Climate & Trade
By John Benson, September 2022

1. Introduction

I have written at least two earlier posts on the title subject. The most recent (June 2021)
is described and linked below.

Linking Trade and Sustainable Practices: We are in a battle over free-trade, tariffs
and protection of intellectual property. How can we use these challenges to offset each
other? These are not independent, but rather two sides of the same issue: How can we
craft a future with fairness and respect for our shared environment?

https://energycentral.com/c/ec/linking-trade-and-sustainable-practices

The above/described post had some reasonable ideas, but | had neither the skill (nor
credibility) to have anyone to take them seriously. Recently | encountered a really good
article in Science, by a large group of credible professionals (see section 5 below).
Excerpts from this article will form a large part of this post. Note that the primary source
(reference 1, below) is written by mixture of EU and North American authors, and relies
upon early EU experience with climate / trade adjustment mechanisms.

In most of my papers, | try to use limited excerpts from a number of sources, but this is
different. The primary source is well written and is very clear, given the complexity of this
subject. | will make some minor deletions, but I'm leaving reference 1 largely intact.

One other comment — this is a very complex issue, and there is no way to simplify it. |
expect some of my readers will find this too complex, but we need to solve this in order
to solve climate change, and it is well-written and well worth reading.

2. Good News and Bad News

Current trade policies just focus on economic efficiency, and they don’t do a very good
job at that. Countries attempt to gain an unfair advantage by using market power and
price manipulation to limit competition. They also will use other manipulative practices
that have questionable legal standing in many countries (like bribery). And then there are
strategies that involve environmental- and climate-related shortcuts.

However, when done well on a level playing field (read: legal and fair as defined by all
parties), trade does have the potential to promote economic efficiency:

On the one hand, international trade can reduce emissions by providing incentives for
countries with technological know-how to specialize in the production of clean goods and
services, and countries with high renewable-energy potential to specialize in the clean
production of energy-intensive goods. It can also accelerate the transfer and diffusion of
clean technologies. Economic integration can enhance resilience to climate change by
allowing regions affected by extreme weather to procure goods from unaffected trade
partners, thus reducing price swings. It can also promote adaptation to slow-onset
events by shifting production of affected sectors to regions experiencing lower climate-
related productivity losses or even productivity gains.*

On the other hand, current trade policies do not provide incentives for trade in clean
products. For reasons unrelated to climate policy, they instead favor carbon-intensive

I1Science, “How trade policy can support the climate agenda,” 6/23/2022,
https://www.science.org/doi/10.1126/science.abo4207 Note that access is limited.
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imports. Raw materials and industries producing intermediate goods are the highest
emitters of CO: per unit of value added. Yet, they face much lower tariffs and nontariff
barriers compared to more complex products with lower carbon intensities, mainly
because of counter-lobbying by downstream industries. This bias has been shown to be
equivalent to a negative carbon price of about US$90 per tonne (metric ton) of CO on
average, the opposite of what a climate-supportive trade regime would require.?

Differences in climate change mitigation costs across world regions could be decisive for
the implementation of effective climate policies. Emissions resulting from the cross-
border transport of goods are on average modest relative to emissions resulting from
production. But carbon leakage through relocation of production from high- to low-
regulation jurisdictions would be problematic. The mere anticipation of this type of
carbon leakage could render ambitious emission targets politically difficult, if unmatched
by other countries. Without clear and obvious benefits for the climate, governments will
not be willing to sacrifice the competitiveness of key industries and jobs.

Yet the risk of trade-driven carbon leakage across the whole economy is generally found
to be limited. Because of frictions to trade and because energy often constitutes a small
share of overall costs, most industries would need very high carbon prices to justify
relocation. Thus, leakage should not be used as a pretext to avoid ambitious climate
policy or protect domestic industry from imports as it does not substantially compromise
the possibility of unilaterally reducing global emissions...

3. Clubs and Adjustments

Measures to level the playing field, such as border carbon adjustments (BCAs), may be
justified for specific emissions-intensive and trade-exposed sectors but need to be well-
targeted, carefully navigating tensions that can arise between the desire to respect
global trade rules and the need to elaborate and implement effective national climate
policies. The conformity of specific trade measures with international trade and climate
change law is not entirely clear. Yet, clarity is needed to ensure that the industry actors
affected will find the rules predictable and be able to adhere to them.

