
The upcoming Copenhagen confer-
ence on climate change has led to calls for
the United States to adopt a climate
change abatement program in advance. In
an effort to minimize adverse effects on
certain domestic industries from higher
energy costs, however, proponents of a
cap-and-trade program for greenhouse gas
emissions have loaded up their proposal
with giveaways, loopholes, and barriers to
imports from nations with less stringent
emission caps. These trade measures are
likely to be ineffective at best and harmful
to U.S. interests at worst.

First, the key targets of the proposed
import barriers, India and China, are rela-
tively minor sources of imports of energy-
intensive goods. Most carbon-intensive
imports to the United States come from
other developed countries that have
stricter emissions controls than the United
States and will therefore likely escape
import penalties. Second, and more funda-

mentally, the trade provisions may be
counterproductive. Global trade rules allow
import barriers to protect the environment
under certain conditions, some of which
the main climate change bill appears to
contradict. A trade dispute and possible
retaliation is not in anyone’s interest, espe-
cially in a global downturn. Even if the
United States was able to avoid formal dis-
pute settlement proceedings, copycat regu-
lations  in other countries may be designed
in a manner unfavorable to U.S. interests.

To the extent that global warming is a real
problem warranting action, it needs to be
addressed globally rather than through uni-
lateral efforts. Antagonizing trade partners
through probably illegal trade measures will
undermine efforts to secure global coopera-
tion on climate change. A freer, more pros-
perous economy is a more auspicious path to
ensuring a more rapid spread of environmen-
tal technology and the global consensus
needed to combat climate change. 

A Harsh Climate for Trade
How Climate Change Proposals Threaten

Global Commerce
by Sallie James
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Introduction

Advocates of aggressive measures to combat
climate change have settled on a cap-and-trade
approach for controlling the greenhouse-gas
emissions that are supposedly responsible for
climate change.1 Under a cap-and-trade pro-
gram, firms would lower their greenhouse-gas
emissions in response to a government-imposed
cap on total national emissions. Those emitting
less than their allotted cap would be able to sell
their excess emission allowances to firms
exceeding their emissions quotas. As the overall
emissions cap is tightened over time, the price of
emissions increases and incentives to cut emis-
sions intensifies.

Even assuming that aggressive actions to
reduce greenhouse gas emissions are necessary,
however, a national cap-and-trade program pre-
sents a fundamental quandary: this national solu-
tion is inadequate to address what is an essential-
ly international problem. That is, U.S. emissions
amounted to about 20 percent of global emissions
in 2006, and are forecast to fall to about 10 per-
cent by 2050, even without any active emissions
policy.1 Clearly, U.S. actions alone will not be suf-
ficient to combat global warming.

This mismatch between the international
scope of the problem and the proposed solution
presents several difficulties. First, in terms of pol-
icy effectiveness, the comprehensive climate
change bill recently passed by the House of
Representatives (dubbed the Waxman-Markey
bill, after its cosponsors) will have only negligible
effects on global temperatures. Using a model
developed by the National Center for
Atmospheric Research, climate researcher Chip
Knappenberger estimates that after the full emis-
sions reductions envisioned by the Waxman-
Markey bill take effect, global temperatures
would fall by only nine hundredths of one degree
Fahrenheit, compared to business-as-usual pro-
jections for 2050.2

Second, cap-and-trade presents political
obstacles: convincing energy-intensive industries
to take on extra costs in the name of reversing cli-
mate change has proven to be controversial.
Concerned that their efforts to reduce emissions
will put them at a competitive disadvantage com-

pared with firms located in jurisdictions with
more lenient emission policies, energy-intensive
industries have called for government assistance. 

The prospect of inaction by others while the
United States acts—and pays—to reduce emis-
sions has produced misguided proposals as politi-
cians attempt to assuage competitiveness con-
cerns and exert leverage on the rest of the world.
Proposals have included provisions that domestic
action on climate change be conditional upon
similar regulations in competing countries; that
especially energy-intensive and/or “trade-vulner-
able” industries receive free emissions permits;
and that policymakers introduce import barriers
on imports from “uncapped” countries to offset
energy-cost differences. The Waxman-Markey
bill, for example, has incorporated some of these
proposals. It attempts to address competitiveness
concerns by giving up to 85 percent of emission
permits away free to certain industries and by
implementing border measures to restrict imports
from jurisdictions with fewer restrictions on
greenhouse gas emissions.

In so doing, however, the bill creates a host of
other problems, notably by running afoul of global
trade rules and exposing U.S. industry to retalia-
tion and copycat regulations that would negative-
ly affect U.S. exports. Furthermore, by irritating
large developing countries that are most crucial to
securing an international agreement on climate
change, the bill may undermine the very purpose
for which it was ostensibly designed. 

This paper will not attempt to outline the
case for or against actions to curb climate
change, or to debate the relative merits of differ-
ent types of greenhouse-gas abatement policies.3

But the discussion that follows should make it
clear that policymakers need to avoid regulations
and policies that unnecessarily damage the glob-
al economy and trading system. Policies that
support a more open and prosperous global
economy will ultimately provide a cleaner path
to a healthier environment.

