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As a growing number of governments adopt consgaim CQ emissions arising from production
processes, awareness mounts among affected irdustrihe cost implications of such measures. In
a world where international agreement is lackinthlmm appropriate climate change policies and on
the relative degree of responsibility for actiotlifig upon different countries, constraining cliraat
change policies with varying competitiveness conseges will lead increasingly to industry-level
pressure for relief. These pressures engage goesms in a search for offsetting measures that
reduce the competitiveness impact of internatigrdifferentiated climate change policies. A furthe
concern — linked to competitiveness — is that pasteof investment and trade will change under
differentiated policy regimes such that the effemtiess of the environmental objective, in terms of

reducing carbon emissions, will be compromised.

The rest of this note will: i) briefly outline sonad the factors that make different industries more
less vulnerable to higher costs and the loss ofpetitiveness as a result of climate change poligy;
unbundle the two core elements of competitivenesearns (investment and trade); iii) enumerate
some of the different ways discussed in the litematof lessening competitiveness concerns; iv)
consider the WTO implications of some of the eletmddentified in the previous section; and v)

briefly conclude.

I Factors affecting vulnerability to cost-related losses in international
competitiveness under differentiated climate regimes

Costs arising from carbon constraining policiesseavery different degrees of concern among
industries regarding competitiveness at the internal level. At least one of the following indost
characteristics will contribute to the strengthaopossible competitiveness effect of differentiated
carbon constraints: i) the industry is carbon iategy ii) considerable scope exists within the stdy
for technology choices that exert a strong infleeion the carbon content of production; iii) the

industry can move relatively easily because itsation is not strongly dependent on the input
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characteristics (e.g. their tradability); and ik tindustry’s output is easily tradable. The highdhe
demand elasticity for a product, the more diffigulwill be for an industry to pass on extra cdsten
carbon constraints to consumers and maintain gesfitls. A high degree of trade within an industry
will generally be associated with higher elastisti Other factors that influence the scope fosipgs

on costs (cost “pass-through”) include market $tmgc and product substitutability. Cost pass-
through appears to be more viable in oil refinimgl @zement industries, while iron and steel, paper
and pulp, and particularly aluminium, are more euéble in terms of having to absorb the costs of

carbon constraining policies (Reinauld 2008).

These differences in vulnerability related to cfaitors impinging on competitiveness provides a
challenge for policy design. Governments may Ibepted to exempt the most vulnerable industries,
or at least apply softer carbon constraints upemthYet the same industries may be non-triviaispar

of the climate change story. The resource allonatmplications within the economy of such

differentiation may be distorting not only in terne$ climate change policy, but also the basic
structure of the economy. There is also an intemnal dimension in terms of competitiveness and
the location of industry if carbon constraining ipi@s are not applied equally to industries on the

basis of their emissions.

[ Theinvestment and trade dimensions of climate change policies

Concerns over the effects of climate change paitgompetitiveness relate both to factor and goods
markets (Hufbauer et al. 2009). The first of thesters to the effects of carbon constraints on
investment decisions. The costs of compliance withmate change policies may be significant
enough among the range of determinants of investiozation to tip the balance, and shift an
investment to a location with little or no carbamstraint policy. This concern has been arounéfor
long time, and discussed in the past in termseftigration of dirty industries. In the currenbdée,
investment relocation is not just a matter of lwstestment and job creation. It also means that
emission controls will be lessened because firmation decisions give rise to what is referred to as
carbon leakage — emissions in one place increaf®ss in another are reduced by carbon constraint
policies. This correspondingly reduces the berafiffects of the costs incurred to limit emission
The case would be less compelling on environmegtalinds were it not for the fact that the
multiplication of GHGs in the atmosphere is a comm@roblem. In the case of local pollution
problems, factors such as location-specific abs@mapacities in relation to negative environmenta

externalities would have to be considered.

The degree to which climate change policy affest®$tment decisions is an empirical matter, and
the evidence so far does not suggest that therbdeasa significant amount of carbon leakage. This

may be because a lot of what has passed so farlasncconstraining policy has not had much bite.
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As discussed below, several policies have beenestgd for addressing carbon leakage, some of

which have direct implications for WTO rules.

