Carbon export taxes and border adjustments prevent leakage. 
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The traditional approach of taxing domestic emissions and imposing border adjustments to control leakage suffers from a fundamental flaw. The key to controlling leakage and to tax system design is moderating the effects of the tax on the price of energy. A tax on domestic emissions and that tax combined with border adjustments, however, both push the price of energy in the same direction: down. As a result, these policies do not, and cannot, perform well on a global basis. Moreover, border adjustments are complex and legally questionable. A better approach is to tax domestic extraction and to combine that with border adjustments (at a lower rate than the extraction tax) on energy and possibly goods or a subset of goods. It takes advantage of the offsetting effect on the price of energy from extraction taxes and either production or consumption taxes. This approach is simpler to administer, achieves much better outcomes, and is clearly legal. Even better results can be reached by adding border adjustments on the import of goods and an export policy that retains or expands U.S. exports. Whether these additions are desirable depends on how much complexity and legal uncertainty they would introduce. Pricing carbon is the most efficient way to reduce emissions and address climate change. The design of the pricing system, particularly in light of the potential for leakage, however, can make important differences in how well it functions. As the incoming Biden administration and the new Congress consider new carbon pricing proposals, they should keep these insights for their design in mind.
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