POLICY BRIEF
TRADE AND CLIMATE CHANGE:
A KEY AGENDA FOR THE G20

Task Force 2
CLIMATE CHANGE AND ENVIRONMENT

Authors
CLARA BRANDI, AXEL BERGER, AARON COSBEY, SUSANNE DROEGE,
MANFRED ELSIG, ILARIA ESPA, JEAN-FREDERIC MORIN



—

N

oo.. 3 LJ a ° : I : ° °

f/c:

=

Ll jogo



ABSTRACT

This policy brief investigates the interplay of two critically important Group of Twen-
ty (G20) agenda items: trade and climate change. We argue that there is significant
room for a stronger emphasis on climate-friendly trade measures that are in line with
the global trade regime. We believe that the G20 should fully tap into this potential.
We recommend (1) using preferential trade agreements to leverage climate action, (2)
phasing out fossil fuel subsidies, (3) seeking international cooperation and consensus
on the implementation of border carbon adjustments, (4) making use of investment
law and, more generally, (5) fostering trade and climate linkages through the G20.
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CHALLENGE

Having celebrated the adoption of the Paris Agreement in 2015 as a historical
step, the signing parties must now progress toward achieving its goals. They must
maintain the increase in global average temperature to “well below 2°C" compared
to pre-industrial levels and “pursue efforts” to limit the increase to 1.5°C, achieving
net zero emissions in the second half of this century. Going forward, a key option
is to better harness international trade approaches that support the goals of the
Paris Agreement, including the decarbonization of the global economy. At the same
time, the international rules-based trade system is in crisis, and countries intensify
regional and bilateral trade policy cooperation instead. In addition, the COVID-19
pandemic reminds us of the danger of “ignoring global problems until they threaten
to overwhelm countries that refuse to prepare and cooperate” (Nordhaus 2020). This
reiterates the urgency of “reimagining trade rules to address climate change in a
post-pandemic world” (Bacchus 2020).

The Group of Twenty (G20) is responsible for the majority of international trade and
investment flows and its member countries are key emitters of greenhouse gases.
Therefore, concrete action by these major economies is required on the potentials
and the limitations of using trade policy for enhanced climate action. Against this
background, this policy brief investigates the interplay of two critically important G20
agenda items: trade and climate change. It discusses the relevant intersections of
trade and climate change for G20 members and explores the issues that merit an
integrated approach building on the current separate G20 workstreams: (1) using
preferential trade agreements to leverage climate action, (2) phasing out fossil fuel
subsidies, (3) reflecting on border carbon adjustment measures, (4) making use of
investment law and, more generally, (5) fostering trade and climate linkages through
the G20.

We argue that international trade and trade governance should play a key role in
facilitating the Paris Agreement’s implementation and effective climate policy more
generally. The main objective of this policy brief is to urge the G20, based on empirical
research findings, to better harness the mutually beneficial trade and climate
interplay. Overall, there is significant room for a stronger emphasis on climate-friendly
trade measures that are in line with the global trade regime, and the G20 should tap
into this potential.
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PROPOSAL

1. Using preferential trade agreements to leverage climate action

Trade agreements have the potential to complement multilateral climate governance.
In contrast to the consensus-seeking process under the umbrella of the United Nations
(UN) or the World Trade Organization (WTO), trade agreements bring together a
limited number of partners who might have more leeway to explore new solutions to
pursue trade and climate objectives simultaneously. This context fosters regulatory
innovation and the elaboration of new commitments.

Some trade agreements already include provisions that directly address climate
change. In fact, three trade agreements (the Lomé IV Convention from 1989 and
the 1991 agreements between the European Community and Hungary and Poland
respectively) already mentioned “climate change” or “climate warming” before the
United Nations Framework Convention on Climate Change (UNFCCC) was concluded
in 1992. Frequently, these climate-related provisions address renewable energy or
energy efficiency. Some trade agreements also directly address climate mitigation
and adaptation efforts. Other agreements require parties to ratify or implement the
UNFCCC, the Kyoto Protocol, or the Paris Agreement.

A motivation for including climate-related provisions in trade agreements is to
leverage their market access promises and strong dispute-settlement mechanisms
to ensure party compliance with their commitments. Under some trade agreements
(particularly involving the US), parties can use dispute-settlement mechanisms that
also foresee fines and compensations to bring partner countries into compliance with
environmental commitments.

However, despite its great potential, the contribution of trade agreements to climate
governance remains underexplored (Morin and Jinnah 2018). Although some trade
agreements include numerous and detailed commitments regarding biodiversity,
forestry, fisheries, and endangered species, they include only sparse and vague
commitments on climate change, if any.