The current debate on trade and climate change mainly revolves around BCAs.
Recently, the European Commission laid out a proposal for a BCA that would impose
the carbon costs borne by European Union (EU) producers on imports from countries
with less stringent climate policies. The proposal is designed to levy the carbon price
prevailing in the EU Emissions Trading System on imports of iron and steel products,
fertilizers, aluminum, cement, and eIectricity.3 Export rebates, which could help domestic
industries compete on a level playing field on the world market but which might violate
international trade rules, are not part of the EU proposal. Canada and the United
Kingdom are actively considering BCA regimes. Likewise, legislators in the United
States have proposed border measures adjusting for differences in the costs of
environmental regulation, not only carbon pricing.

The rules of the World Trade Organization (WTO) have received criticism for
constraining the design of BCA schemes. Nevertheless, adhering to this set of rules
facilitates conducting economic transactions across national boundaries. Countries will

2. S. Shapiro, The Quarterly Journal of Economics, “The Environmental Bias of Trade Policy,” Dec 2020,
https://academic.oup.com/qgje/article-abstract/136/2/831/6039348%redirectedFrom=fulltext&login=false

3 European Commission, Proposal for a regulation of The European Parliament and of The Council
establishing a carbon border adjustment mechanism (2021)
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hence need to carefully navigate the tensions that can arise between the desire to
respect global trade rules and the need to elaborate and implement effective national
climate policies.

In addition to leveling the playing field, BCAs could constitute an important strategic
instrument to deter free-riders who do not contribute to the global public good of climate
change mitigation.* Current efforts to reduce dependence on fossil fuel imports could
increase political support for BCAs against exporters of fossil fuels and energy-intensive
products. Yet, BCAs might put a substantial burden on other, especially low-income
countries. Such inequitable outcomes would go against the United Nations Framework
Convention on Climate Change (UNFCCC) principle of “common but differentiated
responsibilities and respective capabilities.” Political tensions and retaliation by trade
partners would result in high economic costs and might also sour international relations
to a degree that makes it harder to achieve progress in international climate cooperation.
For instance, the European Commission expects that implementation of the proposed
BCA will trigger a response by trade partners...

BCAs could also be considered by a club of like-minded countries to confer favorable
market access on members of the club, but trade barriers for those outside of it. The
German G7 Presidency has vowed to advance the formation of a climate club of
countries with comparable climate policies. Jointly adopted harmonized BCAs or other
trade restrictions could be a key element of a climate club. Harmonizing climate-related
trade measures across countries with very different economic situations and climate
policy ambitions, however, faces severe limitations. First, as WTO rules demand that
foreign producers are not treated less favorably than domestic ones, the carbon price
applied to imports cannot exceed the domestic carbon price level. As current carbon
prices in, say, the EU and China differ by about a factor of ten, a common BCA in both
jurisdictions would need to be set at no more than the Chinese level, which would be
insufficient to protect EU producers from carbon leakage.

Second, US patrticipation in a climate club is especially important, because the US
constitutes the world’s largest economy and second-largest emitter. However, adopting
a carbon price in the US faces major political and legal obstacles. Owing to the legal
provisions of the WTO, BCAs can only adjust for policies that put a price on carbon
emissions, but not for the costs of other types of regulation, such as renewable portfolio
standards. The possibility for a WTO-consistent BCA thus seems unlikely in the US.
Third, very different approaches to carbon pricing in different countries—for instance,
regarding covered sectors, the instrument used (carbon tax or emission trading), and
whether domestic carbon prices are reimbursed to exporters— would further complicate
cross-country harmonization of BCAs.

4. Making Trade Work for Climate

BCAs are unlikely to provide sufficient incentives for joining a climate club, except for
those few countries with substantial export shares in the sectors to be covered by a
BCA. BCAs will thus have limited potential to force trade partners to adopt climate
measures. In addition to the “stick” of a BCA, a climate club also needs “carrots” to make
club membership attractive. A balanced mix of BCAs as enablers for ambitious national

4 C. Coons, S. Peters, FAIR Transition and Competition Act of 2021: Protecting jobs, building resilience,
and raising international climate ambition, https://www.congress.gov/bill/117th-congress/house-bill/4534,
https://www.coons.senate.gov/imo/media/doc/one_pager__fair_transition_and_competition_act_-_117.pdf
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climate policies and positive incentives to ramp up climate action could help harmonize
the trade and climate agendas.

