closed with the 
price of carbon at CNY 54.22 (US$7.8), a 13% increase from the starting price of CNY 48 (US$6.9) 
(International Carbon Action Partnership [ICAP], 2022). With carbon allowances trading at an 
average 2021 price of CNY 42.85 (US$6.12) per tonne of carbon dioxide equivalent (tCO2e) (MEE, 
2022a), the national ETS price was well below the range of US$40–80/tCO2e by 2020 and US$50–
$100/tCO2e by 2030 that the High-Level Commission on Carbon Prices considers a meaningful 
carbon price to meet the Paris climate goals (Stiglitz et al., 2017). Further changes are needed if 
China’s national ETS is to make a significant contribution to reducing carbon emissions.  

Some policy design challenges have undermined the effectiveness of China’s ETS. Initially, China’s 
national ETS was established to roll out a tradable performance standard (TPS) based on the 
emissions intensity of each fuel and technology (IEA, 2021). A TPS is a rate-based emissions 
pricing instrument, which is less effective in terms of carbon mitigation and cost-effectiveness 
than a carbon pricing instrument, which works through a cap-and-trade system, i.e. a mass-
based ETS (Yang and Goulder, 2021). China has launched regional ETS pilots in seven provinces 
and cities since 2013, covering 16% of total carbon emissions in 32 sectors (Stoerk et al. 2019). 
These use both mass- and rate-based designs; the latter of which are shown to create less 
regulatory pressure on firms and result in lower carbon prices than in a mass-based cap-and-
trade system (Cui et al., 2021). This implies that the fragmented ETS system in China may not 
encourage the shift towards low-carbon power generation as effectively as a unified TPS or full 
ETS would. These policy issues reveal problems arising from the lack of a nationwide emissions cap 
under the national ETS, in the form of either an absolute cap on tonnes of carbon emissions or a 
cap on carbon intensity.  

Without setting an emissions cap, the oversupply of carbon permits puts downward pressure on 
prices, making them insufficient to reflect the social costs of carbon. Sector coverage is also 
limited to the power sector under the national ETS, which is inconsistent with China’s emerging 
policy priority of industrial decarbonisation (MEE, 2019). Importantly, the method for allocating 
allowances is free distribution rather than auctioning. The latter can have the effect of driving up 
carbon prices when companies are required to buy an increasing proportion of allowances. For 
example, Guangdong's regional carbon trading scheme set a cap-and-trade system with the 
highest trading volumes in China, using auctioning for 10% of the total allowances (Zeng et al., 
2021). A cap-and-trade system would allow the ETS to send strong and consistent carbon price 
signals that incentivise emissions reduction activities. 

In addition to the over-allocation of free allowances, low ETS prices are driven by limited demand 
for carbon trading among regulated entities, due to high compliance costs. Goulder et al. (2019) 
find that the compliance cost under a TPS system is about 35% higher than under a cap-and-
trade system. Figure 3.2 shows that trading volumes were mostly low between July and December 
2021, with some price fluctuations towards the end of the compliance period, where most 
transactions were concentrated. This suggests that low ETS prices have not sufficiently 
encouraged participating entities to proactively reduce emissions. This could be because they 
perceive compliance with the ETS as a mandatory requirement that will limit rather than enhance 
market opportunities.  

 

 

 

 

 

 

 

 

https://icapcarbonaction.com/system/files/document/220331_icap_report_practitioner-insights.pdf
https://www.ndrc.gov.cn/xwdt/ztzl/2022qgjnxcz/bmjncx/202206/t20220612_1327157.html?code=&state=123
https://www.ndrc.gov.cn/xwdt/ztzl/2022qgjnxcz/bmjncx/202206/t20220612_1327157.html?code=&state=123
https://static1.squarespace.com/static/54ff9c5ce4b0a53decccfb4c/t/59b7f2409f8dce5316811916/1505227332748/CarbonPricing_FullReport.pdf
https://www.iea.org/reports/the-role-of-chinas-ets-in-power-sector-decarbonisation
https://www.weforum.org/agenda/2021/11/new-carbon-market-slash-chinas-emissions/
https://www.tandfonline.com/doi/full/10.1080/14693062.2019.1568959
http://eprints.lse.ac.uk/113492/1/e2109912118.full.pdf
https://www.mee.gov.cn/xxgk2018/xxgk/xxgk03/201904/t20190429_701463.html
https://www.belfercenter.org/publication/guangdong-carbon-emissions-trading-scheme-progress-challenges-and-trends
https://www.belfercenter.org/publication/guangdong-carbon-emissions-trading-scheme-progress-challenges-and-trends
https://www.nber.org/system/files/working_papers/w26537/w26537.pdf


 

19 

Figure 3.2. China’s national ETS average price and volume in 2021 

 
Source: International Carbon Action Partnership (2022) 
 

Carbon data quality is another major concern. An ETS in its early stages of development aims to 
build a reliable monitoring, reporting and verification (MRV) system that encourages regulated 
entities to monitor and report their emissions accurately, supporting policymakers to make further 
decisions on setting an emissions cap. However, the quality of carbon data is undermined by 
inaccurate reporting. Following an inspection, the Ministry of Ecology and Environment (MEE) 
found at least four cases in which the regulated entities had submitted falsified or unverified 
carbon emissions data in order to avoid paying for the excessive emissions generated over their 
allocated allowances (MEE, 2022b). Unreliable information of this kind can lead to market 
distortions that significantly undermine the credibility and effectiveness of the national ETS. 

Carbon leakage is a significant challenge facing regional carbon trading schemes. The IPCC 
defines carbon leakage as “the increase in CO2 emissions outside of countries taking domestic 
mitigation action divided by the reduction in the emissions of these countries” (IPCC, 2007). For 
China, there is a risk of carbon leakage occurring at a regional level as firms relocate their 
polluting activities to areas not covered by an ETS. The regional ETSs play a role in gradually 
shifting regulated entities from regional pilots to the national ETS over time. As of June 2021, 
nearly 3,000 regulated entities in China were involved in regional ETS pilots, with a cumulative 
transaction volume of 480 million tCO2e at CNY 11.4 billion (US$1,63 billion) (Liu et al., 2022). The 
regional ETS pilots have proven to be effective in reducing the emissions of regulated firms and 
accelerating innovation in low-carbon technologies, leading to a 16.7% reduction in total 
emissions and a 9.7% reduction in emissions intensity (Cui et al., 2017; 2018). However, the study 
finds a 9% increase in the carbon emissions of non-ETS regulated firms within the same ownership 
network as regulated firms. This shows carbon leakage occurring through the relocation of 
production activities to subsidiaries outside ETSs (Cui et al., 2022). A consequence of carbon 
leakage is an increased risk of pollution transfer, which may also result in a reversal of China’s 
progress in air quality improvement.  

In response to these challenges, the MEE regulator outlined a number of policy priorities to reform 
the ETS, including improvements in data quality, expansion of the ETS’s sector coverage, and 
integration of the national and regional ETSs into a ‘single carbon market’ (The State Council, 
2022). Nonetheless, the administrative costs of ETS reform are high due to the complexity of 
implementation and enforcement. Outside of the compliance market, China will create an 
enabling environment for more and better quality carbon reduction projects in the CCERs system, 
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which relates to companies’ voluntary trading of carbon credits to meet corporate climate targets 
in support of the low-carbon transition. For example, carbon offset credits will be developed as 
financial products and investable assets, boosting liquidity to meet investment demands from 
long-term investors.  

Implicit carbon pricing through environmental taxes  

With the introduction of environmental taxes to support green fiscal tax reform, low tax rates and 
institutional barriers are unable to incentivise low-carbon innovation. Following the 
announcement of the Environmental Protection Tax Law in 2016, environmental taxes were 
implemented in 2018 to tackle environmental pollution, specifically air pollution (The National 
People’s Congress, 2018). The tax rates imposed on the two air pollutants sulphur dioxide (SO2) 
and nitrogen dioxide (NOx), in the range of CNY 1.2–12 (US$0.18–1.8) per unit of pollution 
equivalence, also contributed to efforts to tackle climate change (State Taxation Administration 
[STA], 2020). However, tax is not levied on the most harmful fine particulate matter (PM2.5) or on 
ground-level ozone pollutants (i.e. ozone formed by the reaction of NOx and volatile organic 
compounds [VOCs]), which are the leading causes of premature deaths attributable to air 
pollution in China (Yin et al., 2020).  

The environmental tax revenues account for a very small share of the country’s total tax revenues 
and are insufficient to mobilise the domestic resources needed to achieve the dual carbon goals 
(Wang and Yu, 2020). According to the State Taxation Administration (STA), environmental tax 
revenues fell from CNY 20.56 billion (US$2.94 billion) in 2018 to CNY 19.9 billion (US$2.84 billion) 
in 2020, even though the number of taxpayers increased (STA, 2021). This is due to greater 
flexibility in tax collection, where polluters are eligible for tax reductions of 25% and 50% 
respectively if they can achieve 30% and 50% reductions in national and local ambient air quality 
standards. In addition, the lack of cross-sector collaboration between the MEE and the STA and 
low levels of public awareness or understanding of the role of green fiscal policy are major 
institutional challenges that weaken the domestic implementation of environmental taxes (Zhu 
and Zhou, 2022). 
 

Box 1 Carbon pricing mechanisms 

As embedded in a broader climate mitigation policy mix, carbon pricing mechanisms have been 
widely considered to be powerful market-based instruments to correct the market failure of 
greenhouse gas emissions (Stern, 2021). The World Bank defines carbon pricing as an instrument 
that puts a price on the external costs of greenhouse gas emissions generated by the use of fossil 
fuels, equivalent to a value per tonne of carbon dioxide emitted (World Bank, n.d.). There are two 
types of carbon prices: explicit and implicit, which are widely used to internalise the cost of 
greenhouse gas emissions. Effective carbon pricing mechanisms involve three key elements: 
adopting a meaningful carbon price to account for the distributional impacts of carbon pricing 
revenues; implementing a customised approach for the different country contexts; and being part 
of a broader policy package. As documented by the World Bank, there are 68 global explicit 
carbon pricing initiatives comprising 36 carbon taxes and 32 ETSs with coverage of approximately 
23% of global greenhouse gas emissions (World Bank, 2022). 

Carbon taxes and emissions trading systems (ETSs) are the two main carbon pricing instruments 
and they have different key features. A carbon tax is a tax rate imposed by the regulator on the 
carbon content of fossil fuels whereas ETSs, also widely known as cap-and-trade systems, create 
a market in which participating entities trade allowances under an overall carbon emissions cap 
which is reduced over time. The market price for carbon emissions is driven by the supply and 
demand for such allowances. In principle, an ETS can provide greater certainty over emissions but 
greater uncertainty over prices, while the reverse is true for a carbon tax. In practice, both ETSs 
and carbon taxes may approximate a hybrid system over time in a dynamic setting. For example, 
ETSs may include price stability mechanisms, price floors, or adjustments in the quantity of 
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allowances, thereby reducing uncertainty in carbon prices. At the same time, carbon tax rates 
can be adjusted periodically to ensure emissions goals are met (Parry et al., 2022).  

The main advantage of a carbon tax is its simplicity in implementation and enforcement (Avi-
Yonah and Uhlmann, 2009). It can also be applied at upstream, midstream and downstream 
levels of the production chain (Parry et al., 2022). By comparison, ETSs are more complicated to 
administrate and their coverage is more limited. ETSs are usually applied to downstream 
production in large stationary sources in the power and industrial sectors, which have pre-existing 
regulations to address local pollution. ETSs require robust institutional capacity to monitor and 
report emissions and to supervise allowance registries and market trading.  

There is no significant difference in the distributional impacts of carbon pricing on income 
distribution as carbon prices, either through carbon taxes or ETSs, can carry through to indirectly 
increase the prices of goods and services as well as fuels and electricity (ibid.). The 
disproportionate impact of carbon pricing on low-income households can be minimised by 
measures to offset the costs of carbon for these groups and improve political acceptability. For 
example, the use of carbon tax revenues is particularly effective for creating social safety nets in 
the form of cash transfers to support low-income households. By auctioning allowances, ETS 
revenues can be used to provide just transition assistance to vulnerable communities, as in the 
case of Germany. 

Crediting mechanisms and internal carbon pricing are also important types of explicit carbon 
pricing mechanisms. Crediting mechanisms refer to tradable carbon credits created by voluntary 
emissions reduction activities. Carbon credits can be issued either through national governments 
or through international mechanisms such as Article 6.4 under the Paris Agreement, which aims 
to replace the Clean Development Mechanism (CDM) under the Kyoto Protocol with a new 
Sustainable Development Mechanism (SDM). The emissions reduction credits generated can be 
used by companies either to meet their compliance requirements under a carbon tax or ETS or to 
meet their voluntary commitments under the VCM.  

Internal carbon pricing is a tool used by various private companies, financial institutions, 
governments and multilateral development banks (MDBs) to guide investment decisions and raise 
revenues for climate mitigation and/or adaptation programmes and projects. The adoption of 
internal carbon prices can help companies reallocate resources towards low-carbon business 
models and R&D investments. Internal carbon prices can also assign a financial value to both 
emitted and avoided CO2 emissions that reveals the corporate risks and opportunities within 
operations and supply chains (Stiglitz et al., 2017). Internal carbon prices are known as ‘shadow 
carbon prices’ and are used by MDBs in the economic analysis of investment project financing 
(World Bank, 2017).  

An implicit carbon price refers to non-price-based policies that implicitly estimate the monetary 
value of carbon emissions (World Bank, 2019). These include policy instruments such as the 
removal of fossil fuel subsidies, energy taxation or fuel excise taxes, and policies and subsidies that 
support renewable energy and energy efficiency, as well as standards and regulations.  