Unfounded Fears about 
“Competitiveness”

By increasing energy costs, proposals to
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reduce greenhouse gas emissions have drawn
criticism that American firms will be at a com-
petitive disadvantage compared to their
“uncapped” counterparts (i.e., firms producing
in countries that have not adopted equivalent
emission-abatement strategies). These competi-
tiveness concerns are based on the theory that
asymmetrical commitments on climate change
regulations will affect the relative competitive-
ness of U.S. producers compared to others, par-
ticularly developing country trade partners or
competitors. As firms move to countries with
lower emissions caps, total global emissions
could increase. Academic lawyers Robert
Howse and Antonia Eliason summarize the
position as follows:

If developed countries reduce their
emissions while developing countries
are exempted from making reductions,
the cost disparity between goods pro-
duced in developed and developing
nations could increase further, giving
developing countries a competitive
edge and harming the balance of trade
for developed countries. Furthermore,
companies in developed countries may
choose to move production to coun-
tries where reducing emissions is not
mandatory, thus undermining the
reductions achieved in the developed
country.4

The (theoretical) tendency of firms to move
their production facilities to less stringent juris-
dictions, thus undermining economic growth
and efforts to control greenhouse gas emis-
sions, has been dubbed “leakage.”

During testimony to the House Science and
Technology Committee hearing in March,
Energy Secretary Steven Chu invoked carbon
tariffs as a way to “level the playing field” if
trade partners don’t impose greenhouse gas
reduction measures. In response to a question
about the consequences if China refuses to
limit emissions, Secretary Chu clarified that
“We talked about, in terms of international
trade, of adjusting duties as a way. Because
again, we don’t want to disadvantage our indus-

tries at home.”5 More recent statements from
President Obama suggest some welcome
rethinking on the part of the administration
about the harmful effects of carbon tariffs.
Policymakers concerned about economic
recovery in the United States and abroad
would do well to resist the siren song of pro-
tectionism under any guise.

Fears about loss of competitiveness are not
limited to the United States. Canada has
recently delayed implementing greenhouse gas
emissions caps until the U.S. regime is settled,
citing concerns about industrial competitive-
ness and Canadian reliance on the U.S. market
as a reason for the delay.6 Australia’s carbon
emissions scheme, which includes a cap-and-
trade system and giveaways to certain indus-
tries, is currently held up in the Australian
Senate over competitiveness concerns.7

Potential adverse effects on domestic output
and employment in energy-intensive industries is
only one half of the “leakage” problem. As pro-
duction moves from “capped” to “uncapped”
countries to take advantage of cost differences,
goes the argument, efforts to combat climate
change are undermined. Evidence suggests that
concerns about carbon leakage are overblown.
Brookings Institution policy scholar Jason Bordoff
points out that most U.S. emissions of greenhouse
gases come from nontradeable sectors (e.g., trans-
port and housing) that could not, by definition,
move offshore in search of more lenient jurisdic-
tions.8 Furthermore, despite the popularity of the
“race to the bottom” theory of firm migration, the
evidence does not support the notion that invest-
ment flows to countries that impose relatively few
environmental restrictions. On the contrary, as
Figure 1 shows, there is in fact a weak positive rela-
tionship between environmental standards and
net inflows of foreign direct investment. Firms
apparently place relatively little weight on environ-
mental compliance costs when making their
investment decisions. 

Surveying the literature on carbon leakage
specifically, Bordoff suggests that only about 10 per-
cent of reduced U.S. emissions would “leak” to other
countries. In other words, a 20 percent reduction in
U.S. emissions would see only a 2 percent offsetting
increase in emissions abroad. Because energy costs

3
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are typically only about 2 percent of total costs of
manufacturing industries, moreover, any leakage
that does occur is seemingly impervious to the
efforts of lawmakers to shield domestic competitors
from competition: firms apparently make decisions
about location based on more important factors.
Bordoff quotes an EPA study on the border adjust-
ment program of a previous climate change bill,
which estimates that border measures would pre-
vent only half a percentage point of the 10 percent
leakage that would otherwise occur.9 In other
words, border measures would see the offsetting
increase in emissions in the above example fall to
1.9 percent. Border measures to prevent “leakage”
are apparently as ineffective as they are hazardous to
the global trading system.

Once again, compelling economic logic has
not prevented politicians from talking about
using trade measures as a weapon. Carbon tariffs
and other trade measures can, by their reasoning,
be used as “leverage” to encourage errant coun-
tries to adopt climate change reduction measures:
by dangling the carrot of increased access to mar-
kets if the trade partner adopts the “correct” poli-

cy, countries will want to reduce their emissions
for the supposed benefit of all.

Gary Hufbauer, Steve Charnovitz, and Jisun
Kim, scholars at the Peterson Institute for
International Economics, make an important point
on this score, at least as it relates to the “leverage”
available to the United States. Most carbon-inten-
sive imports come from other developed countries
with lower total and per-capita emissions than the
United States and, in the case of the European
Union, with stricter greenhouse gas regulations.

Following the example provided by Hufbauer
et al., and updating for the latest figures, Table 1
shows that China—a key target of those keen for
the United States to exert “leverage” over errant
climate regimes—accounts for only a small share
of U.S. imports of carbon-intensive products.
China’s largest import share is in steel, and even
there it accounted for only 17 percent of total
imports in 2008. Meanwhile, aside from chemi-
cals (and here China’s share of imports is negligi-
ble), at least 62 percent of imports of energy-
intensive goods comes from other industrialized
countries, most of which have signed up to emis-

4
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sions reductions targets already. That the bulk of
America’s imports of energy-intensive goods are
sourced from relatively “clean” countries will limit
the punitive effect of U.S. carbon tariffs.10

The whole point of a cap-and-trade pro-
gram is to boost the cost of carbon emissions
and thereby encourage American industry to
specialize in “clean” sectors. The consequence
of an effective program, however, would be a
wrenching transition, as the cost of vital ener-
gy inputs rises and resources are reallocated.
Politicians, however, shrink from embracing
the painful tradeoffs that their stated policy
preferences dictate, and consequently they
fudge by trying to reduce emissions while still
maintaining employment in “dirty” sectors.
The result, as exemplified by Waxman-
Markey, is a tangled mess of subsidies and
mandates that threatens the U.S economy and
global commercial relations.