4.1. A diplomatic BCA agenda

BCAs can ease opposition against climate policy from domestic industries at risk of
carbon leakage. Any BCA should, however, be designed in a way that is least trade-
restrictive to trade partners that are subject to this policy. The WTO rules generally favor
open communication and multilateral efforts to reach negotiated solutions prior to the
adoption of unilateral trade measures. Thus, international coordination helps align
national climate policies with the WTO regime.

Trade policies adopted for environmental reasons can be compatible with the WTO’s
nondiscrimination principles under certain strict requirements. Even if a BCA violates
the WTO’s non-discrimination rules, it can qualify for an exemption depending, in
part, on whether countries engage in good faith efforts with their trade partners
before adopting a BCA. Countries need to show that unilateral action was
necessary or alast resort after having attempted to coordinate with trading
partners.

Consultations under the UNFCCC or WTO umbrella, as well as bilateral efforts, may
satisfy this requirement. The WTO agreements also contain numerous transparency
provisions with which a BCA regime needs to comply. This is particularly the case with
respect to the purpose, the data used for calculations of the BCA, default values,
exemptions and revenue use, and the review and phase-out criteria of the BCA. BCAs
have so far not been tested before the WTO dispute settlement mechanism. Prior
diplomatic efforts, even-handed application, and transparent administration could
substantially increase the chances of a BCA regime to survive WTO scrutiny.

4.2. Use WTO to reform and phase out fossil fuel subsidies

In 2020, global fossil fuel subsidies of US$351 billion constituted an important barrier for
climate change mitigation®. The WTO is in a good position to help promote fossil fuel
subsidy reform. Given the trade effects of such subsidies, and following the example of
ongoing talks on fisheries subsidies, the WTO’s extensive rules on subsidies can help
tackle fossil fuel subsidies, even though the WTO's dispute settlement system is
currently not fully functional. Specifically, the WTO can strengthen transparency through
improved notification by its members, counter-notification by other members, and by
addressing fossil fuel subsidy reform in the Trade Policy Review Mechanism, a system
under which WTO members peer-review their trade policies.

New rules—which could consist of an amendment of the Agreement on Subsidies and
Countervailing Measures (ASCM) or a stand-alone agreement modeled after the
proposed agreement on fisheries subsidies— could define a new category of prohibited
subsidies. This may be limited to a subset of fossil fuel subsidies based on their trade
and/or environmental effects and take into account the challenges faced by developing
countries in subsidy reform. As changing multilateral rules is challenging, progressive
member states could push ahead with a limited multilateral agreement, as some are

5 OECD & IEA, “Energy price surge underlines need to accelerate clean energy transitions rather than
subsidize fossil fuels”; https://www.oecd.org/environment/energy-price-surge-underlines-need-to-
accelerate-clean-energy-transitions-rather-than-subsidise-fossil-fuels.htm
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doing in the context of the Agreement on Climate Change, Trade and Sustainability
being negotiated by New Zealand, Costa Rica, Fiji, Iceland, Norway, and Switzerland.

4.3. Rules for settling disputes on renewable technologies

Lower trade barriers for climate-friendly goods decrease mitigation costs and could
facilitate the achievement of more ambitious climate targets. As the international trade
regime requires nondiscriminatory treatment of foreign products and producers, it also
has the potential to accelerate the diffusion of clean energy technologies. A case in point
is the successful legal challenges that have been raised against local content
requirements in renewable energy support schemes. Such discriminatory tools require
sourcing a certain share of value added from domestic producers, thereby favoring the
latter over foreign firms and hampering global competition in the renewable energy
sector, which may raise the costs of emission reductions. At the same time, such
arrangements can also help establish competitive innovation capabilities and increase
support for climate policies by domestic interest groups. Current geopolitical tensions
and the concern about depending on imports of critical materials from authoritarian
regimes could result in increased adoption of local content requirement schemes.

Author’'s comment: The above paragraph is important because it points out the tension
between “...sourcing a certain share of value added from domestic producers...” for
renewable technology products and the ability of such policies to “...increase support for
climate policies by domestic interest groups.” The former discriminates against foreign
producers, but the latter may be politically necessary to achieve climate change
mitigation. See the highlighted text below.

Temporary and adaptable local content requirements subject to regular
assessment cycles might constitute a compromise between open markets for
clean technologies and policy space for climate measures appropriate for the
respective national context. To make the trade regime work for the climate, it will
require a clear set of criteria to assess the compatibility of domestic support schemes for
clean technologies with WTO principles.