The fact that even recent trade agreements ignore key issues at the very heart of
trade, climate linkages, is rather striking: few trade agreements include meaningful
provisions on carbon taxes, fossil fuel subsidies, carbon credits, or emission trading
(see Berger et al. 2017). An easily achievable aim might be enhanced liberalization for
climate-related goods and services, as it would contribute simultaneously to trade
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liberalization and environmental protection. Yet, even this relatively uncontroversial
issue remains ignored by the most recent trade agreements.

Thus far, the linkage between trade agreements and climate governance has been
more clearly used as a leverage strategy to consolidate membership to the UN'’s
climate agreements rather than to promote additional commitments. For example,
the European Union (EU) requested Russia in 2004 to ratify the Kyoto Protocol before
approving its accession to the WTO. More recently, the EU demanded not only the
ratification but also the implementation of the Paris Agreement as a requirement to
conclude a new trade agreement. The inclusion of references to the Paris Agreement
in future trade agreements can further reduce the risk of withdrawal from this treaty.
However, the experience with other environmental issues suggests that more can be
done for the climate when countries leverage their trade power to promote additional
commitments in trade agreements themselves.! At the same time, trade measures
could be used as incentives to participate in climate clubs, that is, “a coalition of
nations that commit to strong steps to reduce emissions and mechanisms to penalize
countries that do not participate”(Nordhaus 2020).

Keeping an eye on developing countries and how stringent environmental regulations
in trade agreements might affect them is important. Environmental provisions
in preferential trade agreements have the potential to promote environmental
sustainability (Bastiaens and Postnikov 2017, Brandi, Blumer, and Morin 2019;
Martinez-Zarzoso and Oueslati 2018; Kolcava, Nguyen, and Bernauer 2019). However,
developing countries are concerned as to whether incorporating them into trade
agreements exacerbates the alleged trade-off between protecting the environment
and generating economic development. Yet, recent research indicates that
environmental provisions can help decrease dirty exports and promote green exports
from developing countries, which in turn, increases the options to create win-win
scenarios for developing countries (Brandi et al. 2020). At the same time, there should
be an adequate focus on support in finance, technology, and capacity building to
enable developing countries to participate in tackling climate change in trade.

1. Another option is to make better use of trade elements in Nationally Determined Contributions (NDCs)
under the Paris Agreement (see Brandi 2017).
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Considering the urgency of the climate crisis, the upcoming G20 communigque should
include a reference to the great potential of trade agreements for leveraging climate
protection in order to contribute to diffusing these types of trade-climate-linkage
among G20 members. Moreover, international organizations should be called upon
to foster policy learning and dialogue to harmonize and leverage these innovations in
trade agreements.

2. Phasing out fossil fuel subsidies

INn 2009, G20 members committed to a reduction and eventual phase-out of inefficient
fossil fuel subsidies (G20 2009). These subsidies contribute enormously to the
production and consumption of fossil fuels, and thus to climate change (Gerasimchuk
et al. 2017). Fossil fuel combustion contributes roughly 65% to total greenhouse gas
emissions (IPCC 2014). Achieving the Paris Agreement’s climate target of below 2°C
warming implies that only a fraction of known reserves can be burned, and that firms
operating in the fossil fuel industries risk a carbon bubble with regard to their asset
values (McGlade and Ekins 2014).

Moreover, there are fiscal reasons for governments to review their use of fossil fuel
subsidies. According to the International Energy Agency (IEA), these subsidies
represent 25-30% of government expenditures in 40 (mostly developing) countries
(IEA 2014). In times of declining revenues, subsidy cuts or tax increases could be
entwined with taxation reform to free up fiscal space for important public policy
goals—an agenda that has played out in G20 countries in the past (UNEP 2019). Those
goals include poverty alleviation. Only in a few selected instances, however, do the
data show that fossil fuel subsidies can benefit the poor (cf. kerosene subsidies in
India), while most existing subsidies are regressive: they disproportionately benefit
middle class and high-income energy consumers (Coady, Flamini, and Sears 2015). As
benefits from such fiscal reform vary across countries, a full analysis of the incidence
is important. Any impacts on the poor should be addressed with complementary
policies.
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Trade rules could support rationalizing fossil fuel subsidies (Verkuijl et al. 2019). This is
not foreign territory for trade agreements, which already discipline trade-distorting
subsidies. Moreover, the WTO's Doha Round has a mandate to reduce fisheries
subsidies in part for environmental reasons, and expected progress in this area by the
end of the year, despite the postponement of the 12th Ministerial Conference, could
set a blueprint for similar progress on fossil fuel subsidies.