Damage to the Global 
Trading System

Certainly there is nothing wrong with wanti-
ng economic growth and a cleaner environment;
indeed, the two goals are often compatible. But as
world energy use is projected to increase by 44
percent between 2006 and 2030,11 and the eco-
nomic recovery from the current downturn
appears slow, tensions between reducing green-
house gas emissions and promoting economic
growth will likely increase. It is important that
those tensions do not trigger misguided policies
that jeopardize gains from trade.

The climate change bill now being shep-
herded through Congress incorporates many
trade measures potentially subject to WTO
rules. Reps. Henry Waxman, (D-CA), chairman
of the House Energy and Commerce Commit-
tee; and Edward Markey, (D-MA), introduced
their bill in March 2009. Passed narrowly by the
House of Representatives on June 26 as the
American Clean Energy and Security Act
(H.R. 2454), the Waxman-Markey bill has
emerged as the “front-runner” in the contest to
set climate change legislation. The Senate is due
to consider a companion bill in the fall of 2009.

The Waxman-Markey bill is commonly
referred to as a cap-and-trade program, although
it is more accurately referred to as a hybrid plan
since it also includes a renewable-electricity
standard, free emission allowances for certain
industries, energy-efficiency mandates, and vast
amounts of spending initiatives ($821 billion
worth over the first ten years, according to the
Congressional Budget Office).12

Opponents have raised many objections to
the bill, including inadequate attention to agri-
culture (currently responsible for 7 percent of
emissions in the United States and 16 percent
globally,13 with the potential to earn credits
through conservation and environmentally
friendly land-use practices on farms) and the
insufficiency of emissions reductions targets, as
well as the cost. A bill that is over 1,400 pages
long and filled with loopholes, exceptions, and
special favors for certain industries, is an invita-
tion for lobbying and corruption. A recent
Financial Times editorial said the bill would “cre-
ate a perpetual struggle for political advan-
tage.”14 Certainly those industries not politically
connected will be at a disadvantage compared
with those that receive their carbon ration
coupons free of charge.

When it comes to the trade implications of
the bill, two provisions stand out as possibly cov-
ered by World Trade Organization agreements,
to which the United States is a party. First, the
free allowances granted to energy-intensive
industries may constitute “actionable” subsidies
under the WTO Agreement on Subsidies and
Countervailing Measures. Second, the imposi-
tion of import restrictions in the form of an
“international reserve allowance program” may
violate the nondiscrimination requirements of
Article I and Article III of the General
Agreement on Tariffs and Trade.

Before proceeding with the analysis, though,
a caveat is in order. The WTO-consistency of
any particular policy is often difficult to establish
in advance. While the purpose of this study is
not to anticipate the full range of claims that
would be raised in a dispute, there are some fair-
ly clear guidelines about which environmental or
related measures would not likely conform to
U.S. obligations under WTO rules. The discus-
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sion that follows is therefore only a brief outline
of the types of questions that a WTO reviewing
body would consider in conducting its analysis
and formulating a ruling.15

With that in mind, let us turn our attention
to the free allowances granted to address the pur-
ported problem of carbon leakage. Giving assis-
tance to certain U.S. firms to offset, or at least
help them adjust to, the increased costs associat-
ed with regulations designed to reverse climate
change may constitute a subsidy under WTO
rules. In this regard, it is important to note here
that the WTO definition of a subsidy is broader
than the conventional definition, which usually
refers to government outlays. Article 1.1(a)(1)(ii)
of the Agreement on Subsidies and Counter-
vailing Measures includes in its definition of a
subsidy “government revenue that is otherwise
due is foregone or not collected (e.g., fiscal incen-
tives such as tax credits).” In addition to govern-
ment grants and tax exemptions for certain
industries, free emission allowances to certain
U.S. industries, for example, would likely fit this
definition of a subsidy and would therefore be
subject to the other provisions of the
Agreement.16 Certainly if the allowances are
then resold on the carbon market, they would
likely represent an actionable subsidy.17 

Subsidies for nonagricultural goods are gen-
erally divided into two categories (additional
rules for agricultural subsidies are provided by
the Agreement on Agriculture). The first cate-
gory is prohibited subsidies, which are those
subsidies that are contingent on export perfor-
mance or on the use of domestic content, rather
than imported inputs. These are forbidden
under the terms of Article 3 of the Agreement
on Subsidies and Countervailing Measures.
Subsidies that are not prohibited are nonetheless
actionable if they cause “adverse effects” to the
interests of another member, for example by
“displac[ing] or imped[ing] imports . . . in the
market of the subsidizing Member,”18 or are
specific (i.e., limited) to certain industries, and
give a benefit to domestic producer(s) in that
industry. If a subsidy is found to be actionable,
the offending member must remove the subsidy
or its injurious effects.