The second source of concern about internatioralpetitiveness arises in the goods market. It is
often referred to in terms of the need for a “lepialying field”. The argument is simply that canbo
constrained output bears a cost that reduces cdivgetss in relation to output from countries that
do not have comparable carbon constraint policidse effects are felt in both the domestic market i
relation to imports and in third markets on the@xgide. As noted above, the actual consequences
on trade and competitiveness of different climdtange policies will depend on a range of market-
determined factors.

In the absence of international agreement on timeatters, an argument sometimes made for
unilateral policies aimed at reducing carbon leakagd levelling the playing field of competition is
that the existence of such policies, or even ailoledhreat that they will exist in the future, rhig
change the incentive structure facing governmehg are reluctant to institute climate change
policies. Not enough has been done in this doactb far to assess the effectiveness of the agiproa
But the political default is complicated, since gaovnents who interpret such unilateral action as a

threat rather than an inducement might be reludtapltay along.

[ Some approachesfor lessening competitiveness concerns

What follows is a listing of some of the policy apaches discussed in the literature for lessening
competitiveness concerns. This is not intendedrasxhaustive list of possibilities, and not all of
them bear any relation to the rules of the tradipgtem. The reason for broadening the discussion
here beyond the interface between climate chanbieymnd the trading rules is that the prospects of
effective international cooperation on climateikgly to bear an inverse relationship to the degree
dependence placed by governments on trade measugsinstrument of climate change policy. In
political and policy terms, the most promising meaf managing the interface between these two
areas would be where governments agreed on thagecgve rights and obligations in the climate
change policy domain, and then the rules of thding system would either be interpreted to
accommodate the arrangements, or be modified assay. The least desirable outcome would be
where agreement on cooperative climate changeypelices governments, and the unilateral use of
trade measures to bolster climate policy turned WAEO litigation system into a battleground
(Pauwelyn, 2007). Under the latter scenario, i@gonal cooperation would take a battering.

Neither effective climate change policy nor an effee trading system would be likely to result.
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Negotiating for cooperation

Pre-commitment in regard to the disposition of tsgand obligations in a post-Kyoto climate change
regime would require an agreed interpretation of thotion of common but differentiated
responsibilities. This would no doubt involve anporal element in regard to obligations and certain
transfer mechanisms from developed to developingiries. The arrangements could carry certain
implications for WTO rules, in particular relating subsidies and the regime for intellectual proper

rights.

Another approach to international cooperation im finst instance might be to rely upon a sectoral
approach. Carbon constrained and non-carbon coretracountries could establish cooperative
arrangements in relation to particular sectorsfepably those with the largest GHG emissions
(Reinauld, 2008). A narrower focus of this natumay make it easier to tease out the different

elements that would constitute a package.

A productivity approach: increasing technical efficiency

If firms were encouraged to emphasize improvemientschnology as a means of reducing emissions
— rather than cutting output or raising pricesdfust to carbon constraints — this could take pmess
off competitiveness concerns (Houser et al., 2008 may also contribute to a basis for managing

access to climate-friendly technology.

Negotiating for better diffusion of climate-friendly technologies

Linked to this is the idea of reducing trade basri® climate-friendly products, in order to lovikeir

prices and make them more readily available. Tias been referred to as the win-win climate
changel/trade policy nexus, yielding both the besedf more open trade and better environmental
performance. This, indeed, is part of the DohariRonegotiations, but difficulties have arisen with

respect to the identification of climate-friendisopucts.

An input substitution approach: relying on less carbon-intensive inputs to production

Much has been written and said about the scopesdbstituting carbon-intensive with climate-
friendly energy sources. This is a complicated @mttentious issue. On the one hand there are thos
arguing for the elimination of subsidies on fodsitls on the grounds that such subsidies can only
exacerbate the climate change problem (unless rmachpture and storage technologies come on
stream). On the other hand, subsidies to the ptmduof biofuels have been criticized for being

costly, for distorting food markets, and of queséble benefit to the environment. A further paht
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contention is whether nuclear energy representdtamative solution, given safety and proliferatio
concerns as well as waste disposal issues. Wieigd not an easy area, it may be one where

enhanced international cooperation could take quessure off competitiveness concerns.
Lessening the cost of carbon constraining policies

Lessening the impact of carbon constraining pdialeay amount to little more than reducing
ambition in climate change policy. One might takeemporal view of this, and argue for a trade-off
between the sustainability of a more gradual aptr@and the impracticality of excessive ambition.
This argument goes to the heart of the climate ghatebate about how long we have to act before
unsustainability and/or irreversibility of key clatic assets set in. Stern (2006), for example,
embraces a low discount rate (very close to zend) argues that decisive action is required as a
matter of urgency. Nordhaus (2008) is more sarggaimd opts for a discount rate closer to what the
market reveals, implying more gradual approachHe @ebate is beset by enormous uncertainties
about the pace and consequences of climate chesmgehy scientists are striving to reduce. In the
meanwhile, the swifter and stronger the actionrakee more challenging it will be for governments
— in the absence of prior international agreementelation to rights and obligations on climate
change policy — to manage the fallout arising frahe tensions over carbon leakage and

competitiveness in product markets.