 

The development of a global carbon agenda: a window of opportunity  
for China  

It is imperative that individual countries recognise how the benefits of international cooperation 
on carbon pricing can help them deliver on their climate commitments. While there has been a 
spike in carbon prices, reaching a record high of almost €100/tonne under the EU ETS (Chestney 
et al., 2022), the global average carbon price was still at $3/tonne in 2020 (Parry, 2021). Due to 
individual economies’ insufficient and uncoordinated climate mitigation efforts, the international 
community will be unable to deliver on climate goals unless action is ramped up. By acting as a 
strong and consistent price signal, collective action in setting a carbon price at an adequate level 
can reduce mitigation costs with efficient emissions reductions, preventing distortions in trade 

https://www.imf.org/en/Publications/staff-climate-notes/Issues/2022/07/14/Carbon-Taxes-or-Emissions-Trading-Systems-Instrument-Choice-and-Design-519101
https://repository.law.umich.edu/cgi/viewcontent.cgi?article=1051&context=articles
https://repository.law.umich.edu/cgi/viewcontent.cgi?article=1051&context=articles
https://www.imf.org/en/Publications/staff-climate-notes/Issues/2022/07/14/Carbon-Taxes-or-Emissions-Trading-Systems-Instrument-Choice-and-Design-519101
https://static1.squarespace.com/static/54ff9c5ce4b0a53decccfb4c/t/59b7f2409f8dce5316811916/1505227332748/CarbonPricing_FullReport.pdf
https://thedocs.worldbank.org/en/doc/911381516303509498-0020022018/original/2017ShadowPriceofCarbonGuidanceNoteFINALCLEARED.pdf
https://openknowledge.worldbank.org/handle/10986/31755
https://www.reuters.com/business/energy/europes-carbon-price-nears-100-euro-milestone-2022-02-04/
https://www.reuters.com/business/energy/europes-carbon-price-nears-100-euro-milestone-2022-02-04/
https://www.imf.org/en/Publications/fandd/issues/2021/09/five-things-to-know-about-carbon-pricing-parry


 

22 

and capital flows while aligning financial flows consistent with a pathway towards low greenhouse 
gas emissions and climate-resilient development (Stiglitz et al., 2017). This will in turn improve a 
country’s comparative advantage in low-carbon manufacturing capacity and productivity 
growth. The International Monetary Fund (IMF) estimates that the global energy transition away 
from coal would generate US$78 trillion in socioeconomic value, which all countries could benefit 
from (Adrian et al., 2022). 

International cooperation on carbon pricing through carbon taxes is a more effective solution 
than ETSs in addressing the urgency of energy and climate crises. The adoption of the Paris 
Rulebook at COP26 was a groundbreaking outcome in relation to Article 6 on carbon markets 
(Leva and Vaughan, 2021). Article 6 of the Paris Agreement allows participating countries to 
voluntarily cooperate with each other to achieve emissions reduction targets set out in their 
respective NDCs to reduce compliance costs that can speed up mitigation actions. This means 
that a country will be able to transfer carbon credits generated by emission reduction projects to 
help other countries meet their climate targets. However, the process of reaching a common 
approach to Article 6 cannot be completed until 2030 due to the complex nature of 
administrative systems (Asian Development Bank [ADB], 2020). The EU ETS reform has also 
proven that attempts to improve the policy design are politically difficult and carry increased 
administrative burdens (Tvinnereim and Mehling, 2018). The 2021 G20/OECD ‘Inclusive Framework 
on Base Erosion and Profit Shifting’ (BEPS) initiative to close tax loopholes and tax evasion is a 
leading example of international tax cooperation. Collective efforts like this will be vital to moving 
forward with international carbon tax cooperation.  

By progressing with international cooperation on carbon taxes, China could reap the benefits of 
strengthened domestic resource mobilisation (DRM). International cooperation is crucial to 
enabling individual countries to build and maintain the public trust needed to jointly deliver on 
SDG 17 on DRM, which aims to mobilise domestic funding for development. DRM represents about 
half of the funding resources needed to close climate financing gaps, with international climate 
finance the other half (Bhattacharya and Stern, 2021). In the face of stretched public finance, 
carbon tax revenues can be a significant source of government funding to address the substantial 
financing challenges in achieving China’s dual carbon goals. The Energy Foundation China (EFC) 
estimates that China requires at least CNY 140 trillion (US$20 trillion) of climate-related direct 
investments by 2050 (EFC, 2022).  

Co-benefits of carbon pricing 

A focus on the co-benefits of carbon pricing and an understanding of its distributional impacts 
would help policymakers to undertake climate action within national development policies. 
Emphasising the social, environmental and economic co-benefits of climate action would 
enhance political acceptability and reduce social opposition. Ninety per cent of the world’s 
youngest and most competitive coal-fired power plants are in emerging and developing 
economies, mostly in Asia (Birol and Malpass, 2021) and policymakers are reluctant to retire them 
earlier than scheduled. However, there are substantial health benefits linked to climate mitigation 
policies, particularly through a reduction in air pollution, increase in active transport and healthier 
diets, which would accrue to national governments (Haines et al., 2009). The strong integration 
of climate mitigation and adaptation actions can maximise health co-benefits, substantially 
improving labour productivity and reduced income and social inequalities, which are instrumental 
to productivity growth and economic diversification. To ensure carbon taxes are not socially 
regressive, policies and measures are needed to develop a fair distribution of carbon tax revenues. 
These could be of cash transfers distributed to compensate low-income communities or increased 
investments in climate adaptation and resilience, both of which reduce poverty and inequalities.  

China could enjoy much greater health and economic co-benefits from climate mitigation policies 
than those that would result from clean air policies. With the implementation of air pollution 
prevention and control measures during the 13th Five-Year Plan (2016–2020), the estimated 
health-related economic benefits (approximately CNY 2.49 trillion) far outweighed the policy 
costs (CNY 1.78 trillion). This prevented 380,000 premature deaths, created 5.76 million jobs and 
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increased China’s GDP by CNY 2.2 trillion (US$314 billion) (CAEP and EFC, 2022). However, 
without ambitious climate mitigation actions, it has been widely recognised that clean air policies 
alone are insufficient to achieve the dual carbon goals and air quality objectives (Xue et al., 
2022). If China moves forward with a carbon tax agenda, a wide range of health benefits could be 
unlocked through the decarbonisation of energy, industrial, transport, agriculture and trade 
systems (Whitmee et al., 2015). For example, by reducing local air pollution-related deaths alone, 
the health co-benefits of a carbon price of US$50 would be equivalent to an increase of around 
3% in GDP by 2030 in China compared to the economic costs of almost 0.5% of GDP (IMF/OECD, 
2021). More broadly, creating a healthy environment to support ageing populations will reduce 
inequalities and vulnerabilities by lowering the fiscal burden and public health expenditures on 
low-income households. 

Impacts of carbon pricing  

This section explores the potential negative impacts of carbon pricing on carbon leakage and 
international competitiveness and the policy solutions – in particular, the carbon border 
adjustment mechanism proposed by the European Union (EU CBAM). While aiming to address 
the risk of carbon leakage for emissions-intensive, trade-exposed (EITE) sectors, the EU CBAM can 
be politically challenging to reconcile with international trade laws and the principle of ‘Common 
But Differentiated Responsibilities’ (CBDR). This section also presents an in-depth analysis of the 
trade and climate implications for the EU CBAM in terms of consistency with the relevant WTO 
rules and the Paris Agreement.  

Carbon leakage  

Carbon leakage is a spillover effect of carbon pricing that has environmental consequences. As 
introduced earlier, carbon leakage occurs when firms in countries with ambitious climate policies 
are concerned about losing competitiveness to countries with laxer climate policies. As a result, 
they relocate their emissions-intensive production abroad, offsetting domestic action in emissions 
reductions. Carbon leakage is usually measured in leakage rates, i.e. the change (increase) in 
foreign emissions relative to domestic emissions due to carbon pricing (Bohringer et al. 2022). A 
sector’s carbon leakage risk is determined by carbon intensity and trade intensity, where the 
former assesses an increase in relative cost and the latter examines whether this sector can pass 
carbon costs through to product prices (Sato et al., 2013).  

The risk of carbon leakage is typically higher in EITE sectors, such as steel, aluminium and cement 
(Mehling et al., 2019) because industrial emissions are mostly linked to the production of basic 
materials that are hard to decarbonise. There is no empirical evidence that climate policy induces 
carbon leakage. The phased implementation of the EU ETS between 2005 and 2020, for example, 
has not caused carbon leakage (Naegele and Zaklan, 2018). This is because EITE sectors remain 
largely protected from high emissions reduction costs through exemptions or compensations (e.g. 
free allocation of allowances) and carbon prices have historically been low (Sato and Burke, 2021). 
There is also no evidence from other examples that domestic climate policies increased 
international carbon leakage over the past two decades (Eskander and Fankhauser, 2021). 

International competitiveness  

There is some uncertainty around the impact of carbon pricing on competitiveness, and this 
requires further investigation. However, many studies find the impacts of carbon pricing on 
competitiveness to be limited, given the oversupply of emission allowances under the EU ETS, for 
example. For this reason, there have been minimal impacts on the competitiveness and 
profitability of regulated firms, although a few sectors such as chemicals, non-metallic mineral 
products and electricity have seen some impacts (Verde, 2020; Dechezlepretre et al., 2018). In the 
view of Venmans et al. (2020), carbon pricing has a small and positive effect on productivity and 
innovation, particularly through a significant increase in patenting, despite the small negative 
competitive effects expected on net imports and foreign direct investment outflows.   
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Environmental policies with a focus on air quality management have proven to stimulate 
innovation and international competitiveness. The Porter hypothesis argues that polluting firms 
can benefit from more stringent environmental policies that result in a net positive effect on the 
competitiveness of regulated companies (Albrizio et al., 2017). This is illustrated in the example of 
the EU’s clean air strategy, which has acted as a driver of economic development through 
innovation, competitiveness and trade flows (Amann et al., 2017). Positive effects derive from 
‘first-mover’ advantage, for example improving innovation capacities through patenting and 
learning, knowledge transfer and resource efficiency, and R&D expenditures and investments. This 
helps countries to quickly gain a position of international competitiveness compared to ‘late-
mover’ countries (Dekker et al., 2012). 
 

 
Box 2. EU Carbon Border Adjustment Mechanisms  

Carbon Border Adjustment Mechanisms (CBAMs) are trade-based climate policy solutions that 
address the risk of carbon leakage imposed by the implementation of carbon pricing. The 
rationale of CBAMs is to create a level playing field for products across jurisdictions without 
implementing ambitious carbon prices. CBAMs act as a market signal that encourages other 
countries to ramp up their climate ambitions and actions, accelerating the net zero transition as 
a result. In July 2021, the European Commission adopted a CBAM proposal that targets imports of 
carbon-intensive products in the power, iron and steel, aluminium, cement and fertiliser sectors. 
This is considered an essential policy tool under the European Green Deal in support of the EU’s 
2050 net zero goals. The EU CBAM is intended to equalise carbon costs across foreign and 
domestic producers (European Commission, 2021b). However, a tariff is imposed on imported 
goods based on the emissions released during their manufacturing process, which is equivalent to 
explicit or implicit domestic carbon prices.  

The EU CBAM will be implemented from January 2023 to 2025 in a pilot phase, followed by a 10-
year transition period, during which time the free allocation of allowances would be gradually 
phased out under the EU ETS. EU importers would need to purchase emissions certificates at the 
EU ETS price to cover the carbon content of the imported products, or ‘embodied’ carbon 
emissions. During the period of phasing out of free allowances, the EU CBAM can still protect the 
industrial competitiveness of key EITE industries from the risks of import-related carbon leakage 
(due to a loss of competitiveness against markets with weaker environmental regulations that are 
exporting to the EU). However, the EU CBAM does not address export-related leakage, which 
would result in a 6.8% export market loss (ERCST, 2022). 

The EU CBAM can play a significant role in supporting the international climate agenda. A 
significant source of the CBAM revenues could be distributed to lower-income countries to 
accelerate the decarbonisation agenda. Similarly, the CBAM can also incentivise EU trading 
partners to introduce more ambitious climate policies and measures. For example, they could 
avoid paying the carbon border tariff by introducing non-pricing measures to reduce emissions 
embodied in their exported products. Importers are allowed to claim a reduction in carbon border 
adjustment taxes as long as explicit carbon prices are paid in the producing country. 

Reactions to the CBAM from the EU’s trading partners vary across countries. Some, such as 
Canada and the UK, are exploring the establishment of CBAMs (Government of Canada, 2021; UK 
Parliament, 2022) while in the US, despite the CBAM proposal by the US Congress (Carbon 
Credits, 2022), this was not reflected in the recently adopted Inflation Reduction Act. The BRICS 
countries (Brazil, Russia, India, China and South Africa) have concerns about the EU CBAM on the 
grounds of compatibility with the WTO rules and the principle of CBDR (South African 
Government, 2021; MEE 2022).  
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Trade implications of the EU CBAM 

Concerns over trade competitiveness  

Some countries are particularly concerned about the negative impact of an autonomous CBAM 
on international trade. The introduction of CBAMs would be expected to cause a decline in global 
demand for imported products, which would in turn drive down export prices of energy-intensive 
goods, leading to negative ‘terms of trade’ effects (i.e. the ratio of export prices to import prices). 
In this context, trade deterioration will decrease export volumes, especially in developing 
countries, causing deficits in the balance of payments through negative productivity shocks that 
affect the GDP growth rate (Miniane, 2004). Others find that low-income countries would be 
hardest hit by the negative terms of trade effect if more developed countries lead by introducing 
CBAMs (Weitzel et al., 2012).  