It is worth noting that in the event that free

emissions allowances are deemed an actionable
subsidy, the amount of the subsidy, and hence the
amount of any damages due, will be relatively easy
to assess by reference to the “carbon price” estab-
lished in the market for emissions permits. Any
analysis of this type would likely have to consider
that the carbon price would have been higher if
more energy intensive, inelastic demanders of
energy (those industries especially favored with
free allowances under the Waxman-Markey bill)
had been buying their allowances in the market
and pushing the price up.

In addition to free emission allowances, any
provisions that specify subsidies or consumer
rebates that should go to manufactured items that
are produced in the United States would be prob-
lematic, even if they might not fit the definition
of a local-content scheme that automatically con-
fers prohibition on that subsidy. The Waxman-
Markey bill, for example, contains a “Vehicle
Manufacturing Assistance Program,” which will
provide financial assistance to automobile manu-
facturers to “facilitate the manufacture of plug-in
electric drive vehicles . . . that are developed and
produced in the United States” (emphasis added).
Although many foreign carmakers have factories
in the United States and would presumably qual-
ify for those subsidies, denying them to imported
cars (including those from U.S.-owned factories
abroad) would seem to undermine the bill’s
ostensible purpose of protecting the global envi-
ronment by encouraging the development of
fuel-efficient cars. Likewise, subsidies for users of
renewable or “clean” energy technology would
need to avoid discriminating against imports of
“like” goods and services in order to be at least
superficially safe.

Bordoff makes the case that since firms make
production decisions based on marginal costs
and revenues, a simple transfer from the govern-
ment in the form of free emissions allowances
will not influence production decisions. A firm
that uses all its free allowances will, after all,
forgo the opportunity to sell those allowances on
the market, and will pass those opportunity costs
on to consumers. The domestic firm and its
downstream consumers are thus not exempted
from paying the full cost of emissions even if the
allowance is “free” and will not have a competi-
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tive advantage over taxed importers.  Importers
may, as a consequence, escape the sort of
“adverse effects” that would render the subsidy
actionable. If free allowances are “production-
decision neutral,” though, giving free allowances
will not be effective in preventing the reductions
in output and emissions that the plan aims to
achieve, even as it transfers taxpayer money to
the firms’ shareholders.19

The Waxman-Markey bill provides free
emission permits to particular U.S. industries
thought to be at special risk of competition from
noncompliant countries, and whose energy use
is relatively high, and therefore particularly vul-
nerable to increased energy costs. However, it
may not be the benign sort of free allowance
scheme outlined by Bordoff. For one thing, the
bill specifies that electricity companies must use
the proceeds from selling emission allowances to
keep prices low for consumers. If prices to con-
sumers do not increase, demand will not fall, and
the firms’ output will remain constant (or possi-
bly increase).

For another, it appears that emissions
allowances would be given on the basis of output
to a certain subset of industries. Under this type
of allocation, a certain number of allowances are
set aside for specified industries and each firm in
the industry would receive allowances based on
its share of industry output.  Bordoff refers to this
being “the functional equivalent of auctioning off
allowances and then using the revenue to subsi-
dize production.”20 Beneficiary firms would have
less incentive to decrease output absent the de
facto production subsidy (indeed, they may
increase production) and therefore would poten-
tially harm importers’ interests. 

It is worth noting here that rebates on ener-
gy taxes or charges (or their functional equiva-
lent) relating to emissions allowances have no
environmental justification: the taxes were pre-
sumably put in place to discourage the produc-
tion of environmentally damaging goods or,
more accurately, to discourage producing them in
environmentally damaging ways. Rebating those
taxes on the basis of output therefore reduces the
price signal effect and undermines the argument
that policies are aimed at protecting the environ-
ment. As Bordoff says, “. . .  the more effective

free allocation is in protecting employment and
output in adversely affected sectors, the more
likely it may be to violate WTO law.”21 It appears
that free emission allowances can be WTO-
compliant or they can be effective in preventing
carbon “leakage,” but not both.

Border Tax Adjustments:
Carbon Tariffs in Disguise
In sum, the program of free allowances set up

under Waxman-Markey offers special favors to
select industries in response to overblown con-
cerns about a loss of international competitive-
ness. This favoritism not only undermines the
legislation’s ultimate objective of creating a price
for carbon emissions, but also creates the risk of
sparking trade tensions if industries abroad, bur-
dened by what is effectively subsidized American
competition, invoke WTO rules to slap com-
pensatory tariffs on U.S. goods.

A far greater threat to the world trading sys-
tem, though, is posed by Waxman-Markey’s
creation of a system of import restrictions that
could go into effect as early as 2020. These
import restrictions, like the free-allowance pro-
gram, purport to deal with carbon leakage, but
their broader goal is the far more ambitious one
of using trade restrictions to encourage other
countries to enact carbon-control policies.
Restricting market access in order to force other
countries to do this or that is a longstanding
problem in trade policy, and Waxman-Markey
now threatens to apply this discredited strategy
to an entirely new realm—and to open a can of
worms in the process.