Gaps can be identified in other areas that hinder the expansion of trade in renewable
energy and green technologies. Examples include the lack of exceptions for climate-
friendly subsidies under the ASCM, and the insufficiency of international trade rules to
limit trade barriers for green technologies. Addressing such shortcomings through reform
of the relevant WTO rules would be highly beneficial for trade in renewable energy and
other climate-friendly technologies.

4.4. Agreement on environmental goods and services

The agenda to lower trade barriers for clean energy technologies should focus on tariff
reductions for environmental goods, which are often still subject to high tariffs adopted to
protect domestic industries from foreign competition. Environmental goods on average
face higher trade barriers than less complex but more carbon-intensive products.

Negotiations on reducing tariffs on environmental goods have floundered for two
decades, even though tariffs were already low among countries engaging in negotiations
toward an Environmental Goods Agreement. Many are small “nuisance tariffs” (<3%)
that could easily be removed to jump-start the process for such an agreement. This
effort could be extended to higher tariffs and a longer list of goods that would include
Environmentally Preferable Products. These include products that have been produced
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with lower environmental impacts than their conventional counterparts, such as organic
food or sustainably grown timber products.

Packaging and labeling requirements or technical standards and norms can impose
substantial nontariff barriers (NTBs) for trade in environmental goods. NTBs related to
labor market regulations, such as visa and work permit requirements, may hamper trade
in environmental services—for instance, for the sustainable management of energy,
water, and forest resources. Therefore, NTBs, which are difficult to detect and
sometimes protectionist in intent, should be included in the agenda for mutual
recognition.

4.5. Explore the potential of green materials clubs

Conditioning technology transfers to abatement efforts may strengthen incentives to join
a climate club. A club of like-minded countries could go beyond imposing BCAs on
nonmembers and also consider broader cooperation by implementing common green
industrial policies, such as low-carbon requirements for climate-intensive globally traded
basic materials, such as iron, steel, aluminum, cement, or fertilizers. The activities of a
green materials club should start at relatively low ambition by developing long-term deep
decarbonization visions or roadmaps for energy-intensive industries. In a second step,
dedicated support for research, development, and diffusion of technologies and
infrastructure planning can be applied in a harmonized manner by club members. More
research is needed to gain a more comprehensive understanding of how technologies
and policies can be adapted to specific country contexts.

The carrot for joining such a club, and thus adopting green industrial policies, would be
getting access to future niche markets for green basic materials, in addition to avoiding
(or at least reducing) the stick of BCAs. A green materials club could take on the form of
a limited multilateral agreement by a subset of early movers under the WTO.
Coordinated efforts by a coalition of countries that are leaders in clean technologies
would help establish such a green materials club. This would create a critical mass of
participants to render the benefits of club membership attractive.

4.6. Unexploited Potential

Global trade has often been portrayed as an obstacle for climate policy, as it enables
firms to move to export from regions with less ambitious environmental regulations. Such
relocation of carbon-intensive production can be addressed by BCAs. Trade restrictions,
however, can also bring along protectionist elements and only provide limited incentives
for other countries to ramp up their climate ambition. BCAs need to be designed
carefully according to clear and transparent rules in close dialogue with key trade
partners to prevent political tensions that could imperil the entire climate agenda far
beyond trade-related issues.

Trade policies supporting the climate agenda will need to pay particular attention to
climate impacts on trade and the implications of climate-friendly trade for low-income
countries. To support them, trade finance, investment, and aid for trade should be scaled
up in areas related to climate change mitigation and adaptation, and additional research
will be required to inform policy design.

Beyond unilateral policy approaches that include BCAs, the WTO regime offers a series
of options to make the trade regime work for the climate. Unfortunately, up to now, this
potential has not been exploited by WTO member states. The options discussed above
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will face substantial political obstacles. Yet growing awareness of the urgency to
transform the global economy toward climate neutrality could give new impetus for
restructuring the trade regime in a way that supports climate goals.
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6. Author’s Final Comment

Reading the above article in such a way as to understand most of it is a heavy lift. This
piece is a detailed treatment of a complex situation. However it will be an infinitely more
difficult undertaking to actually have a majority of the world’s countries (especially the
largest) to reach an agreement that will allow us to successfully solve climate change.

Towards the end of the above article some incremental steps are suggested, that will at
least allow us to start this process, and | believe that these are reasonable.