The literature includes a mix of positive and negative responses to the impact of the EU CBAM on 
China. With the introduction of the EU CBAM, some EU imports from China would decrease: iron 
and steel by 8% and aluminium by 9% (Glaser and Caspar, 2021). However, the potential overall 
impacts of the EU CBAM on China’s trade and competitiveness are likely to be small (Assous et 
al., 2021). Its impact on China’s GDP could be negligible, given that China’s exported products to 
the EU only account for 0.4% of China’s total exports (He et al., 2022). If embodied carbon 
emissions are extended to cover direct and indirect emissions along value chains, China, Russia 
and India would incur the greatest losses. For example, China’s steel exports to the EU would 
decrease by almost 20%. On the other hand, analysis by the United Nations Conference on Trade 
and Development (UNCTAD) suggests that the EU would experience real income losses of US$53 
billion with domestic carbon prices at US$44, whereas countries like the US and China would 
benefit from positive income effects and fossil fuel exporters would experience losses (UNCTAD, 
2021). In addition to income effects, the impact of the EU CBAM on employment and wage 
effects in most economies are very small; below 0.1% (ibid). However, the existing policy-relevant 
research has only considered the effects of the CBAM in isolation. As the objective of the EU 
CBAM is to maintain a level playing field while EU ETS prices increase, it would be appropriate to 
further examine the impacts of increased carbon pricing and the CBAM in tandem. 

The relevance of WTO rules in supporting the EU CBAM  

The multilateral trading system is vital in supporting environmental and climate goals. The main 
objective of the WTO is to ensure a global trading system that reduces trade barriers and avoids 
trade distortions and protectionism, but sustainable development and environmental protection 
are also at the heart of the multilateral trading system (WTO, 1994). The fundamental principle of 
the WTO is ‘non-discrimination obligations’, whereby members cannot discriminate between 
trading partners on ‘like’ products, according to Article I of the General Agreement on Tariffs and 
Trade (GATT) on the most-favoured-nation (MFN). GATT Article III on the National Treatment 
Principle states that WTO members should apply equal treatment to domestic and imported 
products in terms of internal taxation and regulation, regardless of the country of origin and 
production methods.  

Legal scholars have proven that, in principle, CBAMs could be designed to be compatible with 
WTO rules by allowing countries to apply import charges and export rebates not exceeding 
indirect domestic taxes on ‘like’ domestic products, prior to applying the justifiability in 
discriminatory measures under Article XX (Parry et al., 2021). WTO rules allow members to 
implement differentiated measures between ‘like’ products and imported and exported products, 
provided the necessary measures are justified by legitimate objectives (WTO, 2020). With regard 
to ‘likeness’ in Article III, a determination of likeness for domestic and imported products is 
positively correlated with their competitive relationship, which is linked to production and process 
methods (PPMs) (Low et al., 2011). There are two types of PPMs: product-related and non-
product-related (npr-PPMs), which refer to ways in which a product is made using different types 
and standards. Incorporating PPMs in the context of climate policies means to take into 
consideration the social and environmental cost of products, resulting in incentivising producers 
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and consumers towards low-carbon products. However, for product-related PPMs, it would be 
technically difficult to determine whether a tonne of steel is made with clean or carbon-intensive 
energy, for example. Assessing npr-PPMs is more controversial and needs consideration on a case-
by-case basis.  

If countries establishing CBAMs were found to breach WTO roles, Article XX would provide a legal 
basis for justifying GATT-inconsistent environmental policies and measures primarily for health 
objectives. The Article enables members two exemptions from GATT rules: taking policy measures 
to “protect human, animal, plant life or health”, and “the conservation of exhaustible natural 
resources” (WTO, n.d.). In the traditional GATT case law of US-Tuna, it was deemed inappropriate 
to discriminate against imported products in terms of their environmental pollution (WTO, 2019). 
In the legal case of European Communities-Asbestos, the WTO dispute settlement system, the so-
called Appellate Body, supported France to impose an import ban on asbestos and its related 
products produced by Canada, due to human health and labour safety considerations. As a major 
occupational health threat, the environmental health risks of asbestos fibres were the most 
important scientific evidence supporting the decision-making process of the Appellate Body, given 
that “health is both vital and important in the highest degree” (WTO, 2001). More broadly, 
factoring in the health impacts of climate change could provide robust evidence to improve the 
legal compatibility of CBAMs within multilateral trading systems. Doing so requires international 
research collaboration to gain a better understanding of the health co-benefits of climate and 
trade policies. 

The adoption of a common approach to the measurement of embodied carbon emissions is also a 
key part of solutions to enhance the legal compatibility of the WTO principle of non-
discrimination. The technical complexity of calculating carbon footprints is a major challenge that 
can cause increased administrative costs for exporters to meet border compliance. In the context 
of EU CBAM, the lack of a common methodology to measure the carbon content of the imported 
products among different trading partners would violate the WTO rules on the equal treatment of 
products. The low quality of carbon data is another major issue, especially for developing 
countries, making it even more difficult for them to measure Scope 3 emissions in their supply 
chains. Greater use of common industry benchmarks could therefore be established at the 
domestic or international level and increase the effectiveness of border carbon adjustments while 
reducing the risks of violating WTO rules (Brenton and Chemutai, 2021). 

The consistency of the EU CBAM with the Paris Agreement  

The EU CBAM could be designed in line with the principle of CBDR while creating a level playing 
field to accelerate climate action in countries that are trading partners of the EU. As discussed, a 
fair distribution of carbon pricing revenues can be a significant funding source to close climate 
financing gaps. The European Parliament considers revenues raised through the EU CBAM 
(estimated to be between EUR€5-14 billion per year) as the EU’s own resource for supporting the 
implementation of the European Green Deal, by reducing regional inequality across the member 
states. In this regard, EU policymakers should also consider that CBAM revenues need to be a key 
part of the EU’s financial contribution to international climate finance for the least developed 
countries (LDCs) (UNCTAD, 2021; Glaser and Caspar, 2021). Following Denmark’s declaration as 
the first country to pledge the funding for loss and damage (Kaplan, 2022), the proceeds of 
CBAM revenues could be fairly distributed to LDCs through the creation of a Loss and Damage 
(L&D) Finance Facility, in support of the just transition agenda. These important equity 
considerations by EU policymakers would improve political acceptability and international support 
for the EU CBAM. 
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China’s potential policy responses to CBAMs  

1. Strengthen policy coordination and capacity-building through multilateral engagement in 
the WTO and G20  

China could proactively strengthen engagement in the high-level policy dialogues supported by 
the WTO and the G20, both of which play a central role in accelerating climate action while 
managing trade friction. The existing forums can serve as a point of entry to enable China to 
bolster international coordination with the EU and other countries on the design and 
implementation of CBAMs. For example, the WTO Committee on Trade and Environment (CTE) 
was created to ensure that trade and environmental policies are mutually supportive (WTO, 
2021b). An inclusive Coalition of Trade Ministers on Climate was recently established by the EU 
with members from Ecuador, Kenya and New Zealand to enhance ministerial-level dialogue on 
trade and climate policy (European Commission, 2022b). Similarly, the G20 is a successful 
platform for enhancing trust among member countries within multilateral trading systems. G20 
member countries agreed to improve the integration of trade and investment policies with 
industrial policies, along with the importance of climate finance in encouraging sustainable 
investment for global economic recovery (Salinatri, 2022). The G20 can also support member 
countries to improve the legal compatibility of CBAMs with WTO rules, by facilitating the global 
policy dialogue on carbon pricing to discuss common methodologies for measuring implicit and 
explicit carbon prices (OECD, 2022).   
 

2. Find win-win solutions through international coordination on the carbon price floor 

International and regional cooperation on carbon pricing can support China to leverage the role 
of fiscal policy in support of dual carbon goals. In May 2022, China’s Ministry of Finance (MOF) 
announced that by 2025 a tax policy framework will be developed to support low-carbon green 
development (MOF, 2022). In this context, the G20 in collaboration with the Asia Pacific Tax Hub 
can play an important role in supporting member countries like China to strengthen their 
institutional capacities on international carbon pricing initiatives through technical assistance and 
capacity building (G20, 2022). The International Carbon Price Floor (ICPF), a proposal by the IMF, 
would be at the centre of discussions. The ICPF aims to encourage a small number of key 
greenhouse gases emitters within the G20 to agree on the implementation of a minimum carbon 
price in a differentiated approach. This bottom-up approach is in line with the CBDR principle that 
allows countries in different income groups to implement differentiated carbon prices. For 
example, high-income countries should consider setting a carbon price at US$75, and middle- and 
low-income countries US$50 and US$25, respectively. Despite China being a middle-income 
country, the introduction of a carbon price of US$25 alone would go some way to help achieve 
China’s NDC target by 2030 (Parry et al., 2021). In particular, a carbon tax levied upstream on 
fossil fuels (i.e. in the exploration stage of fossil fuel production) would make data fraud much 
more difficult, addressing the challenge of Chinese regulated firms misreporting data under the 
national ETS. 

More importantly, setting up an ICPF can help to address the competitiveness concerns imposed 
by CBAMs and avoid the penalty being imposed by the EU CBAM on carbon embodied in imported 
productions from China. That being said, the introduction of a CBAM could be a lever to induce 
international carbon tax cooperation. This has the potential to make the CBAM superfluous as 
more countries ramp up their ambitions and actions (ibid.). With technical support from the Tax 
Hub, China and G20 countries can jointly discuss how to implement effective and inclusive carbon 
price floors in a coordinated approach, while exploring the ways in which an international fiscal 
transfer system can be established to channel carbon pricing revenues to low-income countries. 

Implementation of the ICPF proposal by major emitters would accelerate the delivery of 
international climate finance to LDCs. The core idea of the ICPF is to take into consideration 
equity concerns, in which an international fiscal transfer system could be set up to compensate 
lower-income countries. If China moves forward with significant carbon pricing, other high 
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emitters such as the United States would need to match their ambitions with actions by adopting 
a US$75 carbon price at the national level. As the largest historical CO2 emitter, the US needs to 
take a leading role in international cooperation over carbon tax. The resulting carbon tax revenues 
would significantly help to close the climate financing gaps in LDCs, such as through the delivery 
of US$100 billion in international climate finance, a doubling of climate adaptation finance, and 
the creation of a L&D Finance Facility (UNFCCC, n.d.). If the IMF ICPF proposal is turned into 
action, China could also consider imposing its own CBAM against other major trading partners 
(e.g. the US) that do not make this adjustment. 

 
3. Explore linkage opportunities for the international carbon markets 

In parallel with international cooperation on carbon taxes, international carbon markets could be 
further explored as the long-term solution by linking China’s national ETS with the EU and other 
neighbour countries in Asia under Article 6.2 of the Paris Agreement. This allows countries to trade 
emission reductions or mitigation outcomes by establishing the linking of their domestic ETSs. This 
requires participating countries to estimate the emissions reductions incentivised by allowances 
trading and to translate this net volume of emissions into internationally transferred mitigation 
outcomes (ITMOs). These ITMOs are reflected through the Article 6 reporting systems that will 
allow countries to use emissions reductions through a linked ETS towards achieving their NDC 
target. The key feature of the new Glasgow rules is to prevent double counting for the ITMO 
carbon reduction credits. International linkages of carbon markets require strong political and 
economic relationships and similar climate ambition and action. Successful examples of this 
include the EU with Switzerland and California with Quebec.  

Systematic domestic reform of China’s ETS is needed before linking it with other international 
ETSs. To achieve the harmonisation of different ETS systems, it is important to ensure that 
countries are on a level playing field by setting similar emissions reduction targets and emissions 
caps, carbon price levels, sector coverage and market stability mechanisms (Citi, 2021). China 
could set an absolute cap on total emissions to address the underlying cause of low carbon prices. 
More regulatory measures need to be introduced to ensure that there are no price clashes in 
linking international carbon markets, which happened in the California-Quebec ETSs (Green, 
2017). This requires a common solution for the allocation of allowances, for example auctioning, 
which can generate high carbon prices to speed up the energy transition. Further, the integration 
of digital transformation and dual carbon goals need to be part of the solutions to closing the 
data gaps. For example, harnessing digital technologies can improve the traceability of the Scope 
3 embodied emissions in supply chains. Lastly, the carbon offset credits in China’s voluntary 
carbon market (VCM) need to be recognised by regulators as an asset class, which is essential to 
attract institutional investors in climate mitigation and adaptation projects. This requires a focus 
on the quantification of co-benefits that can improve the quality of carbon credits, which will 
mobilise a large scale of early-stage financing from private investors (Rosales et al., 2021).  
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4. Fostering a just energy transition through  
the Belt and Road Initiative  

The links between climate change and trade consist of two-way interactions. The multilateral 
trading system plays a crucial role in supporting climate mitigation and adaptation goals, but 
climate change is also the key driver of disruptions to international trade through its impacts to 
production and supply chains. Prominent examples include the 2011 flooding in Thailand that 
caused US$46.5 billion in economic losses and damages (World Bank, 2012) and, more recently, 
the devastating floods in Pakistan, estimated to have caused the country a 10% loss in GDP 
(Shah, 2022). Already weakened by the pandemic, global supply chains are under renewed stress 
following Russia’s invasion of Ukraine, with devastating impacts on food and energy security. To 
deal with future energy supply shocks and climate-related disasters, enhanced multilateral action 
is needed to accelerate the energy transition away from fossil fuels. This requires pushing forward 
with a coordinated approach to integrating energy security into climate and trade policy. As a 
major exporter and investor in climate and energy infrastructure globally, China can play a vital 
role in strengthening regional and international trade and climate cooperation through the Belt 
and Road Initiative (BRI), particularly in the Asia-Pacific region and Africa.  

This chapter presents an in-depth overview of China’s global climate action through the BRI and 
how it can scale up investments in sustainable infrastructure and supply chains. 

Green development along the Belt and Road 

To support a sustainable global economic recovery, China has translated international climate 
commitments into concrete action through the BRI. In 2021 China upheld its commitment to stop 
building new coal projects abroad, and renewable energy investment volumes reached a new 
height of US$6.3 billion that year (Nedopil, 2022a). 

The BRI was launched in 2013 as a major regional platform for development cooperation aiming 
to enhance policy coordination, infrastructure connectivity, trade and financial integration, and 
people-to-people connectivity in 149 member countries (Nedopil, 2022b; China Daily, 2022). While 
the BRI has played an important role in meeting infrastructure investment needs in developing 
countries, there has been a decline in these foreign direct investment flows since 2018. Between 
2013 and 2021, total investment flows in BRI countries reached US$902.19 billion, with about 40% 
and 23% of this respectively going to the energy and transport sectors (Nedopil, 2022a; 2022c). 
BRI investments reached peak levels in 2015 at US$125.59 billion and continued to decline from 
2018 onwards, dropping by more than half to US$60.5 billion in 2020 and stagnating at US$59.5 
billion in 2021. Figure 4.1 below shows overall Chinese investment flows in BRI countries. 