The latest scheme for using trade as a weapon
under Waxman-Markey would direct the presi-
dent to enter into negotiations for an interna-
tional agreement on controlling carbon emis-
sions. If no such agreement has been reached by
January 1, 2018, the president is required to set
up an “international reserve allowance program.”
The only escape hatch is if the president deter-
mines that such a program would not be in the
national economic or environmental interest, and
a resolution approving the president’s determina-
tion is passed by both houses of Congress. 
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The international reserve allowance program
would be applied on a sector-by-sector basis.
Specifically, the program would apply to a partic-
ular industrial sector unless at least 85 percent of
imports in that sector are produced in countries
that: (1) have signed an international agreement
with the United States that imposes economy-
wide restrictions on greenhouse-gas emissions
that are at least as stringent as those in the
United States; (2) have signed a multilateral or
bilateral emission-reduction agreement with the
United Sates for the sector in question; or (3)
have an annual energy or greenhouse-gas inten-
sity in that sector that is less than or equal to that
of the equivalent U.S. sector.22 As early as 2020,
imports in a covered sector would be prohibited
unless the importer has obtained an “appropri-
ate” amount of emission allowances from the
international reserve allowance program. That
requirement would not apply, however, to
imports from: (1) countries that have met one of
the three criteria above; (2) countries that are
classified as the least-developed of developing
countries; or (3) countries that are responsible for
less than 0.5 percent of total global greenhouse
gas emissions and less than 5 percent of U.S.
imports of covered goods in the sector.

How restrictive would the requirement to
obtain emission allowances be in practice?
Unsurprisingly, none of the details have been
worked out yet, but the legislative language does
offer a few clues. First, the price of international
reserve allowances would be set to equal the price
for domestic emissions allowances in the most
recent auction. Second, while the legislation pro-
vides no direct criteria for how to determine the
appropriate quantity of allowances that a given
importer would be required to obtain, it does
specify that the purpose of the international
reserve allowance program is to minimize carbon
leakage as a result of differences between the
costs of complying with Waxman-Markey and
the costs of complying with other countries’ car-
bon-emission regulations. In that regard, the leg-
islation specifies that the quantity of allowances
required would be adjusted (down to as low as
zero) to take account of free allowance provided
to U.S. firms in the relevant sector.

Assessing the trade impact of Waxman-

Markey’s system of import restrictions can be
broken down into two interrelated but distinct
questions. First, if it is actually put into effect,
would it violate U.S. obligations under World
Trade Organization agreements? Second, even if
it is permissible under WTO rules, would it oth-
erwise do harm to the world trading system? The
answer to the first question is a very fuzzy
“maybe.” The answer to the second question is a
clear and emphatic “yes.”

Let’s examine the complicated legal questions
of WTO consistency. Some supporters of
Waxman-Markey engage in wishful thinking
and argue breezily that the import restrictions in
question constitute uncontroversial “border-tax
adjustments” that comply with WTO rules.
Indeed, some even go so far as to say that the
WTO has already basically given a green light
for the restrictions. Here, for example, is Nobel
Prize–winning economist and New York Times
columnist Paul Krugman, writing in his weblog:

The WTO has looked at the issue,
and suggests that carbon tariffs may be
viewed the same way as border adjust-
ments associated with value-added
taxes. It has long been accepted that a
VAT is essentially a sales tax—a tax on
consumers—which for administrative
reasons is collected from producers.
Because it’s essentially a tax on con-
sumers, it’s legal, and also economical-
ly efficient, to collect it on imported
goods as well as domestic production;
it’s a matter of leveling the playing
field, not protectionism. And the same
would be true of carbon tariffs.23

Krugman may be gifted at simplifying complex
economic issues, but he has grossly oversimplified
the legal issue here. When he says that the WTO
has “looked at the issue,” he is referring to a joint
WTO/United Nations Environmental Pro-
gramme report that merely summarizes the rele-
vant provisions, precedents, and existing literature
on the question of WTO consistency—without
reaching any prescriptive conclusion at all.

It is true, as Krugman states, that WTO
rules permit the collection of domestic “indi-
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rect taxes”—value-added, sales, and excise
taxes—on imported products. Accordingly, if a
country were to impose a domestic tax on
products based on the amount of carbon emit-
ted in their production, and it then levied a cor-
responding tax on imports, there would be a
plausible case that such a border-tax adjust-
ment complies with WTO rules. Even here,
though, there is a major complication. Under
Article II:2(a) of the General Agreement on
Tariffs and Trade, a border-tax adjustment is
permissible only when it constitutes “a charge
equivalent to an internal tax . . . in respect of the
like domestic product or in respect of an article
from which the imported product has been manu-
factured or produced in whole or in part” (empha-
sis added). So the question arises: does a tax on
carbon emissions constitute a tax on an article
from which a product “has been manufactured
or produced in whole or in part”? Normally,
border adjustments pertain to taxes on prod-
ucts or on inputs physically incorporated into
products, as opposed to a waste product emit-
ted during production. While there is some
WTO precedent to suggest that taxes on items
not physically incorporated into the product
can still be subject to a border adjustment, the
question remains unresolved.25

However, Waxman-Markey doesn’t impose
a carbon tax; instead, it creates a cap-and-trade
regime. And the alleged border adjustment
doesn’t consist of a tax, either, but rather a
requirement under certain circumstances to
obtain emission allowances. It is possible, of
course, to argue that the requirement to obtain
emission allowances domestically and for
imports is the economic equivalent of a tax, but
that is a novel and untested argument that
stretches the WTO’s border-tax adjustment
provisions far beyond their currently under-
stood scope. All things considered, it seems a
long shot that Waxman-Markey’s internation-
al reserve allowance program would be deemed
a border-tax adjustment under WTO rules.

The most straightforward characterization
of Waxman-Markey’s import restrictions is that
they consist of regulations that apply to imports
from some countries but not others. And that
kind of discrimination between WTO members

seems to run afoul of the “most favored nation”
principle incorporated in Article I of the
GATT.26 According to Article I, “any advan-
tage, favour, privilege or immunity granted by
any contracting party to any product originating
in . . . any other country shall be accorded imme-
diately and unconditionally to the like product
originating in . . . the territories of all other con-
tracting parties.” In other words, if imports from
the European Union are exempt from the
requirement to obtain emission allowances,
imports of “like products” from China should
receive the same exemption. 