G20 members could improve the transparency of overall use of fossil fuel subsidies
by notifying them to the WTO Committee on Subsidies and Countervailing Measures,
as they do with other trade-distorting subsidies. If WTO members undertake
commitments on fossil fuel subsidy reform,the WTO's Trade Policy Review Mechanism
would be an obvious venue for discussing progress (or lack thereof).

The Agreement on Subsidies and Countervailing Measures provides a legal framework
under the WTO for restricting subsidy use. It has a narrow definition of subsidies,
and consumption subsidies (which make up 80% of fossil fuel subsidies) probably
do not meet the WTO criteria for subsidies. However, there are also solutions; in the
fisheries subsidies negotiations, it has been proposed that certain types of subsidies
be declared prohibited, which would eliminate the need for showing specificity or
adverse effects.

Preferential trade agreements may also provide for innovative solutions: specific
rules for eliminating fossil fuel subsidies are currently under negotiation under the
Agreement on Climate Change, Trade and Sustainability, with the aim of capturing
subsidies based on their adverse effects on climate change rather than on their trade
distortions. The negotiations could thus offer important lessons on designing rules on
fossil fuel subsidies that could work for the green economy.

Ultimately, the reduction of fossil fuel subsidies is a question of political will. The key
question is whether there are G20 countries with enough interest in this agenda to
carry it forward, despite the reduced interest that some members have shown since
the 2009 declaration.
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3. Border carbon adjustments: Working to find consensus and cooperation among
G20 members

In light of the piecemeal bottom-up approach of the Paris Agreement and the
absence of a global price on carbon, national climate policies could be undercut by
the so-called carbon leakage, that is, the outsourcing of carbon-intensive production
to jurisdictions with weaker regulations. Such outsourcing can undermine both the
NDC implementation of destination countries, and the credibility of climate action in
countries of origin. The aim of border carbon adjustments (BCAS) is to prevent carbon
leakage and thereby avert a weakening of the effectiveness of national climate policies
(Cosbey et al. 2019).

Some G20 members with a national climate policy agenda and carbon pricing are
ventilating BCAs. For example, they were mentioned in several federal US carbon
pricing proposals, an application exists in the US state California for the import of
electricity, and the European Commission considers BCA as part of its European
Green Deal that was announced in December 2019. In order to address the economic,
diplomatic, and political risks of BCAs, and in the absence of a dedicated multilateral
forum, the G20 forum could play a key role in creating an accompanying diplomatic
process.

A risk is that the introduction of BCAs could be interpreted by trading partners as
a purely protectionist measure. This could lead to countermeasures by affected
countries and the result might be a protectionist vicious cycle. In the worst case,
BCAs could increase mutual distrust and negatively impact global cooperation in
combating climate change as well as attempts to reform the WTO (see Ravikumar
2020).

Therefore, as a first guiding principle, BCAs must be designed in such a way that
they are compatible with the rules of the WTO, in particular, with respect to General
Agreement on Tariffs and Trade (GATT) Art | and Ill (hon-discrimination) and GATT Art
XX (e.g., Mehling et al. 2019). WTO law prohibits discrimination between imports and
domestic products that are alike, but also justifies otherwise inconsistent measures
when they genuinely pursue legitimate environmental goals. To be permissible
under WTO law, BCAs thus have to be designed in such a way that they actually
serve primarily to preserve the mitigation potential of national climate policies (by
addressing carbon leakage).
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BCAs should, therefore, be limited to a few primary goods such as cement, steel, and
aluminum, as these basic standardized commodities are traded extensively and are
associated with high CO2 emissions. This sectoral orientation would improve the
effectiveness of BCAs from an environmental perspective, as the leakage potential is
high, and thus, the prospects of compatibility with international trade law.

Moreover, BCAs should work in a way that makes them redundant over time. They
are meant to do more than just incentivize cleaner production in the jurisdiction
imposing a carbon price. Along this line of thinking, a temporary adjustment for a
CO2 cost differential at the border would signal to producers that deliver their goods
to that jurisdiction that efforts to produce cleaner would pay off. Their efforts in this
respect must be taken into account over time.

A calculation of embedded CO2 based on the CO2 footprint can be easier for cement,
steel, and other material sectors compared to calculations for their end uses. A
calculation can be sufficiently approximated through standardized benchmarks of
theimporting country (while still allowing importers to prove actual levels of emissions
when lower than the benchmark).