The main drivers of investment slowdown are low project returns associated with policy and 
regulatory uncertainties in BRI countries, as well as a lack of due diligence from Chinese investors 
resulting in BRI projects that negatively impacted the livelihoods of local communities 
(Baltensperger and Dadush, 2019). This may lead to the perception that China has been exporting 
domestic industrial overcapacities (e.g. excess supply of coal, steel and cement products in China 
being exported to less developed countries) to BRI countries, causing environmental degradation 
(Zhou, 2018). 

To address the BRI project challenges, China has been committed to greening the BRI. The China 
International Development Agency (CIDCA) is China’s institutional response to addressing the 
negative environmental and social impacts of BRI projects in the host countries. CIDCA is a 
foreign aid agency responsible for overseeing BRI project planning, approval, and monitoring  
and evaluation. The emerging policy priorities of CIDCA are to tackle the pressing issues of  
China–Africa debt relief, climate change and multilateral cooperation in developing countries 
(State Council, 2021).  
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Figure 4.1. Overall Chinese investment flows in Belt and Road countries (2013–2021)  

Source: Green Finance & Development Center (2022)  

 
The Chinese ministries in charge of BRI operations released three sets of policy guidelines between 
2021 and 2022 that indicate China is transitioning from the ‘hard’ power of infrastructure 
investment to a ‘softer’ power through investing in the flows of regional and global public goods. 

Green recovery through policy and infrastructure connectivity   

Aligning BRI policies with the Paris Agreement is key to accelerating the global energy transition. 
China’s Ministry of Commerce (MOFCOM) and Ministry of Ecology and Environment (MEE) jointly 
issued a policy document in July 2021, Green Development Guidelines for Overseas Investment and 
Cooperation, on aligning Chinese overseas investments for the BRI with the Paris Agreement, 
Convention on Biodiversity Diversity, SDGs and Green Investment Principles (GIP) (National 
Development Reform Commission [NDRC], 2021). This policy coordination will secure investor 
confidence to increase trade and investment flows to reach climate goals. The policy document 
points out that Chinese companies need to play a larger role in supporting the low-carbon 
transition, with a focus on strengthened environmental risk management and climate- and 
environmental-related disclosures. Meanwhile, companies must scale up sustainable 
infrastructure investment and leverage the role of partnerships to integrate into green global 
supply chains. The latter refers to the third-party market cooperation, China’s international 
cooperation mechanism launched in 2019 by the National Development and Reform Commission 
(NDRC), which encourages Chinese companies and financial institutions (including the main BRI 
financiers5) or BRI investors to identify high-quality infrastructure project opportunities in 
developing countries and promote open and inclusive economic cooperation in collaboration with 
overseas investor companies from developed countries (State Council, 2019). China has signed 
such agreements, or Memorandums of Understanding (MoUs), with 14 developed countries 
including G7 countries, among them the UK, Japan, Canada, France, Italy, and Singapore and 
South Korea (NDRC, 2019).  

 
 
5  These include policy banks (i.e. China Development Bank [CDB], the Export-Import Bank of China [CHEXIM], and Agricultural 

Development Bank of China [ADBC], and the ‘big four’ state-owned banks (i.e. Bank of China, the China Construction Bank, the 
Industrial and Commercial Bank of China and Agricultural Bank of China).    
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The BRI investment and development cooperation agenda emphasises the need to meet 
international standards in the quality of project development, the development of corporate 
sustainable investment strategies and compliance with environmental protection responsibilities, 
by taking action to tackle environmental pollution, climate change and biodiversity loss 
throughout the project cycle (MOFCOM and MEE, 2022). Chinese project developers need to 
adopt international best practice from international financial institutions or the most stringent 
Chinese standards in host countries where a rigorous environmental and social policy framework, 
also known as safeguarding policies, are not present. Low-emissions technologies, equipment and 
materials need to be prioritised during the project construction stage. 

Sector-specific requirements must be considered in project design. For example, in solar and wind 
renewable energy infrastructure investment, companies are required to minimise the potential 
detrimental environmental impacts of such projects. Hydropower project sites must not be 
selected at the expense of ecosystem health, instead taking adequate measures to protect 
aquaculture and wildlife and strengthen reservoir management. For oil and petrochemical 
projects, companies need to take measures to reduce environmental pollution and greenhouse 
gas emissions and enhance their monitoring capacity for addressing environmental risks.  

China has adopted a comprehensive approach to promoting international cooperation on BRI 
green development. A policy guideline published by the NDRC focuses on decarbonising key 
sectors such as energy, transport and industrial sectors, as well as greening trade and finance, by 
2025 (BRIGC, 2022). International cooperation on solar and wind energy investment through 
increased investment, supply chains and green financing is listed as a top priority while emerging 
low-carbon technologies such as smart grids, hydrogen, energy storage and carbon capture, use 
and storage (CCUS) are the primary areas of joint research and capacity building. China 
maintains a cautious approach to overseas coal projects that are under construction, while 
implementing low-emissions technologies and CCUS for coal plants to reduce air pollution and 
greenhouse gas emissions. Electrification of road and sea transport, together with green 
industrialisation, are other focus areas, which encourage companies to scale up green supply 
chains in renewables and electric vehicles and ferries. Tariff structures must be optimised to 
facilitate trade in value-added green products.  

Green recovery through trade integration  

The development of green supply chains is an emerging BRI policy priority, with a current focus on 
the soft commodity trade. China has declared that it intends to foster its participation in global 
supply chains in green manufacturing, which is still in the early stages (State Council, 2017). 
Lessons from how the COVID-19 pandemic exposed supply chain vulnerabilities have accelerated 
China’s efforts to strengthen the resilience of global value chains (MOFCOM, 2020). The main 
advantages of global value chains are that they improve productivity growth and create more 
highly skilled jobs while reducing trade costs and improving international competitiveness. The 
Green Value Chain Institute, established by the MEE in 2020, aims to provide technical support to 
Chinese companies on promoting global value chains in environmentally friendly goods (CCICED, 
2021). To enhance global value chain resilience, MOFCOM is developing a supply chain security 
index that will promote sustainability in soft commodity production. In addition to domestic 
progress on green supply chains, China’s largest food trader is committed to developing a 
sustainable food value chain that addresses climate change to halt deforestation and improve 
food security (UK COP26, 2021a).  

Green recovery through financial integration  

China has been proactively scaling up sustainable financing to support investment in the clean 
energy transition in BRI countries. In 2021, 58 green bonds were issued overseas with a total value 
of US$21.47 billion, an increase of 162.8% from the previous year (Xinhua Finance, 2022). The 
sources of finance are primarily provided by China’s national development finance institutions 
(DFIs) or policy banks such as the China Development Bank (CDB) and The Export-Import Bank of 

https://www.mee.gov.cn/xxgk2018/xxgk/xxgk05/202201/t20220110_966571.html
http://en.brigc.net/Media_Center/Updates/Green_Belt_and_Road/202204/t20220408_130595.html
http://www.gov.cn/zhengce/content/2017-10/13/content_5231524.htm
http://www.mofcom.gov.cn/article/zcfb/zcgnmy/202004/20200402954596.shtml
https://cciced.eco/wp-content/uploads/2021/09/4-2-Global-Green-Value-Chains.pdf
https://cciced.eco/wp-content/uploads/2021/09/4-2-Global-Green-Value-Chains.pdf
https://ukcop26.org/agricultural-commodity-companies-corporate-statement-of-purpose/
https://www.cnfin.com/zs-lb/detail/20220118/3517732_1.html
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China (CHEXIM), as well as state-owned commercial banks and enterprises, which use a number 
of financial instruments such as green bonds, green credit, and green insurance. Some green 
bond issuances followed the China-EU Common Ground Taxonomy to support the expansion of 
the overseas green bond market (PBOC, 2022). 

On multilateral cooperation, CDB signed an MoU with the Green Climate Fund (GCF) to explore 
co-financing opportunities for climate mitigation and adaptation projects in developing countries 
(CDB, 2021). China is co-chairing the G20 Sustainable Finance Working Group (SFWG), together 
with the US, for the development of the Sustainable Finance Roadmap. Transition finance, which 
enables firms in carbon-intensive and hard-to-abate sectors to accelerate their decarbonisation 
process, is for the first time included as a key area of focus (G20, 2022a).  

Challenges and opportunities for delivering the BRI green commitments  

The continued upward trend of BRI investments in fossil fuels will not only put climate goals out of 
reach but will also lead to an increase in the climate-related financial risks of China’s overseas 
fossil fuel assets. Between 2008 and 2019, China’s overseas development finance in the energy 
sector has been concentrated in coal-fired power plants (Boston University, n.d.). China’s major 
policy banks, CDB and CHEXIM, have provided loans for over 40GW of overseas coal power plants 
in developing countries, mainly in South and Southeast Asia (Nedopil et al., 2022a). Despite 
China’s decision to end new coal projects overseas being an encouraging move for climate 
mitigation, over half of BRI energy investments in 2021 went to oil and gas projects (Nedopil, 
2022a). In this regard, BRI lending and investment decisions have not yet factored in the physical 
or transition risks of climate change.  

As central banks and supervisors emphasise, climate change-related physical and transition risks 
are a source of financial risk that can pose a long-term threat to economic development (BIS, 
2021). Physical risks stem from extreme weather events, rising sea levels, warming temperatures 
and ocean acidification, for example, while transition risks are driven by changes in climate 
policies, technologies and consumer preferences. In the absence of policies to manage a steady 
transition away from fossil fuels, there is a risk that China’s overseas fossil fuel assets will become 
stranded. If left too late, an abrupt adjustment to these investments carries therisk of suddenly 
eroding asset value and leaving investor portfolios exposed.  

In the context of the global transition away from coal, Chinese investors may face longer payback 
periods on their existing coal projects in BRI countries as well as uncertainty around the returns 
the investments will generate. Fifty-two overseas coal projects were announced by Chinese 
investors between 2014 and 2020, but only one has gone into operation (in Bangladesh), 25 have 
been shelved and eight have been cancelled (Nedopil et al., 2022b). During the same period, over 
US$65 billion of Chinese overseas coal projects were shelved, decommissioned or cancelled, out of 
the US$160 billion total project investments. The value of coal projects that have been cancelled 
or decommissioned increased from US$2 billion in 2015 to US$25 billion in 2020. Furthermore, as 
indicated by Figure 4.2 below, the value of ongoing coal projects shrank from nearly US$30 billion 
in 2015 to less than US$2 billion by the end of 2020. In 2020, less than US$1 billion of coal projects 
were under construction, compared with over US$12 billion in 2015 (Nedopil, 2021).  

  

“ The continued upward trend of BRI investment in fossil fuels will 
not only put climate goals out of reach, it will also increase the 
climate-related financial risks of China’s overseas fossil fuel assets. 

 

http://www.pbc.gov.cn/en/3688110/3688172/4437084/4587509/index.html
http://www.cdb.com.cn/English/xwzx_715/khdt/202112/t20211203_9390.html
https://g20.org/wp-content/uploads/2022/02/G20-FMCBG-Communique-Jakarta-17-18-February-2022.pdf
https://www.bu.edu/gdp/chinas-overseas-development-finance/
https://www.bu.edu/gdp/files/2022/06/GCI_PB_014_FIN.pdf
https://www.bis.org/bcbs/publ/d517.pdf
https://www.bis.org/bcbs/publ/d517.pdf
https://greenfdc.org/wp-content/uploads/2022/03/D3_Early_Coal_Retirement_Best_Practices.pdf
https://green-bri.org/wp-content/uploads/2021/06/Christoph_NEDOPIL_Wang_2021_Coal-phase-out-in-the-Belt-and-Road-Initiative-BRI_Fin.pdf
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Figure 4.2. Status of China's overseas coal investment pipeline (2015–2020)  
 

 
 
Source: Green BRI Center at the International Institute for Green Finance (IIGF) of the Central University of 
Finance and Economics (CUFE), 2021 

 
Coal projects are being cancelled because more countries are ratcheting up their climate 
ambitions. This has led to the implementation of carbon pricing policies and high financing costs – 
which increased by 38% between 2010 and 2020 (ibid.). Many coal projects have been delayed in 
their construction due to local environmental protests or requests from countries to redirect BRI 
financial flows from coal to renewable energy investments, for example in Egypt and Bangladesh.  

China could work with BRI countries on the retirement of overseas coal-fired power plants through 
bilateral engagement and policy coordination. This would help Chinese investors to minimise 
financial losses from their overseas coal assets while prioritising the development needs of the 
host countries. Despite China having kept its promise of no new overseas coal financing in 2021, 
three coal-fired power plants in Bosnia, Indonesia and Vietnam announced by Chinese developers 
in the first half of 2021 are to be implemented (Nedopil, 2022a). Regardless of the economic risks 
they entail, coal projects along the BRI are also inconsistent with some countries’ energy 
transition development objectives. Indonesia and Vietnam, for example, are signatories to the 
Global Coal to Clean Power Transition Statement (UK COP26, 2021b). China could initiate a 
bilateral policy dialogue with host countries on decommissioning coal to jointly identify feasible 
options on how coal financing can be redirected to renewable energy investments, simultaneously 
overcoming the issue of Chinese investors’ anticipated financial losses.  