So the big question is: are widgets from the
EU and China “like products” despite differ-
ences in the amount of carbon emitted in pro-
ducing them (or differences in the emissions-
control regulations that apply to producing
them)? While there is room for debate, the
answer really ought to be yes. Academic lawyer
Javier de Cendra points out that no WTO rul-
ing so far has explicitly accepted that the way in
which a good is produced (called “processing
and production methods” in WTO jargon) is a
legitimate basis for determining that goods are
“unlike.”27 And as the WTO Appellate Body
(the final authority on interpreting WTO
rules) stated in an important ruling on the cri-
teria for determining like products, “a determi-
nation of ‘likeness’ . . . is, fundamentally, a
determination about the nature and extent of a
competitive relationship between and amongst
products.”28 Even if physically identical or sim-
ilar goods are made with varying levels of car-
bon emitted in the process, or under different
regulatory regimes, the fact is that they still
compete head-to-head with each other in the
marketplace. Indeed, the fact that they do is
what gives rise to concerns about carbon leak-
age and competitiveness in the first place.

Accordingly, there is a very strong prima
facie case that Waxman-Markey’s system of
import restrictions would violate Article I of the
GATT.29 That does not necessarily mean, how-
ever, that Waxman-Markey would violate the
United States’ WTO obligations. The reason is
that Article XX of the GATT allows for excep-
tions from other WTO rules under certain cir-
cumstances. The exception that would most
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plausibly apply to Waxman-Markey is Article
XX(g),  which reads as follows:

Subject to the requirement that such
measures are not applied in a manner
which would constitute a means of
arbitrary or unjustifiable discrimina-
tion between countries where the
same conditions prevail, or a disguised
restriction on international trade,
nothing in this Agreement shall be
construed to prevent the adoption or
enforcement by any contracting party
of measures . . . 

(g) relating to the conservation of
exhaustible natural resources if such
measures are made effective in conjunc-
tion with restrictions on domestic pro-
duction or consumption.

Under existing WTO precedent, there are
good arguments that, in principle, a cap-and-
trade regime with an international reserve
allowance program could fit within the lan-
guage of Article XX(g).30 Under that same
precedent, there are also good arguments that
the specific import restrictions imposed by
Waxman-Markey would not qualify for this
exception to normal WTO rules. 

In the celebrated “shrimp-turtle” case, the
WTO Appellate Body ruled that unilateral
trade measures that condition market access on
adopting policies to conserve a natural resource
(in that case, a ban on imported shrimp from
countries that had not adopted policies
designed to protect sea turtles from being acci-
dentally caught in shrimp nets) can, in princi-
ple, fall under Article XX(g). However, the
Appellate Body also ruled that the initial U.S.
import ban on shrimp as applied constituted
“arbitrary or unjustifiable discrimination” and
thus violated WTO rules. 

Looking at the details of the Appellate
Body’s reasoning in that case, two questions
stand out as especially important in assessing
the import restrictions that would be imposed
under Waxman-Markey. First, will due process
be observed in determining how trade restric-

tions are imposed? In other words, will the
process be transparent and will affected coun-
tries have the right to participate in the
process? Consider in this regard the Appellate
Body’s disapproving characterization of the
process for determining which countries would
be subject to the U.S. import ban on shrimp:

The certification processes . . . consist
principally of administrative ex parte
inquiry or verification by [U.S. govern-
ment officials]. . . . [T]here is no formal
opportunity for an applicant country to
be heard, or to respond to any argu-
ments that may be made against it, in
the course of the certification process
before a decision to grant or to deny
certification is made. Moreover, no for-
mal written, reasoned decision, whether
of acceptance or rejection, is rendered
on applications. . . . Countries whose
applications are denied also do not
receive notice of such denial (other than
by omission from the list of approved
applications) or of the reasons for the
denial. No procedure for review of, or
appeal from, a denial of an application
is provided.32

If the implementing regulations for imposing
trade restrictions under Waxman-Markey fol-
low a similar pattern, an adverse ruling by the
WTO is likely.

Second, will the methodology for deter-
mining the amount of international reserve
allowances required take due account of differ-
ent conditions in other countries? Here again,
the shrimp-turtle case is instructive. The
Appellate Body found that a blanket ban on all
shrimp imported from a given country
amounted to unjustifiable discrimination: 

[S]hrimp caught using methods identi-
cal to those employed in the United
States have been excluded from the
United States market solely because
they have been caught in waters of
countries that have not been certified by
the United States. . . . We believe that
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discrimination results not only when
countries in which the same conditions
prevail are differently treated, but also
when the application of the measure at
issue does not allow for any inquiry into
the appropriateness of the regulatory
program for the conditions prevailing in
those exporting countries.33

Among the possibly relevant local conditions in
the present context are the emission-control
policies of the country of origin (is the exporting
country getting due credit for its policies even if
they differ from the U.S. model?); the historical
carbon emissions of the country of origin
(should developing countries be held to a differ-
ent standard to account for the fact that devel-
oped countries have produced most of the car-
bon emissions to date?); and the actual carbon
emissions of the producing firm (should a firm
with clean production technology be punished
just because its country’s policies are less rigor-
ous than its own practices?).