Recentresearch finds that the negative impacts of BCAs are significant for developing
countries that depend on the markets in which they are introduced (see Bohringer,
Carbone, and Rutherford 2018; Bdhringer, Muller, and Schneider 2015; Babiker and
Rutherford 2005). The design of BCAs should thus tend to the perspectives of less
developed countries: in light of Special and Differential Treatment in the WTO and the
principle of Coommon but Differentiated Responsibilities and Respective Capabilities
(UNFCCC), exports from least developed countries (LDCs) should be exempt from
BCAs. In addition, the revenues from BCAs on imports should be earmarked to assist
vulnerable low-income countries that do not fall under the category of LDCs under
international trade law.

The G20 is a forum for enabling transparency on BCAs. Frictions with trading partners
and potential retaliation could be addressed by a process that actively seeks an
exchange on specific plans, objections, principles, and methodologies. A number of
G20 members are driving forward the global climate agenda, and for this, the G20
sets a multilateral context plus a trade and finance context.
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4. Making use of investment law

The energy transition required to achieve the Paris Agreement’s 2°C target will imply
abandoning the current fossil-fuel centric model and, in turn, stranding a significant
value of assets. According to recent estimates, stranding of fossil fuel assets may lead
to global losses of between USD 1-4 trillion by 2050.2

To the extent that fossil fuels assets become stranded as a result of national laws and
regulations, states may be held liable to pay damages under existing international
investment agreements (llAs), that is, bilateral investment treaties and multilateral
treaties or investment chapters in free trade agreements. IlAs offer protection to
investors against certain types of state actions, such as expropriation without due
process, and unfair discrimination. They also confer on investors the right to force
binding arbitration over alleged state misconduct, through the so-called investor-
state dispute settlement.

Most IlAs also include fair and equitable treatment (FET) clauses, which have been
interpreted by arbitral tribunals to mean, among other things, that “legitimate
expectations” of investors should not be violated by state regulatory actions. We can
expect to see investors invoke the FET standard when disruptive legislation strands
their fossil fuel assets. In fact, arguments revolving around the alleged violation of the
standard have already been made in a number of pending investment disputes with
such characteristics:

- In Rockhoppervs. Italy,theinvestor arguesitisdue compensation foritsinvestments
(€30 million) plus expected future profits after Italy’'s ban on offshore oil and gas
exploration and extraction.

- In Lone Pine Resources vs. Canada, the investor claims damages of CAD 119 million
after Quebec’s ban on oil and gas exploration and development in the St. Lawrence
River.

- In TransCanada Corp. vs USA, the investor claimed damages of USD 15 billion after
the US rejection of approval—in part on climate change grounds—for a pipeline
from Canada’s oil sands to US refineries.®

2. The variation depends on how low-cost producers will behave in the face of declining demand and prices
(Mercure et al. 2018). Losses are a combination of market value loss from stranded assets and associated
gross domestic product/employment impacts. Dollar figures are the present value of 2050 losses, using
a 10% discount rate.

3. This arbitration was suspended when the new US administration approved the project.
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- In Vattenfall vs Germany (ll), the investor argues it is due roughly €1.4 billion in
compensation after Germany's disruptive phase out of nuclear power.*

While current exposure to FET claims is limited, it can be expected that the climate
action necessary to achieve the Paris Agreement goal will result in increased state
liability, a concern that could either deter necessary action or imply the transfer of
massive costs to taxpayers.

The G20 could be instrumental in promoting a more climate change-informed
approach to incorporating and interpreting investor protection clauses in IlAs, with
a view to realizing a recalibration in international investment law. A number of G20
members have already advocated for a stronger assertion of state regulatory powers
in 11As, but this has not yet led to a standardized practice nor has it been specifically
climate change-informed. The G20 could start off a diplomatic process aimed at
garnering support for a model treaty on sustainable investment for climate change
mitigation and adaptation (or one such possibility, see Brauch et al. 2019).

5. Fostering trade and climate linkages through the G20

Proponents of leveraging the benefits of a stronger alignment of trade and climate
policies, as well as dealing with the challenges, do not have a multilateral forum to
do so. Although the UNFCCC's Article 3.5 includes a commitment to refrain from
climate-related trade measures that involve arbitrary and unjustifiable discrimination
or disguised restrictions on international trade, the UNFCCC rarely deals with trade-
related aspects of climate policy. The WTO, too, is largely inapt to deal with the
interaction of trade and climate policy-making. Due to the deep institutional crisis
faced by the WTO and its members, the appetite and ability to expand its rule-book
to incorporate climate-related disciplines is low. Furthermore, even bilateral and
regional forums such as preferential trade agreements (PTAs) have not been used to
the extent possible to systematically address trade and climate linkages (see above).