Neutralizing competitiveness effects

If governments have been unable to reach agreeregatding their respective commitments on
climate change mitigation before national carbonst@int policies begin to impose significant costs
on industry, the resolution of competitiveness esns may take the form of unilateral corrective
actions. Such actions will only be effective fréime perspective of the government imposing them if
they exert an influence on trade and investmemidloThe unilateral application of cost-neutralgin

measures may involve trade actions that conflith WWTO obligations.

Y The WTO implications of managing competitiveness concerns

A literature is emerging5 on the interface and pti&d clashes between climate change policies and

the international trade regime.6 As noted earlieran orderly world of international cooperation,

* While the chosen discount rate reflects differingws about the value of the future in terms of pnesent, many other
economic and scientific variables play a role ientifying preferred policy positions on dealing lwitlimate change, as
illustrated by integrated assessment models.

5 See, for example, Pauwelyn (2007), Bordoff (20@8)sbey (2008), Tamiotti et al. (2009), Tamiotti aqadacoglu (2009),

Marceau (2009), Veel (2009), Hufbauer et al. (2009)

5 While the discussion here focuses on the WTO,etmeay also be issues within preferential trade eagemts. More

research is required on this question.
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governments would agree on how they needed to catgpt manage climate change, and the WTO
trade regime would make any necessary accommodaiioansure consistency in these related areas
of cooperation. This sequence would seem to maksesin light of the reality that maximizing trade
flows is not an end in itself — rather, trade isnaans of fostering growth and development in
conjunction with the attainment of a range of othmiblic policy objectives, including the
management of climate change. The literatite®l inder footnote 2 above identifies a wide range
of legal issues where climate change and tradésr@id obligations might intersect. This “melding”
of the regimes would therefore seem an importagp § establishing coherence in international

governance arrangements.

This scenario relies on agreement among governnoentke international climate change regime —
that is, on a successor regime to the Kyoto Prétadoich expires in 2012. The concern among
many observers, however, is that if governmentstéareach agreement regarding their respective
rights and obligations in the climate change fighis may place the WTO regime under severe strain
as governments move to defend their perceived gightthe face of trade measures aimed at
managing competitiveness pressures arising fromcdse implications of varied carbon constraint

polices.

This note does not aspire to an exhaustive tredtoféhe interface between trade and climate change
policies,7 nor does it offer interpretations of IWH O legal position in respect of possible measures
taken in the name of climate change policy andierdefence of competitiveness that have an effect
on trade. Instead, it merely identifies some ef itiain trade issues that could arise in the cormtiext
the competitiveness issue. The policy areas Briefentioned include: i) border adjustments on
imports and exports in respect of differential cerbconstraint costs; ii) domestic and export

subsidies; iii) standards; and iv) public policycegtions.

Border adjustments for the carbon content of production

Much discussion has taken place about the WTO-stargiy or otherwise of adjusting border charges
to equalize the production costs attributable tobaa emission controls. Domestic carbon
constrained producers will typically have paid eboa tax or used emission permits that imply a cost
which could be expressed as a tax equivalent.8 cbmepetitiveness concerns arising from these
taxes relate to imports as well as exports to othenkets. Exporters of like products to the marke
concerned may have paid less or nothing at all &y ®f charges on emissions — hence the demand
for a neutralizing charge on imports. Current Wit&s contemplate indirect charges on imports, in

accordance with the destination principle of tao@ti Legal analysts differ on the question whether

" For a listing of the relevant policy areas, seerthte by Gabrielle Marceau prepared for this aemiee.
8 The incidence of the tax equivalent associated waiitiission permits will depend on circumstanceduiing whether the
user of the permit had to pay for it as oppose@teiving a free allocation.