It should also be noted that assessing the
carbon footprint of a product on the basis of
national averages will potentially work against
the ostensible purpose of climate-change regu-
lations. To the extent that efforts to produce
goods more cleanly impose costs on a firm, if
those efforts are not recognized by a trade part-
ner that discriminates on a country-level basis
rather than a firm-level basis, unilateral trade
restrictions could in fact discourage the adop-
tion of cleaner technologies. Why produce at
higher cost if you cannot gain improved mar-
ket access as a result?

The alternative carries risks, also. Policies
aimed at recognizing different production meth-
ods within countries in an attempt to satisfy
WTO obligations promise to be an administra-
tive nightmare. As Howse and Eliason point out,
international supply chains make this task even
more difficult: “The difficulty . . . [is] one of
determining accurately whether a particular
imported product is produced with significantly
higher carbon emissions than a particular
domestic product. This refers to the challenge . . .
of ascertaining the carbon footprint of a particu-
lar imported product, which may have gone

through production stages in several different
facilities at different locations.”34 Pity the poor
customs official tasked with assigning emission
allowance requirements for even something as
simple as a pencil on the basis of not only the
country, but also the firm, of origin.

In addition to the risk of violating Article
XX’s injunctions against “unjustifiable or arbi-
trary discrimination,” the Waxman-Markey
scheme faces a further and serious hurdle.
Specifically, there is a real question as to whether
the import restrictions would be found to be
“relating” to the conservation of exhaustible nat-
ural resources—and, even if they are, whether
they nonetheless amount to a “disguised restric-
tion on international trade.” Although the
details are yet to be worked out, it appears that
the “appropriate” quantity of international
reserve allowances is to be based on differences
in the cost of production between the U.S.
industry and the foreign industry—as opposed
to differences in carbon emissions. Thus, it
seems that the import restrictions would be
designed primarily to protect U.S. producers
from foreign competition, not to encourage the
adoption of carbon emission regulations abroad.
As a practical matter, requiring importers to buy
allowances based on the latest auction price is
not guaranteed to equalize carbon costs if the
competing domestic firm paid a different price
when it bought its emission allowance.

From the perspective of consistency with
WTO rules, any import restrictions designed to
alleviate the burden borne by domestic firms
(vis-à-vis their uncapped competitors) of envi-
ronmental regulation are a shaky proposition
indeed. All of the available WTO jurisprudence
to date would caution governments against
framing their climate-related policies in terms of
fairness to domestic producers that face compe-
tition from uncapped firms abroad. The key, it
seems, is to ensure environmental policies are
focused squarely on protecting the environment.
While Waxman-Markey certainly contains lan-
guage that links the imposition of trade restric-
tions to encouraging other countries to adopt
emission control policies, environmental protec-
tion—as opposed to trade protection—is clearly
not the only, or even primary, focus. This mix-

12

Assessing the
carbon footprint of

a product on the
basis of national

averages will 
potentially work

against the 
ostensible purpose
of climate-change

regulations.

366063r1_TPA41_1stclass:366063r1_TPA41_1stclass  9/8/2009  5:23 AM  Page 12



ture of motives could ultimately prove decisive
in a WTO review.

Whether or not Waxman-Markey’s import
restrictions would end up violating WTO rules
is thus a distinctly murky question. Regardless
of how that issue would ultimately be decided,
though, there is little doubt that unilateral U.S.
import restrictions like those in Waxman-
Markey would be a major setback for the world
trading system—as well as international coop-
eration on climate change.

First of all, the United States would face
harsh condemnation from other countries. For
a taste of how our trading partners would react,
consider this recent statement by Canada’s
environment minister Jim Prentice:

Trade protectionism in the name of
environmental protection would be a
prescription for disaster for both the
global economy and the global environ-
ment. . . . Border carbon adjustments
would be a thinly disguised restriction
on trade and an impediment both to
wealth creation and to the attainment
of our collective objective, which is to
address greenhouse gas emissions and
to reduce them. They would constitute
arbitrary discrimination. They won’t
work and they threaten constructive
negotiations.35

The United States would find itself diplomati-
cally isolated precisely when it was seeking to
encourage closer international cooperation to
combat climate change. Even advocates of
aggressive action on climate change recognize
this. Matthew Yglesias, a prominent blogger at
the Center for American Progress, shrewdly
analyzes how self-defeating Waxman-Markey-
style trade restrictions would be:

The bottom line about the international
aspects of climate change is that the very
idea of an effective response assumes the
existence of a generally cooperative
international environment. It doesn’t
assume the nonexistence of the odd
“rogue” state here or there, but it assumes

the absence of any kind of serious great
power rivalries. Not just China, but also
India and probably Russia, Brazil, and
Indonesia, as well, are going to need to
cooperate in a serious way with the
OECD nations on this. And I just don’t
see how you’re going to get where you
need to get through coercion. If any-
thing, I think attempted economic coer-
cion of China is more likely to wind up
breaking down solidarity between the
US, EU, and Japan than anything else.
First, we impose our carbon tariff. Then
suddenly Airbus and European car
companies are getting all kinds of sales
because the EU hasn’t followed suit.
Now not only are the Chinese mad at us,
we’re mad at the Europeans.36

Furthermore, the negative international reac-
tion is unlikely to be confined to angry words
and noncooperation. Retaliation is also a real
threat. According to former U.S. trade repre-
sentative Susan Schwab:

The greater risk, however, is that
import measures emanating from U.S.
legislation could prompt mirror action
(or simple trade retaliation) by other
countries—with U.S. exports being
among the targets. This scenario could
unfold long before any potential dis-
putes were concluded in the WTO.37

As Table 2 indicates, should other countries
choose to discriminate against trade partners on
the basis of, say, higher level of per capita emis-
sions, U.S. exports and jobs would be in grave
peril. On a per capita basis, U.S. emissions will
be more than twice as high as China’s by 2030,
13 times Indian per capita emissions, and over 6
times as high as those of Brazil. 