The G20 is an international forum that can help fill this governance gap that prevents
more integrated policy-making across the trade and climate policy spheres (Cosbey
2018). While the G20 has not been immune to the tide turning against international
cooperation and more nationalist policy-making that has plagued many international
fora, it remains one of the key forums to foster stronger linkages between trade and

4. This arbitration is not over regulations stranding fossil fuel assets. However, the legal arguments against
a disruptive law, based on environmental considerations, are identical.

TASK FORCE 2. CLIMATE CHANGE AND ENVIRONMENT

n



climate. The G20 brings together heads of states who can provide the necessary
momentum to promote policy initiatives, in particular, across policy spheres (Bauer,
Berger, and lacobuta 2019). The G20, however, is more than just a two-day summit of
heads of state and government; it includes a year-long process that brings together
senior officials as well as ministers from a broad range of line ministries in dedicated
working groups, task forces, and ministerial meetings.

Within the G20, climate issues are discussed both in the Sherpa and Finance tracks.
In the Sherpa track, a dedicated working group deals with issues of trade and
investment. The G20's strength in brokering broad commitments as well as fostering
policy dialogue, instead of developing concrete rules, can be used to promote stronger
linkages between trade and climate policy-making. For example, G20 countries
agreed to over a trillion dollars of stimulus post the global financial crisis 2008, as well
as agreeing to reforms subsequently that helped with the recovery and strengthened
the global financial system. In recent years, the G20 has developed into a platform or
focal point that facilitates networking and policy dialogue at the intergovernmental as
well as transnational levels (Cooper 2020). Various international organizations have a
seat at the negotiation table and the G20 has intensified its dialogue and networking
with societal actors (business, civil-society, labor, women organizations, think tanks,
etc.). For instance, the G20 hosts policy dialogue on climate change, as mentioned
above, and one of the resulting broad commitments was to reduce and eventually
eliminate inefficient fossil fuel subsidies. The support for the international tax agenda
and the Organisation for Economic Co-operation and Development’'s Base Erosion
and Profit Shifting project, in particular, are examples of the G20's role as a broker of
international commitments and strategies carried out in other fora.

Key recommendations

The G20 can support stronger linkages between trade and climate policy-making by
adopting a substantive and strong commitment, initiating policy learning as well as
dialogue. At the next summit in Riyadh in November 2020, the G20 leaders should
adopt a commitment that mentions key issues to better use the potentials of linkages
between trade and climate. In particular, such a commitment should:

- Recognize the innovations to better integrate climate policy objectives in trade
agreementstaking placeonthelevel of PTAscallinguponinternational organizations
to foster policy learning and dialogue to harmonize and scale-up these innovations,
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- Initiate an international policy dialogue on national climate policies that have
potential trade-related effects, including the use of BCAs,

- Encourage G20 members to improve the transparency of the overall use of fossil
fuel subsidies by, for example, notifying them to the WTO Committee on Subsidies
and Countervailing Measures (SCM), and to explore agreed avenues by which the
WTQO's SCM Agreement might be brought to bear on fossil fuel subsidy reform,

- Kick-start a diplomatic process aimed at garnering support for a model treaty on
sustainable investment for climate change mitigation and adaptation,

- Initiate a joint Sherpa track study group on trade and climate change, in close
collaboration with the working groups on climate and trade/investment, to
consider ways how the G20, within its mandate and capability, could contribute to
the coordination needed to realize the goals set out in those and other areas, and

- Include engagement groups in joint policy learning and dialogue initiatives.

Finally, we call upon experts and colleagues within the Think 20 (T20) Task Forces
to work in a more integrated and strategic way. It should be worthwhile not only to
call upon G20 work streams to bridge policy silos but also to work across research
silos (Bauer, Berger, and lacobuta 2019). Brainstorming across task forces should help
identify the key action areas to better facilitate linkages between trade and climate
policy-making, to create aggregate messages that speak to a number of G20 working
groups rather than only the obvious silo-counterpart, and thereby gain traction within
the G20 process.

TASK FORCE 2. CLIMATE CHANGE AND ENVIRONMENT
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Disclaimer

This policy brief was developed and written by the authors and has undergone a peer
review process. The views and opinions expressed in this policy brief are those of the
authors and do not necessarily reflect the official policy or position of the authors’ or-

ganizations or the T20 Secretariat.
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