Tackling Climate Change and Competitiveness: THe\Race of WTO RTRICK LOwW

adjustments can apply on taxes on inputs into ptiaiu that are not physically incorporated in the

product concerned.

On the export side, where producers wish to némgralarbon constraint costs in third markets, there
appears to be less questioning of the legality evhissions or rebates on domestic taxes upon
exportation when inputs are not physically incogbed. The calculation of such adjustments on
inputs is complicated and fairly data-intensiveé.isinecessary to know the technical coefficierits o
production and the prices of all traded inputseiiation to the final price of the product concernéa

the case of adjustments on imported products assegpto exports, an additional question would be
who would make the calculations. Would it be &tadito expect the authorities in the exporting
country to do so? Moreover, such adjustments ompeting imports would need to net out carbon
constraining policies applied by the exporting doyir which could take many different forms — and
the calculations become even more complicatedwoltld seem, then, that even if there were to be
agreement on the appropriate policy for bordersidjants on imports and exports, the details of such

calculations would offer fertile ground for furthgispute.

Domestic and export subsidies

Subsidies obviously have a role in supporting abate through emission reductions and adaptation.
They can take many forms and affect relative pricasd therefore competitiveness — in international
trade. The WTO’s subsidy rules involve prohibition certain cases (e.g. export subsidies on
manufactures in the case of most WTO Members) arathers a right of action either though legal

challenge or the use countervailing measures againssidized products. Subsidies outside the
prohibited category may be challenged legally wttery are considered to have adverse effects on
exports to the market of the subsidizing countrypm the conditions of competition in other markets

(including that of the complainant). Countervailiduties may be imposed on subsidized products
when the subsidies can be shown to cause injudotoestic industry. The tension, once again, is
between rules intended to preserve a balance bfsrignd obligations in the trade field and public

policies that aim to address climate change.

Sandards

The WTO rules on standards cover mandatory andntexy standards and conformity assessment
procedures. They seek to guarantee non-discrimimat the use of standards and standard-related
procedures and to ensure that the do not constituttnnecessary obstacle to trade. The WTO rules
also emphasize the desirability of harmonizatiostahdards and conformity assessment procedures,

and encourage the use of international standaBiandards and conformity assessment procedures
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are clearly relevant to energy efficiency issued arrange of policies aimed at mitigating climate
change (both emission abatement and adaptation).thd absence of clear interpretations and
understandings in relation to the design and usstaridards, disputes may arise at the interface

between perceptions of legitimate public policy &mading rights.

The public policy override

The WTO has general exceptions provisions thatvatimde restrictions that would otherwise be
inconsistent with mainstream obligations. Amongsth public policy provisions is one that permits
trade restrictions in order to protect human, ahiraad plant life or health (Article XX(b)) and
another to conserve exhaustible natural resourash measures must be non-discriminatory in both
the MFN and national treatment sense, and they naigestrict trade beyond the degree necessary to
achieve the stated public policy objective. Thssetures aim to ensure that a measure does not
embody arbitrary or unjustifiable discriminatiomn, apnstitute a disguised restriction on trade. The
risk here is that national interpretations of aitlewate use of the public policy override might be

interpreted as unfair or opportunistic by tradirgtpers, leading to a trade dispute in the WTO.

V Conclusion

Two conditions are necessary to avoid a clash lEtveémate change policy and trade policy. The
first is agreement among governments on their @s@erights and obligations in an international
regime to manage climate change. The second guatke interpretative flexibility in the WTO to
accommodate prior understandings about the tradesecopiences of public policies aimed at
mitigating climate change. A third desirable caini for ensuring policy harmony would be to rely
as little as possible on trade policy as a rediftm or enforcement mechanism where cooperation in

the primary policy area — climate change policyas bBluded governments.

The more internationalized a post-Kyoto Protocohate change regime, the greater the likelihood
that pre-commitment can be forged on rights andgatibns and how these impinge on the trade
regime. The clearer the message in climate chpoligy, the easier becomes an accommodative role
for the WTO. If cooperation proves elusive in #dhere of climate change management, the WTO's
dispute settlement system could become the baitlegr where governments will take their
differences on climate change policy. Such amagdity could put unsustainable pressure on the
trading system, leading to a loss in gains frorddras well as ineffectual climate change polidy. |
would therefore seem incumbent upon governmentsdognize the links and the risks, and to work

hard for coherence in both policy domains.
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