The development of a transition finance agenda could guide BRI investors to accelerate the 
decarbonisation of their overseas fossil fuel-related stranded assets. Transition finance, which 
supports decarbonisation activities of firms in emissions-intensive and hard-to-abate sectors, is 
on the rise in China. Although a transition finance implementation plan not yet been fully 
developed, the National Association of Financial Market Institutional Investors (NAFMII) has 
released guidelines for piloting the development of sustainability-linked bonds (SLB) in the power, 
buildings, steel and petrochemical sectors, for example (CF40, 2021). The Bank of China issued 
the first SLB following the International Capital Market Association (ICMA) Climate Transition 
Finance Handbook, with funds to be used in the areas of gas combined heat and power (CHP), 
gas-fired electricity and waste heat to power (WHP) and power generation at cement plants 
(Bank of China, 2021). The People’s Bank of China (PBOC) could develop a clear transition finance 
roadmap that directs Chinese companies and financial institutions to decarbonise their overseas 
fossil fuel investments, through issuance of sustainability-linked loans and bonds, for example. A 
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domestic monetary policy instrument introduced by the PBOC, the Carbon Emissions Reduction 
Facility (CERF), could also be extended to support Chinese investors to reduce financing costs for 
solar and wind power projects in BRI countries.  

Adopting a whole-of-government approach will improve cross-sectoral collaboration between 
monetary, finance and economic authorities, which is crucial for the effective scaling up of green 
financing in BRI countries. In 2021, the PBOC released a green financing evaluation encouraging 
24 major Chinese financial institutions (including the main BRI financiers) to scale up their 
domestic green financing operations (PBOC, 2021). The evaluation uses quantitative and 
qualitative indicators, comprising 80% and 20% of the assessment weight respectively. The 
quantitative part mainly looks at the total share of green financing (in the form of green loans 
and green bonds) in the regulated financial institutions’ operations. The qualitative part evaluates 
the implementation status of domestic green financial policies and regulations, and the role of 
finance in supporting green and low-carbon investments. The PBOC could extend this domestic 
policy to help increase the share of green financing in Chinese financial institutions’ overseas 
investment portfolios, accelerating the development of sustainable capital markets in BRI 
countries. The NDRC and the Ministry of Finance (MOF) could also strengthen coordination to 
provide policy support for climate-related infrastructure financing in BRI countries. This 
coordinated institutional action would support BRI investors to speed up the implementation of 
the Green Investment Principles for the BRI, alongside exploring the participation of state-owned 
enterprises and banks in the Glasgow Financial Alliance for Net Zero (GFANZ).  

Greening the Belt and Road through partnerships 

China will be taking further steps to ensure that BRI infrastructure investments are consistent 
with low-carbon and climate-resilient pathways, while recognising the development priorities of 
energy access and natural capital in the host countries. This paradigm shift in China’s 
international development agenda underscores the key role of partnerships in support of a low-
carbon transition in the Asia-Pacific region and Africa (MFA, 2021a; 2021b).  

This section presents two case studies that examine China’s potential role in promoting regional 
economic integration to support the expansion of low-carbon trade and investment 
opportunities; in Indonesia and Africa. 

China is the largest trading partner and second largest foreign investor in Indonesia (Ji, 2022; 
Maulia, 2018) and the largest trading partner and fourth largest foreign investor in Africa 
(Mureithi, 2022; Fu, 2021). Southeast Asia and Africa are highly vulnerable to the impacts of 
climate-related extreme weather events, which can cause disruptions to global value chains 
through damage to infrastructure and communities. For example, heatwaves disproportionately 
impact outdoor workers in sectors such as agriculture, manufacturing and construction, which is 
already affecting labour supply and labour productivity (Romanello et al., 2021). Productivity loss 
from extreme heat alters patterns of comparative advantage, while heightening food insecurity, 
causing negative health impacts and worsening the economic outlook in climate vulnerable 
countries. By taking action to scale up sustainable infrastructure investment and green value 
chains, China can play an instrumental role in reducing climate change vulnerability and 
improving low-carbon competitiveness in BRI countries. 

Case study 1: Accelerating the sustainable energy transition in Indonesia   

The bilateral relationship between China and Indonesia has reached new strengths. As the second 
largest recipient of China’s BRI investment in 2021, Indonesia is located at the centre of the BRI on 
the 21st Maritime Silk Road (Nedopil, 2022a). China and Indonesia have established a high-level 
bilateral cooperation mechanism, primarily deepening development cooperation through the BRI 
(MFA, 2021c). President Xi reiterated that China will provide a range of development support by 
linking its ‘Dual Circulation’ strategy with Indonesia’s mid- and long-term national development 
strategies (MFA, 2022a), of which Indonesia’s Long-term Strategy for Low Carbon and Climate 
Resilience 2050 (LTS-LCCR 2050) is a key part (UNFCCC, 2021). Indonesian President Jokowi’s 

http://www.gov.cn/zhengce/zhengceku/2021-06/11/5616962/files/ad23a21fbf414d2facb1dfdb623f560d.pdf
https://www.fmprc.gov.cn/mfa_eng/wjdt_665385/2649_665393/202106/t20210624_9170569.html
https://www.fmprc.gov.cn/mfa_eng/wjdt_665385/2649_665393/202112/t20211203_10461772.html#:%7E:text=We%20decide%20to%20establish%20a,Africa%20and%20other%20developing%20countries.
https://www.scmp.com/economy/china-economy/article/3186660/china-indonesia-trade-how-important-it-and-what-are-main
https://asia.nikkei.com/Politics/International-relations/China-becomes-Indonesia-s-No.-2-investor-with-infrastructure-drive
https://qz.com/africa/2123474/china-africa-trade-reached-an-all-time-high-in-2021/#:%7E:text=China%20is%20Africa%27s%20largest%20trading,Chinese%20exports%20to%20the%20continent.
https://thediplomat.com/2021/11/the-quiet-china-africa-revolution-chinese-investment/#:%7E:text=Over%20the%20same%20period%2C%20Chinese,the%20United%20States%20since%202014.
https://www.thelancet.com/article/S0140-6736(21)01787-6/fulltext
http://obela.org/system/files/Nedopil-2022_BRI-Investment-Report-2021_0.pdf
https://www.fmprc.gov.cn/nanhai/chn/wjbxw/202106/t20210606_9071562.htm
https://www.fmprc.gov.cn/mfa_eng/zxxx_662805/202201/t20220112_10481287.html
https://unfccc.int/sites/default/files/resource/Indonesia_LTS-LCCR_2021.pdf
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visit to Chinese President Xi in July 2022 saw both nations affirm their commitment to scaling up 
development finance in low-carbon green development (MFA, 2022b). China also expressed 
strong support for Indonesia’s G20 Presidency in 2022, given the crucial role of the G20 in 
accelerating the global economic recovery. With enhanced bilateral cooperation, China can play a 
significant role in supporting a just energy transition and integrated green supply chains in 
Indonesia, in line with the G20 priority of a sustainable energy transition.   

Increased climate ambition and action in Indonesia pose significant economic risks to BRI coal 
projects. Indonesia is committed to increasing the share of renewable energy in its national 
energy mix from just over 10% in 2021 to 23% by 2025, reaching peak greenhouse gas emissions 
by 2030 and carbon neutrality by 2060 (UNFCCC, 2022). Indonesia has pledged to phase out 
coal-fired power plants by 2040 (UK COP26, 2021b), but given that coal accounts for nearly 40% 
of the energy mix, this is conditional on international assistance (Ritchie et al., 2020). In aid of 
this goal, Indonesia will launch a coal retirement programme in 2030 (Fitriyanti and Putriastuti, 
2021). More importantly, the Bali Energy Transitions Roadmap, endorsed by G20 member 
countries in September 2022 under Indonesia’s Presidency, reaffirms the importance of 
accelerating the clean energy transition in terms of energy access, energy technologies and 
energy financing (G20, 2022b). This puts additional financial pressure on China’s overseas coal 
assets that are being stranded.  

The Energy Transition Mechanism (ETM) will create an economic opportunity that improves the 
risk-adjusted return profiles of Chinese investors in Indonesia. The ETM, launched by the Asian 
Development Bank (ADB) at COP26, aims to retire 50% of the coal-fired power plants and 
accelerate renewable energy investments in three pilot countries: Indonesia, Vietnam and the 
Philippines (ADB, 2021). Analysis by the University of Maryland finds that, to accelerate the coal 
transition by 2050, the economic benefits of phasing out coal subsidies and avoided health 
impacts of air pollution are as much as four times greater than the costs arising from stranded 
assets, coal retirement, coal workers’ transition and state coal revenue losses (Cui et al., 2022). 
The ETM will encourage independent power producers (IPPs), which build and operate power 
plants and sell the electricity to state-owned utility companies, to renegotiate the existing coal 
contracts or power purchasing agreements without financial losses. 

As a blended finance6 vehicle, the key feature of the ETM is its financing structures, which take 
the form of a carbon retirement portfolio (CRP) that buys out and retires coal plants earlier than 
originally scheduled; coal asset owners do not take responsibility for coal decommissioning 
(Bazilian et al., 2021). This highlights the important role of concessional finance (i.e. a range of 
below-market interest rate financial products in the form of loans, grants and, to a lesser extent, 
equity investments [World Bank, 2021]) in de-risking coal retirement projects that can crowd in 
private sector participation, by helping offset the present value lost by retiring the plants early. 
The ETM Partnership Trust Fund managed by ADB could attract private investors through the use 
of concessional capital and increase its cash flows through developing a carbon credit scheme. A 
Just Transition Facility is provided to support just transition policies and programmes with 
technical assistance and financial support, which can bolster foreign investor confidence by 
compensating affected workers and communities in the interest of social welfare.  

Closer collaboration between the third-party market cooperation mechanism and the ETM can 
build synergies to maximise development effectiveness in supporting climate goals in Indonesia. 
This means that BRI investors can engage with development partners and private financiers under 
the ETM to jointly deliver on climate action in Indonesia through the MOF. For example, in the 
case of the controversial construction of a coal power plant in Central Java, which operates under 
third-party cooperation (NDRC, 2019), China could identify this plant for early retirement in 

 
 
6  Blended finance is also known as blended concessional finance. The OECD defines blended finance as ‘the strategic use of 

development finance for the mobilisation of additional finance towards sustainable development in developing countries’: 
https://www.oecd.org/dac/financing-sustainable-development/blended-finance-principles/. 

https://www.fmprc.gov.cn/eng/zxxx_662805/202207/t20220726_10728227.html
https://unfccc.int/sites/default/files/resource/Indonesia_LTS-LCCR_2021.pdf
https://ukcop26.org/global-coal-to-clean-power-transition-statement/
https://ourworldindata.org/energy/country/indonesia
https://theconversation.com/indonesia-should-speed-up-its-coal-retirement-program-to-support-energy-transition-176042
https://theconversation.com/indonesia-should-speed-up-its-coal-retirement-program-to-support-energy-transition-176042
https://g20.org/wp-content/uploads/2022/09/Bali-Energy-Transitions-Roadmap_FINAL_Cover.pdf
https://www.adb.org/news/features/energy-transition-mechanism-explainer-support-climate-action-southeast-asia
https://cgs.umd.edu/research-impact/publications/financing-indonesias-coal-phase-out-just-and-accelerated-retirement
https://www.energyforgrowth.org/memo/how-public-funders-can-help-take-coal-offline-ahead-of-schedule-three-financial-options/
https://www.worldbank.org/en/news/feature/2021/09/16/what-you-need-to-know-about-concessional-finance-for-climate-action
https://www.ndrc.gov.cn/xxgk/jd/jd/201909/W020191025516078116764.pdf
https://www.oecd.org/dac/financing-sustainable-development/blended-finance-principles/
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collaboration with the US and Japan and in so doing demonstrate a leading example of proactive 
action towards decarbonisation.  

Similarly, BRI investors urgently need to deliver on President Xi’s commitment to scaling up 
financing for green development by addressing the current lack of renewable energy development 
in Indonesia. Taking advantage of their complementary competitive advantages, Western 
companies could offer attractive project financing structures and low-carbon technologies while 
China provides the manufacturing capacity. This cooperation mechanism could unlock 
investments in emerging technologies cost-effectively, while fostering technology and knowledge 
transfers. In this context, Chinese investors could explore options for financing wind and solar 
power project investments with development partners and other private investors under the ETM.   

Integrated sustainable supply chains in green industrial parks 

Current BRI nickel mining investments are affecting ocean health, going against both China’s 
foreign investment guidelines and Indonesia’s 2050 long-term strategy. China is the largest 
importer of ferronickel from Indonesia, which accounts for about 84% of China’s total imports 
(Bloomberg News, 2022). Since the launch of the BRI in 2013, China has supported the 
development of an integrated steel industry and a nickel production base in Indonesia’s Morowali 
Industrial Park through private investment from China’s Tsingshan Group, the world’s largest 
producer of stainless steel and nickel, which holds 20% of the global nickel market (Sanderson, 
2022). However, nickel mining activities using deep sea waste disposal harm the marine 
environment and local communities (Sanderson, 2020; EJAtlas, 2022). This low-cost method of 
dumping mine waste in the water has been used by many companies in developing countries, 
with detrimental consequences including hazardous air pollutants, contaminated water and 
biodiversity loss, including on coral reefs. Indonesia’s food production and tourism sectors are 
heavily dependent on a healthy ocean, which is also vital to climate change mitigation, 
adaptation and resilience. Meanwhile, China’s latest foreign investment guidelines emphasise 
that Chinese companies need to take responsibility for preserving biodiversity in BRI projects. 
Chinese investors must therefore strengthen mining waste management in BRI countries by 
prioritising more environmentally friendly methods, for example using an inland waste dam. China 
could follow the Global Industry Standard on Tailings Management, the first industry benchmark 
for the safe disposal of mine waste (i.e. tailings) (Global Tailings Review, 2020). 

In response to Indonesia’s discontinuation of nickel exports, Chinese investors can support 
Indonesia’s advancement in global value chains. Although Southeast Asia more widely is highly 
integrated into the global economy, Indonesia is poorly integrated into global value chains, with a 
trade-to-GDP ratio (which reflects the relative importance of international trade to a country’s 
economy) of 40%, well below the global average of 52% (World Development Indicators, n.d.). 
Indonesia’s participation in global value chains declined between 2000 and 2017, meaning that 
the country was producing fewer intermediate goods and services (IsDB and ADB, 2019). As a 
result, President Jokowi announced that Indonesia will be shifting from being an exporter of raw 
materials to a producer of processed metals, enabling the country to move up regional and global 
value chains (Cabinet Secretariat of the Republic of Indonesia, 2021). Following its discontinuation 
of raw ore exports in 2019, Indonesia will continue to impose export bans on critical materials such 
as bauxite, copper and tin in the coming years to foster development in downstream industry by 
producing higher value goods. This signals to China that a surge in input prices is expected. The 
most cost-effective way to drive down the cost of the energy transition is to increase investments 
in local supply chains in Indonesia. 

China can lead by example in greening the Regional Comprehensive Economic Corridor (RCEC), in 
support of green industrialisation in Indonesia. The RCEC, proposed by President Jokowi in 2017, 
aims to attract BRI investments in ports and industrial parks to boost economic growth and 
create jobs in North Sumatra, North Kalimantan, North Sulawesi and Bali (Belt and Road Forum, 
2017). Meanwhile, President Jokowi aspires to develop the world’s largest green industrial park, 
the PT Kalimantan Industrial Park in Indonesia, which began construction in late 2021. This 
marked a turning point for Indonesia showcasing its sustainable economic transformation. The 
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mega-project aims to attract US$132 billion in overseas investment to develop products including 
electric vehicle (EV) lithium-ion batteries and green aluminium powered by hydro and solar 
(Medina, 2021; Maulia, 2022).  

However, at the same time, Indonesia passed the controversial Omnibus Law, which aims to 
create a favourable environment for foreign investment at the expense of environmental and 
social safeguards (UNCTAD, 2020; Mulyanto, 2022). China could intervene here to ensure 
international and Chinese standards are adopted in green industrial parks. For example, China 
could follow its stringent domestic emission standards for the iron and steel industry to support 
low-emissions steel development in Indonesia where they have not yet been directly introduced. 

China can develop the world’s first climate-smart, nature-positive and socially responsible 
integrated supply chains of solar photovoltaic (PV) and EV batteries in Indonesia’s Kalimantan 
Industrial Park, in support of a just transition agenda. Chinese solar PV and EV battery companies 
have been expanding their overseas manufacturing plants in Southeast Asia. Solar PV 
manufacturer JinkoSolar has established China’s largest overseas solar PV supply chain and 
associated R&D centre in Malaysia and increased upstream supply chain investment in Vietnam 
(Sylvia, 2020; WEF, 2022). Indonesia could be the next investment destination as the country aims 
to develop a regional export hub of EVs in Southeast Asia (Xinhua, 2021).  

On sustainable supply chain management, China has been advancing environmentally-friendly 
technologies and practices at the China-Singapore Suzhou Industrial Park to foster innovation in 
green and digital transformation – and these could be scalable and replicable in Indonesia (UN-
PAGE, 2019). Safe waste disposal, for example, is achieving economic efficiency and 
environmental benefits, which will contribute to more sustainable nickel mining in Indonesia. 
Social standards implemented in the Suzhou Industrial Park, such as eliminating gender 
discrimination in employment practices and providing adequate social insurance to workers could 
also be replicated in Indonesia. Digital technologies have a place in these green supply chains, as 
they can help improve transparency and traceability of carbon footprints, while identifying and 
mitigating environmental and social risks. 

Case study 2: Achieving universal access to sustainable energy in Africa  

As part of the China-Africa Cooperation Vision 2035, China is committed to scaling up renewable 
energy investments in Africa. Between 2010 and 2018, only one-quarter of total investment in 
Africa’s energy sector investment (US$37 billion of US$148 billion) was provided by BRI financiers. 
This was predominately to fossil fuel and hydropower projects (Chiyemura et al., 2022). Despite 
the BRI investment portfolio seeing a strong shift towards African countries in 2021, the share of 
Chinese foreign direct investment to the region was still falling short of foreign direct investment 
(FDI) from the US, Japan and Germany combined (Nedopil, 2022c). 

The 8th Forum on China-Africa Co-operation (FOCAC) Ministerial Conference highlighted a new 
form of bilateral cooperation that puts the low-carbon transition at the core of the BRI 
investments. The Declaration on China-Africa Cooperation on Combating Climate Change 
includes developing low-carbon and climate-resilient infrastructure investments while recognising 
the key role of the blue economy and natural resource management in sustainable economic 
growth pathways (MFA, 2021b). China’s new climate cooperation with Africa can be a turning 
point to help close the region’s climate financing gaps of almost US$1.3 trillion annually between 
2022 and 2030, as it received only US$18.3 billion in climate finance between 2016 and 2019 
(AfDB, 2022). China’s role in scaling up international climate financing would create new jobs and 
reduce poverty in Africa, particularly given that climate change could push an additional 39.7 
million people into extreme poverty in Africa by 2030 (Jafino et al., 2020).  

China’s increased focus on sustainable finance means that new financing mechanisms will be 
developed in Africa, as outlined in the China-Africa Cooperation Dakar Action Plan (2022–2024) 
(FOCAC, 2021). China will continue to provide concessional finance to Africa in support of 
infrastructure development, agriculture and industrial chains, while tapping into the Kunming 
Biodiversity Fund for climate adaptation and resilience projects. 
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The global net zero transition requires large-scale mobilisation of private capital into sustainable 
infrastructure investments. In aid of this, China has committed to reinforcing cooperation with 
the African Development Bank (AfDB) and Green Climate Fund (GCF) on climate financing. This 
puts a greater requirement on the BRI players to further explore blended financing structures 
through public and private partnerships and to strengthen institutional and knowledge capacities 
in project development.  

Through the third-party market cooperation mechanism, BRI financiers’ participation in an 
international Just Energy Transition Partnership (JETP) could facilitate engagement and 
collaboration with the AfDB to help advance SDG 7 on ‘affordable and clean energy’ in South 
Africa. The JETP was formed between South Africa, France, Germany, the United Kingdom and 
the United States at COP26 and will support the financing of a just energy transition through 
US$8.5 billion in grants over the next three to five years without adding to South Africa’s debt (UK 
COP26, 2021c). The AfDB estimates that more than US$30 billion is needed for the energy 
transition to renewable energy in South Africa, which relies on coal for 75% of its energy needs. 
China could contribute by developing priority projects including renewable energy, green hydrogen 
and EVs in collaboration with JETP partners.   

Through the BRI, China can unleash the potential of green hydrogen development in South Africa. 
Green hydrogen is defined as hydrogen produced by splitting water into hydrogen and oxygen 
using electricity generated from renewable sources (Chugh and Taibi, 2021). China is the largest 
producer of hydrogen, with 33 million tonnes produced per year, but 80% of it uses fossil fuels in 
its production, primarily coal and natural gas (Reuters, 2022). China’s Long-Term Plan for 
Hydrogen Development (2021–2035) commits to fostering international cooperation on new 
hydrogen production technologies, supply chains, trade and infrastructure development. South 
Africa holds 75% of world’s platinum resources, a key metal in hydrogen production and fuel cell 
technologies. South Africa’s national hydrogen strategy, Hydrogen South Africa (HySA), aims to 
develop green hydrogen supply chains and improve domestic manufacturing capacities with 
international support. Hydrogen could play a crucial role in decarbonising hard-to-abate sectors 
in particular, and it could substantially boost the deployment of fuel cells for off-grid rural 
electrification in remote areas of South Africa. This will deliver ‘triple dividends’: enhancing energy 
security in critical infrastructure such as hospitals and schools; strengthening disaster 
preparedness and response with clean emergency power supply; and reducing carbon emissions. 
Through the services trade, local communities can benefit from improved job creation, noting the 
shortage of qualified engineers in the operations and maintenance of integrated fuel cell and 
hydrogen systems (World Bank, 2020).  
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5. Formulating an international Climate Club 
through G20–G7 cooperation 

This chapter further explores the dynamics of the climate–trade nexus in China’s diplomacy in 
light of the international ‘Climate Club’ proposal formally launched at the G7 summit in June 
2022. The analysis focuses on China’s engagement with the G7 and the efforts that China, the G7 
and the international community could undertake to create an international Climate Club. It is 
designed to bolster thinking on this topic ahead of COP27 and the G20 Summit in Indonesia, due 
to take place in November 2022. 

The idea of an international Climate Club 

The idea of a climate club has been floating in the climate governance discourse for some time. It 
has gained currency particularly since the suggestion that the establishment of a climate club 
could overcome the challenge of free-riding, i.e. nations not making sufficient contributions to 
international climate action but benefitting from the work of those that are (Nordhaus, 2015). 
There is hope that a climate club could increase climate ambition, change incentives and 
reinvigorate the UNFCCC-led international climate negotiation process (Falkner et al., 2022).  

As neither the stated ambitions for global climate action nor its current level of implementation 
are sufficient to achieve the goals of the Paris Agreement (IPCC 2021), the German government, 
as President of the G7 in 2022, initiated the establishment of a climate club aiming to increase 
the impetus for implementing of the Paris Agreement internationally. At the heart of the initiative 
is cooperation between countries that want to press ahead with the social and economic 
transformation needed to tackle climate change and a commitment to the full implementation 
of the Paris Agreement, in particular the Glasgow Climate Pact (G7, 2022a).  

The G7 Statement on Climate Club, released on 28 June 2022, states that the group aims to 
establish a Climate Club to support the ”effective implementation of the Paris Agreement”. This 
would be built on three pillars: (i) advancing ambitious and transparent climate mitigation 
policies to reduce emissions intensities of participating economies; (ii)transforming industries 
jointly to accelerate decarbonisation; and (iii) boosting international ambition through 
partnerships and cooperation to encourage and facilitate climate action and unlock the 
socioeconomic benefits of climate cooperation, and promote a just energy transition (ibid.). The 
G7 aims to establish the Climate Club by the end of 2022. Creating the club would mark a true 
paradigm shift in international climate cooperation, “demonstrating that ambitious climate 
action is conducive to strong and sustainable growth for all economies” (Foreign, Commonwealth 
and Development Office, 2022). 

China’s engagement with the international Climate Club  

The Climate Club proposal generates opportunities for China to engage with the G7 to enhance 
international climate diplomacy. There are opportunities for China to contribute to the club’s 
design, which could not only support China to achieve its own carbon neutrality goals but also 
provide a platform to contribute to global net zero goals, specifically through political 
engagement with and economic support for countries in the Global South. 

China’s engagement with the Climate Club could be advanced through parallel routes. First, it 
would be vital to strengthen direct diplomatic channels for negotiation between the G7 and 
China. The G7 sent a clear message that it will invite major emitters to “intensify discussions and 
consultation”, as the Climate Club is intended to be a highly ambitious intergovernmental forum, 
pushing for the full implementation of the Paris Agreement (G7, 2022a). Second, it would be 
beneficial to enhance participation in international processes to ensure open and cooperative 
engagement with international organisations. This could further catalyse a joint international 
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approach, linking the internal and external dimensions of climate policies and ensuring  
coherence across financing structures. The G7 Statement on Climate Club called on the OECD, 
IMF, World Bank, IEA and WTO to support this process in line with their relevant expertise. 
Catalysing governmental and non-governmental support for scaling up existing climate-related 
initiatives could bring together diverse actors to identify synergies between climate policies and 
trade measures. 

The G7 proposal on collaborating and delivering on climate action through a 
Climate Club  

An independent report commissioned by the German G7 Presidency in 2022 and led by Nicholas 
Stern and Hans Peter Lankes of the London School of Economics (LSE) has explored the idea of a 
Climate Club in detail (Stern et al., 2022). The following sections present an overview of their 
proposals and explore the implications for China, including the option for China to take on the co-
chair role with Germany, to demonstrate its Climate Club leadership potential.   

As shown in Figure 5.1 below, the proposed institutional structure follows multilateral initiatives 
like the G20 and the Coalition of Finance Ministers for Climate Action (COFM). The proposal to 
the G7 stresses the important role of co-chairs in driving forward inclusive leadership and that 
therefore the Climate Club must be launched by both G7 and non-G7 countries, bolstering Global 
North–South cooperation. Adopting a whole-of-government approach will be critical to ensuring 
that countries take ownership over the delivery of climate and development goals. To facilitate 
this, the head of the country delegation will be represented by the equivalent of the G20 Sherpa 
or emissary, supported by working groups from relevant ministries and institutional partners. The 
proposed secretariat of the Climate Club could include members with extensive expertise in 
climate and development from the relevant international organisations, but its independence 
would need to be assured.  

Figure 5.1. Proposed institutional structure of the Climate Club 

 
Source: Stern et al., 2022 
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The core idea of the Climate Club is to complement, not replace, the existing international 
climate initiatives under the UN and G20 frameworks. Participating countries of the Climate Club 
can benefit from support in meeting their specific development needs through the three key 
pillars (see Figure 5.2). Countries with high climate ambition facing financial and technical 
capacity constraints and unequal distributional impacts across society as a result of the net zero 
transition would be motivated by the ‘building partnerships’ pillar. The second pillar, ‘managing 
policy diversity’, emphasises the role of the Club as an international forum for relevant countries 
to discuss and share their respective needs and concerns on climate and trade. Finally, the 
‘fostering sectoral alignment’ pillar would give countries with green industrial commitments and 
policies a seat at the table to set the rules and standards for creating leading markets in low-
carbon manufacturing.  

Figure 5.2. Proposed pillars of the Climate Club 

Source: Stern et al., 2022 

 
China’s potential policy responses to the G7 Climate Club  

Pillar 1: Building partnerships 

The centrality of international cooperation to Climate Clubs is in line with China’s emphasis on the 
role of partnerships in supporting a low-carbon transition in BRI countries. The proposed first pillar 
of the G7 Climate Club is to support the net zero transition in emerging markets and developing 
economies (EMDEs) through finance and technology partnerships, with three options being 
Country Platforms, international climate financing and technology cooperation, as described 
further below (Stern et al., 2022). Simply put, realignment of capital towards sustainable 
investments in technology and infrastructure will accelerate the structural transformations of key 
systems. This in turn will reduce political, economic and social concerns across countries by 
building trust to achieve climate and trade objectives.  

1. Accelerating the energy transition through Country Platforms  

Country platforms (CPs) have a significant role to play in achieving the SDGs and climate goals. 
The concept of CPs was first introduced in 2018 by the G20 Eminent Persons Group on Global 
Financial Governance, which aimed to provide a forum for connecting development partners with 
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country priorities. Unlike traditional coordination mechanisms for development finance, CPs can 
ensure national governments take the leading role and develop country-specific solutions for their 
development challenges, which are then supported by the development partners. The G20 
Reference Framework for effective Country Platforms was endorsed by the G20 countries as a tool 
to advance the sustainable development agenda, with MDBs taking the leading implementation 
role (G20, 2021). The Country Platforms Action Plan was launched at COP26 by Mark Carney, the 
UN Special Envoy on Climate Action and Finance, introducing the enhanced model of CPs as a 
single focal point through which to channel all sources of finance and technical assistance to 
close climate financing gaps in EMDEs (Carney, 2021). Currently, Uzbekistan, Indonesia and South 
Africa have joined the CPs (IsDB, 2020; G20, 2022; COP26, 2021). However, the platforms have 
not emerged in a systematic manner, with several challenges such as a lack of incentives for 
national governments to take the lead, ineffective stakeholder coordination and limited 
institutional and technical capacities (Stern et al., 2022). 

In the view of Stern et al. (ibid.), the G7 Climate Club can repurpose CPs as a vehicle to 
accelerate the delivery of investments and to finance and mobilise private sector capital for the 
net zero transition in EMDEs. As discussed in Chapter 4, it is widely recognised that major 
investment barriers in developing countries include the lack of an enabling environment, 
economically viable projects and concessional financing, all of which undermine investor 
confidence. Some national governments may need international support to design policy and 
regulatory frameworks that will attract long-term investors in climate action. The partnerships 
pillar highlights the important initiatives of the Energy Transition Mechanism (ETM) in Indonesia 
and the Just Energy Transition Partnership (JETP) in South Africa to align donors and investors in 
supporting the energy transition in Asia and Africa. The G7 has identified Indonesia, Vietnam and 
Senegal as potential priority countries for scaling up climate financing relating to nature, health 
and education (G7, 2022). Additionally, the G20 Compact with Africa initiative, supported by the 
AfDB, IMF and the World Bank, can attract private sector investment in Africa through 
macroeconomic, business and financing reforms (G20 Compact with Africa, n.d.).   

By participating in the Climate Club, China would become a major development partner and 
strengthen development cooperation with the ETM and JETP, addressing coal-related stranded 
assets and renewable investment challenges faced by BRI investors. BRI investors could further 
benefit from a stable and predictable investment climate supported by International Financial 
Institutions (IFIs) and MDBs. For example, the IMF Resilience and Sustainability Trust (RST) can 
mitigate macroeconomic risks in BRI countries by speeding up the development of a conducive 
environment for investment through policy reforms. Additionally, the availability of finance for 
green development from a wide range of development partners and private financers will improve 
the affordability of the net zero transition in BRI countries. This reaffirms the importance of 
blended finance: blending public and private finance is vital to unlocking climate investments by 
mobilising private sector participation, with first-loss capital provided by MDBs. With technical 
support from multilateral institutions, more developed capital markets will enable Chinese 
investors to scale up sustainable finance through green bond issuances in the overseas markets. 

2. Accelerating delivery of international climate financing in climate-vulnerable countries 

As the largest developing country, China could represent the Global South in urging G7 countries 
to increase their financial contributions to climate-vulnerable countries. The goal of providing 
US$100 billion in international climate finance by 2020 remains unmet by developed countries. 
Beyond the US$100 billion goal, developed countries must double climate adaptation finance by 
2025 (Bhattacharya and Stern, 2021). To date, climate adaptation finance has only received a 
share of 7% of total climate finance between  2019 and 2020, mostly funded by the public sector 
(Buchner et al., 2021) and less than 0.5% of multilateral climate finance has been allocated to 
health adaptation projects (WHO, 2021).  

By having a driving seat in the Club, China could urge G7 donors to accelerate the delivery of 
international concessional finance with a focus on climate adaptation and resilience alongside the 
creation of a Loss and Damage (L&D) Finance Facility. The L&D agenda, to be discussed at 
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COP27, is key to a just transition. An increase in climate-related trade aid from the current level 
of 33% is also important under the WTO Aid-for-Trade initiative, which supports LDCs to address 
trade bottlenecks in preparing for, responding to and preventing the catastrophic impacts of 
climate-related disasters (WTO, 2021c). China could also raise the issue of the distributional 
impacts of carbon pricing revenues, which need to be incorporated as an important source of 
international climate finance for the least developed countries (LDCs). 

The proposed Climate Club will function as the home or secretariat for public climate finance 
under the UN framework, in partnership with existing initiatives such as the Coalition of Finance 
Ministers for Climate Action and the central banks and financial supervisors’ Network for Greening 
the Financial System (NGFS) (Stern et al., 2022). Since 2011, MDBs have played a leading role in 
delivering international public climate finance to member countries, which reached a total of 
US$300 billion (UK COP26, 2021d). The MDB Joint Climate Statement was endorsed at COP26 
with the objective of raising collective climate ambition in support provided to countries by 
aligning MDB financial flows with the Paris Agreement. This requires MDBs to triple their level of 
financing by 2025 from 2018 levels (Bhattacharya and Stern, 2021).  

The main challenge faced by MDBs is the low mobilisation ratio. Greater use of guarantees and 
blended concessional finance is needed to scale up climate and nature investments (Lankes, 
2021). Debt instruments are mainly used by MDBs for climate financing, of which concessional 
financing only accounted for 12% of MDB climate finance in 2020, followed by 11.5% for policy-
based financing, 9% for grants and 4% for guarantees (Prasad et al., 2022). By addressing 
bankability risks, a grant element is the most important financial instrument that determines the 
level of concessionality needed in project financing, which is particularly important for climate 
adaptation and mitigation investments. 

3. Implementing COP26 commitments on MDB climate finance for green development 
across the Belt and Road Initiative 

Multilateral institutions initiated by China could accelerate the implementation of the MDB Joint 
Climate Agreement endorsed at COP26 through the use of blended finance to unlock climate 
investments in BRI countries. Following the launch of the BRI, China announced its intention to 
establish the Asian Infrastructure Investment Bank (AIIB) and the New Development Bank (NDB) 
in 2014. As endorsed by 10 MDBs7 at COP26, they will increase the level of private sector 
mobilisation particularly by using blended finance instruments in support of climate mitigation 
and adaptation investments (UK COP26, 2021d). The AIIB is committed to fully aligning with the 
goals of the Paris Agreement by 2023 and increasing its cumulative climate finance approvals to 
US$50 billion by 2030 (AIIB, 2021). The NDB has committed to 40% of project approvals 
contributing to climate change mitigation and adaptation between 2022 and 2026, up from 26% 
(NDB, 2022). For example, AIIB could extend its COVID-19 response to integrate climate 
considerations into its blended financing facility, namely the Special Fund Window for Less 
Developed Members (SFW), which aims to improve the affordability of infrastructure loans (AIIB, 
2022). Similarly, as the AIIB is already a member, NDB may consider joining the DFI Blended 
Concessional Finance Working group. All these reinforced actions would be vital not only to 
support COP26 climate commitments, but also to support the implementation of China’s 
international action in the G20 Principles to Scale-Up Blended Finance in Development Countries, 
Including Least Developed Countries (LDCs), and Small Island Developing States (SIDS), which is 
to be endorsed at the G20 Summit under Indonesia’s Presidency (G20, 2022).  

Building on its strengthened partnerships with African and Asia-Pacific countries, China could 
continue to take a leading role in the replenishment of multilateral funds, which are crucial for de-
risking BRI climate projects, especially in LDCs. Multilateral concessional funds from MDBs are key 

 
 
7  The 10 MDBs include: African Development Bank, Asian Development Bank, Asian Infrastructure Investment Bank, Council of Europe 

Development Bank, European Bank for Reconstruction and Development, European Investment Bank, Inter-American Development 
Bank Group, Islamic Development Bank, New Development Bank and the World Bank Group.  
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to mobilising the private sector due to the MDBs’ crucial role in providing grant financing for de-
risking climate action in lower-income countries (Bhattacharya and Stern, 2021). In the case of 
China–Africa cooperation, China has been a longstanding development partner of the AfDB, 
particularly by providing concessional funding to the African Development Fund (ADF) – it was the 
13th largest contributor to the 14th replenishment of the ADF [ADF-14] in 2016 (AfDB n.d.). This 
significant contribution was made following President Xi’s pledge of a US$60 billion package to 
support the implementation of the 10-point cooperation with Africa during the 2015 Forum on 
China-Africa Cooperation (FOCAC) Summit (Reuters, 2015). The 2021 FOCAC Summit was the 
first time that China had placed the low-carbon transition at the centre of bilateral cooperation 
with the African region, emphasising financing partnerships with the AfDB. China could keep this 
momentum to increase climate-related donor contributions to the AfDB and other MDBs, 
including the Asian Infrastructure Investment Bank (AIIB) and New Development Bank (NDB), 
resulting in improved risk-adjusted return profiles for BRI investors. 

The AIIB and NDB could support China’s policy banks to scale up international climate financing 
through capacity building. For example, the NDB could play a bigger role in providing the 
instrument of guarantees to South Africa that will primarily be used to mitigate project risks, 
leveraging BRI investments in renewable energy. With MDB support, The China Development Bank 
(CDB) could expand its international presence as the green bond issuer, as it was instrumental in 
the development of the domestic bond market and in policy design for renewable energy 
development (Griffith-Jones et al., 2020). The Export-Import Bank of China (CHEXIM) could 
continue to increase concessional loans to support Chinese companies to expand third-party 
market cooperation in BRI countries on low-carbon trade and investment opportunities (CXEXIM, 
2016). In addition, the creation of the Multilateral Cooperation Centre for Development Finance 
(MCDF) announced at the second Belt and Road Forum in 2017 and administered by the AIIB in 
2020 could play an advisory role in supporting policy banks to scale up climate-related 
infrastructure investments in BRI countries (Belt and Road Forum, 2017).  

By joining the Coalition of Finance Ministers for Climate Action, the Chinese Ministry of Finance 
(MOF) could play an enabling role in supporting Chinese investors to deliver on BRI climate 
commitments. For the first time this century, policy banks CDB and CHEXIM did not commit to 
providing overseas energy finance in 2021, in part because of the limited ability to raise capital in 
developing countries affected by the COVID-19 pandemic and in part due to renewable energy 
being a relatively new priority area in the context of the rapid global trend of decarbonisation (Ma 
et al., 2022). The research finds that BRI financiers had previously relied on the traditional 
development financing approach of ‘engineering, procurement and construction contractors + 
financing’ (EPC+F), with sovereign guarantees provided by governments in the host countries 
(Baxter, 2022). By comparison, renewable energy projects, which are capital-intensive, carry 
higher risks and have a longer investment payback period than traditional fossil fuel projects, are 
met with reluctance from lenders. Other possible reasons include the lack of an overarching policy 
framework to guide policy banks in providing climate-related development finance. In other 
words, climate action is still a missing piece in China’s international approach to development 
financing, as reflected in MOF policy documents (e.g. Guiding Principles on Financing the 
Development of the Belt and Road and the Debt Sustainability Framework for Participating 
Countries of the BRI) (MOF, 2017; MOF, 2019). China’s participation in the Climate Club would 
enable the MOF to sign up to the Helsinki Principles under the Coalition of Finance Ministers, 
exposing it to a wide range of discussion topics, including mainstreaming climate in 
macroeconomic policies (Coalition of Finance Ministers for Climate Action [COFM], 2019). 
Therefore, institutional strengthening of the MOF will in turn guide and encourage policy banks to 
strategically use innovative financial instruments to accelerate climate change mitigation and 
adaptation investments in BRI countries.  

4. Technology cooperation through interdisciplinary research and knowledge sharing  

The key feature of the technology partnership is to facilitate analytical cooperation in terms of 
finance and capacity building, with the launch of a research funding programme among the Club 
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members to support key sector transformations (Stern et al., 2022). In this context, leveraging the 
role of the higher education sector to promote interdisciplinary research and knowledge-sharing is 
critical. The Climate Club could build on existing initiatives like the Global Alliance of Universities 
on Climate (GAUC), of which China is the co-founder and which comprises 15 university members 
across the globe. GAUC was highlighted in China’s updated NDC to showcase Chinese youth 
leadership and promote climate-related research and cooperation across universities, industry, 
non-profit organisations and governments (Kyriakopoulou et al., 2022). 

As Tsinghua University is the chair of the GAUC, China could elevate the Alliance’s role in the 
Climate Club by leveraging the comparative advantage of GAUC members to advance scientific 
research cooperation on low-carbon technologies. For example, the Institute of Carbon Neutrality 
at Tsinghua University (ICON) was established in 2021 as a platform to accelerate innovation in 
low-carbon and zero-carbon technologies while partnering with the private sector and 
governments (Tsinghua University, 2021). ICON could play an enabling role in accelerating the 
decarbonisation of steel, aluminium and cement and other industrial sectors through 
international collaboration with other GAUC members (which are all in G20 countries), to create 
leading markets for innovative technologies and to create small and medium-sized enterprise 
(SME) clusters to support the development of regional production and distribution hubs. 
Collective efforts like this in scientific research will enable policymakers to prioritise the industrial 
decarbonisation agenda in support of a just transition. This will encourage countries to prioritise 
the reform and redirect fossil fuel subsidies into low-carbon technologies while introducing more 
ambitious policies to internalise the social benefits of climate investments. Furthermore, ICON 
was also one of the leading research institutes in China on a report (A synergistic roadmap for 
carbon neutrality and clean air in China) that highlighted the importance of co-benefits of 
integrated climate and clean air policy actions on health (EFC, 2021). ICON has identified the 
research gaps in climate and health (e.g. impacts of climate change on zoonotic diseases and on 
healthy ageing), which need to be filled by robust scientific evidence in support of climate 
policymaking in China. 

Also hosted by Tsinghua University, the Lancet Countdown on Health and Climate Change 
Regional Centre for Asia (Lancet Countdown Asia) could take a leading role in supporting Club 
members to undertake research on climate, environment and health, in collaboration with the LSE 
as the co-chair of the GAUC. The 2021 China report of the Lancet Countdown has informed 
policymakers in China on how climate mitigation and adaptation actions can protect public 
health, following President Xi’s advocation that countries must work together to formulate a 
collective response to tackling the challenges of climate change and the COVID-19 pandemic (Cai 
et al., 2021). The Lancet Countdown Asia could mobilise technical experts within its global 
research networks (headquartered in London with regional centres in Europe, Australia and South 
America) to jointly conduct the quantification of health co-benefits of climate mitigation policies 
for China and climate-vulnerable, less-developed countries (Lancet Countdown n.d.). In a leading 
example, China is putting health at the forefront of tackling air pollution in the cement sector to 
support the implementation of the Minamata Convention on Mercury (cement production being a 
source of mercury pollution) (UNEP, 2021). Decarbonising the iron and steel industry will prevent 
the high risks of lung cancer among workers using the blast furnace in steelmaking (Cappelletti et 
al., 2016). As discussed in previous chapters, the proven health impacts of asbestos-related 
diseases provide WTO-supported scientific evidence that allow member countries to impose 
restrictive trade measures based on risks to health. A joint report by the IMF, OECD, World Bank 
and WTO highlighted that more analysis is urgently needed to inform the design of subsidies to 
address the climate crisis, in which health and the environmental impacts of fossil fuel subsidies 
are a priority area for cooperation (IMF et al., 2022).  

Due to the high upfront costs of early-stage low-carbon technologies, risk-sharing and blended 
finance instruments can be effective for enabling the large-scale capital mobilisation that will 
improve affordability and maturity (Stern et al., 2022). For example, energy storage has become 
a significant emerging policy priority during the 14th Five-Year Plan period. Concessional financing 
is important for reducing the costs of capital for new energy storage investments. In turn, this 

https://www.lse.ac.uk/granthaminstitute/publication/collaborating-and-delivering-on-climate-action-through-a-climate-club-an-independent-report-to-the-g7/
https://www.lse.ac.uk/granthaminstitute/wp-content/uploads/2022/01/Internationalism-in-climate-action-and-Chinas-role.pdf
https://www.tsinghua.edu.cn/en/info/1244/10636.htm
https://www.efchina.org/Reports-en/report-cemp-20211020-en
https://www.thelancet.com/journals/lanpub/article/PIIS2468-2667(21)00209-7/fulltext#%20
https://www.thelancet.com/journals/lanpub/article/PIIS2468-2667(21)00209-7/fulltext#%20
https://www.lancetcountdown.org/data-platform/
https://www.mercuryconvention.org/en/parties/chn
https://occup-med.biomedcentral.com/articles/10.1186/s12995-016-0095-8
https://occup-med.biomedcentral.com/articles/10.1186/s12995-016-0095-8
https://www.wto.org/english/news_e/news22_e/igo_22apr22_e.pdf
https://www.lse.ac.uk/granthaminstitute/publication/collaborating-and-delivering-on-climate-action-through-a-climate-club-an-independent-report-to-the-g7/


 

46 

would significantly lower the Levelized Cost of Energy (LCOE), which will improve cost 
competitiveness and technology maturity (Bloomberg NEF, 2019).  

Pillar 2: Managing policy diversity  

1. Agreeing on the role of green subsidies to improve low-carbon manufacturing growth  

Through policy coordination and capacity-building, the Climate Club would provide an 
opportunity for members to set harmonised rules to jointly address the risk of carbon leakage 
(Stern et al., 2022). For example, the Club could offer a platform for members to discuss the 
improvement in design and implementation of carbon border adjustment mechanisms (CBAMs) 
by resolving the longstanding dispute about green subsidies in the multilateral trading system 
(ibid.). To deliver on climate goals, green subsidies such as renewable energy subsidies must play 
a role in incentivising companies to shift their production towards low-carbon practices. The WTO 
Agreement on Subsidies and Countervailing Measures (SCM) strictly prohibits the use of export 
subsidies to improve a country’s export performance. Therefore, these rules need to be revisited to 
allow subsidies supporting green industries, even for industries producing green export products. 
This would mean China is supported to scale up global value chains in BRI countries while also 
accelerating the domestic energy transition. 

The United Nations Environment Programme (UNEP) highlights that public financing is essential 
for the transition to a green economy, and that it is more than justified by the co-benefits that 
would be generated (UNEP, 2011), especially for health (Charnovitz, 2014). With the technical 
support of the Lancet Countdown, Club members could agree that the health benefits of climate 
action should be factored into their decision-making on renewable energy subsidies, particularly 
given that climate change is linked to human health through multiple and complex pathways.  

2. Advancing the development of international carbon markets  

International cooperation on carbon pricing by linking prices to an ETS could be another area of 
discussion (Stern et al., 2022). So far, the only successful cap-and-trade system is the US Acid 
Rain Programme with regulations under the Clean Air Act, which resulted in more than US$50 
billion per year of the estimated health benefits, outweighing the US$0.5 billion in administration 
costs for implementing the programme (Green, 2017). China can benefit from technical support 
from Club members to improve policies and measures to better implement domestic ETS reform, 
driving up carbon prices and therefore gain the substantial co-benefits. China could also share its 
experience from its national ETS with developing country members like Indonesia, which will 
introduce an ETS as a key part of solutions under the ETM.   

The high-quality design of a new sustainable development mechanism (SDM) under Article 6.4 of 
the Paris Agreement could incentivise private sector participation in support of the growth of 
voluntary carbon markets. The EU ETS demonstrates that importing project carbon offset credits 
from the Clean Development Mechanism under the Kyoto Protocol was less effective in reducing 
emissions due to low carbon offset prices. Therefore, joint discussion on how to limit the supply of 
carbon credits successfully could result in high prices, which could provide an important source of 
carbon finance for climate adaptation and resilience investments. For example, 5% of proceeds 
will be allocated to the Adaptation Fund as climate adaptation finance, as specified in the Paris 
Rulebook (Adaptation Fund, 2021). If the amount of adaptation finance received from the SDM is 
high enough, it could be used as the first-loss capital to encourage BRI investors to scale up 
climate adaptation and resilience projects, primarily in Africa. Other issues like the common 
standards, taxonomies and quality criteria for carbon credits could be discussed in the Club in 
order to increase market liquidity and mitigate risks for private investor participation (Rosales et 
al., 2021).   
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Pillar 3: Fostering sectoral alignment 

1. Decarbonising the industrial system through multilateral agreements  

Pillar 3 emphasises the important role of sectoral alignment in facilitating member countries to 
strengthen plurilateral coordination in hard-to-abate sectors, including steel, cement, ammonia 
and shipping (Stern et al., 2022). Within the UNFCCC framework, no agreements or goals have 
been reached on sectoral mitigation commitments. The Climate Club could fill this gap by 
supporting China to develop and implement a coordinated approach to accelerating the 
decarbonisation of key systems while reducing friction around the risk of carbon leakage.  

As a signatory to the Glasgow Breakthrough Agenda, China could step up engagement in the 
sectoral mitigation commitments and actions of the Agenda (COP26, 2021e). The objective of the 
Breakthrough Agenda, launched at COP26 in 2021, is to accelerate the global development and 
deployment of clean energy technologies in an affordable and accessible manner for each 
emitting sector before 2030, which will create new markets, jobs and sustainable economic 
growth. China has already joined the hydrogen breakthrough, which aims to develop affordable 
renewable and low-carbon hydrogen globally by 2030. To maximise the synergies with existing 
regional and international cooperation mechanisms, some international initiatives have joined the 
power sector breakthrough, such as India’s Green Grids initiative. The BRI could also consider 
participating in the sectoral breakthrough goals, creating markets in the power, transport, steel 
and agricultural sectors. 

As the world’s largest producer of steel and aluminium, industrial sectors accounted for almost 
40% of GDP in China in 2021 (World Development Indicator, n.d.). Following the power sector, 
steel is the second largest carbon emitter in China: about 90% of steel outputs are produced by 
blast furnaces, which consume 30% of total coal use. The only technology that can significantly 
reduce emissions from the steel sector is the electric arc furnace (EAF), yet these were used in 
only 10.4% of steel production in China in 2020, which is well below the global average of 30% 
(CNII, 2021). Industrial decarbonisation has been the emerging policy priority for the Ministry of 
Ecology and Environment (MEE), which since 2019 has been focusing on ultra-low emissions 
standards to reduce air pollution with climate co-benefits, but this may not be sufficient to 
stimulate technological innovation in green steel and aluminium production. With the launch of 
the Industrial Carbon Peaking Action Plan by China, China identifies the possible expansion of 
sectoral coverage of the national ETS to industrial sectors as one of priorities to support China’s 
enhanced green steel targets – it aims to increase the share of EAF in steelmaking to at least 15% 
by 2025 (MIIT, 2022). 

By joining the Industrial Deep Decarbonisation Initiative (IDDI), China could further leverage the 
role of green procurement to gain international competitiveness in hard-to-abate sectors. Green 
public procurement is identified as an important strategy for market creation (Vangenechten and 
Lehne, 2022). The IDDI is a public procurement alliance established under the Clean Energy 
Ministerial, of which China is a member. Since 2019, the MEE has been implementing a green 
procurement policy that offers incentives to stimulate green innovation for industrial companies 
to reduce volatile organic compounds (VOCs) in the sectors of petrochemicals, industrial coating 
and industrial park clusters. This could be extended to the CBAM-covered sectors to stimulate 
R&D in low-carbon steel and aluminium development. China’s participation in the IDDI could 
focus on reaching common standards and setting decarbonisation targets with the initiative’s 
existing members (UK, India, UAE, Canada and Germany) and Climate Club members, which 
would help them identify a broad range of low-carbon export markets to cover. 

A trade agreement on the Global Arrangement on Sustainable Steel and Aluminium would allow 
China to tackle its longstanding domestic industrial overcapacity issue, while addressing trade 
barriers (EU, 2021). The US and EU endorsed a Joint Statement on Trade in Steel and Aluminium 
at COP26, meaning that the US will remove import tariffs on steel and aluminium products from 
the EU (Hay, 2021). The UK and Japan also signed this global arrangement with the US in 2022. 
The main objective is to build an international partnership with other countries such as China and 
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jointly lower carbon intensity and tackle industrial overcapacity issues in support of a just 
transition. In this regard, an R&D investment fund could be established among members of the 
Climate Club, while leveraging the role of technology partnerships to enhance international 
cooperation to jointly accelerate the decarbonisation agenda.  
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6. Conclusion and policy recommendations 
With power comes responsibility, and China’s intensifying climate action at home and abroad is 
testament to its status as a rising responsible great power. This report has highlighted the 
challenges and opportunities for China to further integrate trade and climate into its international 
engagements. It contributes to dispelling any doubts that trade and climate can be reconciled, 
integrated and enhanced to serve humanity.  

Already weakened from the COVID-19 pandemic and the Russian invasion of Ukraine, the 
economic growth outlook could be further hampered by inadequate and uncoordinated efforts to 
address the urgency of the energy and climate crises. It is imperative that international 
cooperation and solidarity are key to a green, inclusive and resilient recovery in the pursuit of 
limiting global warming temperature goals to 1.5 °C. Revitalising multilateralism in climate 
cooperation is crucial, too, to connect the Global North with the Global South under the United 
Nations and G20 policy frameworks. Actions taken to implement the Paris Agreement and 
Glasgow Climate Pact will not reach the most vulnerable in society in countries most impacted by 
climate change unless there is greater cooperation within the G20. President Xi has reiterated 
that “community with a shared future for mankind” is at the heart of China’s international vision 
and foreign policy, and tackling shared challenges, especially climate change, with collective 
action is key to this vision.  

At the time of the 20th National Congress of the Chinese Communist Party and ahead of COP27 
in Egypt and the G20 Summit in Indonesia, China could demonstrate its leadership potential 
together with the G7 and G20 through diplomacy, policy, innovation and finance to deliver on 
climate and trade objectives for shared prosperity. We make the following policy 
recommendations for China to highlight and develop the country’s international climate 
commitments and actions across climate–trade diplomacy, carbon pricing, the Belt and Road 
Initiative (BRI) and a Climate Club. 

Policy recommendations for China 

1. China could strengthen climate–trade diplomatic engagements at the multilateral, 
plurilateral and bilateral levels, including taking a leadership role in reinvigorating the 
negotiations of the Environmental Goods Agreement under the WTO and accelerating 
diplomacy with the EU to ratify and implement the EU-China Comprehensive  
Agreement on Investment.  

2. China could strengthen policy coordination with the WTO and G20 to discuss trade 
implications for the Carbon Border Adjustment Mechanism (CBAM) proposed by the EU, 
while moving forward with international cooperation on carbon pricing, primarily through 
a carbon price floor.   

3. China’s new international development cooperation mechanism, the third-party market 
cooperation, could support BRI investors to accelerate the early retirement of coal plants 
by factoring in climate-related risks and scaling up investments in renewable energy and 
adaptation and resilience by delivering on green BRI commitments, primarily in Indonesia 
and South Africa. 

4. To foster G20–G7 cooperation, China and Germany could take up the role of joint co-
chairs in the Climate Club proposed by the G7, to encourage the financing of a just energy 
transition in BRI countries through Country Platforms, leveraging the role of the higher 
education sector to enhance joint research on low-carbon technologies, and accelerating 
the domestic industrial decarbonisation agenda.  

5. An increased focus on the health co-benefits of climate action is a key argument to 
persuade Climate Club members to prioritise the development of carbon pricing and phase 
out fossil fuel subsidies, while also justifying the trade friction that may occur over CBAMs 
and the adoption of green subsidies to support low-carbon trade competitiveness. 
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