Past emissions would also seem to be an
equally justified basis for carbon-based trade
measures, since it is, after all, cumulative emis-
sions that supposedly have done the damage.
Indeed, Brazil recently joined India and China
in advocating for basing emissions commit-
ments on past emissions.38
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Fortunately, President Obama recognizes
the dangers of using trade as a weapon even in
a well-meaning cause. Commenting on the
passage by the House of Representatives of
Waxman-Markey, Obama observed:

At a time when the economy world-
wide is still deep in recession and we’ve
seen a significant drop in global trade, I
think we have to be very careful about
sending any protectionist signals out
there. . . . I think we’re going to have to
do a careful analysis to determine
whether the prospects of tariffs are nec-
essary, given all the other stuff that was
done and had been negotiated on
behalf of energy-intensive industries.39

It remains to be seen, however, whether cooler
heads will prevail in the end. Although Obama
was clearly expressing skepticism about Waxman-
Markey’s trade restrictions, he phrased that
skepticism in relatively muted terms. It is
unclear whether or how vigorously the adminis-
tration will attempt to pressure the Senate to

avoid such provocative measures. Meanwhile,
U.S. industry lobbyists are reportedly pushing
for an even more protectionist bill in the Senate.
In particular, representatives of the steel industry
and the United Steelworkers are calling for
immediate imposition of trade restrictions
rather than waiting until 2020 as would be the
case under Waxman-Markey. 40

Policy Response: Freer Trade,
Cleaner Environment

Rather than caving to the demands of spe-
cial interests, policymakers should adopt poli-
cies that encourage free trade and investment
flows. Insofar as trade leads to growth, and
growth leads to an increased willingness and
ability to pay for a cleaner environment, freer
trade and investment flows will enable coun-
tries to adapt better to any adverse effects of
climate change and to mitigate emissions.
Specialization, encouraged by freer trade, will
lead to a more efficient use of resources.

The link between increasing growth and
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Table 2

Carbon Dioxide Emissions Projections by Selected Countries, 2006–2030

Emissions in million metric tons of carbon dioxide, per capita emissions in tons per annum

Average

annual %

2006 2006 per 2010 per 2020 per 2030 per change

Country/Region (actual) capita 2010 capita 2020 capita 2030 capita (2006–30)

USA 5902.8 19.8 6011 18.9 6384 18.3 6851 18.2 0.6

OECD Europe 4435.6 8.0 4512 8.2 4760 8.4 4834 8.4 0.4

China 6017.7 4.6 6898 5.1 9475 6.6 12007 8.3 2.9

Russia 1704.4 12.0 1789 1.3 1984 14.8 2117 16.9 0.9

Japan 1246.8 9.8 1196 9.4 1195 9.7 1170 10.0 –0.3

India 1293.2 1.2 1349 1.1 1818 1.3 2238 1.4 2.3

Brazil 377.2 2.0 451 2.3 541 2.5 633 2.8 2.2

Canada 614.3 18.8 669 19.7 727 19.7 784 19.9 1.0

World 29195.4 4.5 31100 4.5 37035 4.7 42325 4.8 1.6

Sources: Energy Information Administration, International Energy Annual 2006 (release date June–Dec. 2008),

tables H1 and B1, www.eia.doe.gov/iea; and Energy Information Administration Annual Energy Outlook 2008,

www.eia.doe.gov/oiat/aeo. Population data used to calculate per capita emissions from 2010 onward are from the

Population Division of the Department of Economic and Social Affairs of the United Nations Secretariat, World

Population Prospects: The 2008 Revision, http://esa.un.org/unpp.
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prosperity through open trade is well estab-
lished. Economists James Gwartney and
Robert Lawson, in their Economic Freedom of
the World: Annual Report 2008, show once
again that countries relatively open to trade are
more prosperous and grow faster than relative-
ly closed countries. Moreover, nations in the
top quartile of a broadly defined measure of
economic freedom score considerably higher
on environmental performance than those in
the bottom quartile of economic freedom.41 It
certainly makes intuitive sense that people
worried about when they will next eat are rela-
tively unfazed about environmental quality.
Development brings not only material pros-
perity, but an improved ability on the part of
firms to control emissions, and an increased
willingness and ability on the part of a growing
middle class to pay for environmentally friend-
ly goods and services. Expanding trade will
improve environmental quality.42

Beyond liberalizing trade generally, WTO
members can make extra efforts to liberalize
goods and services that have special applications
for improving the environment. Removing bar-
riers to trading these goods and services across
borders, including unnecessarily restrictive tech-
nical standards, will give firms and consumers
access to cheaper and better technologies.
Recognizing this, the Doha mandate includes
language in paragraph 31(iii) of the Doha min-
isterial declaration that agrees to negotiations on
“the reduction or, as appropriate, elimination of
tariff and nontariff barriers to environmental
goods and services.”43 Although no WTO defi-
nition of an environmental good or service
appears to exist, material on the WTO website
indicates that the definition hinges on the pro-
posed use of the product. For example, on a page
entitled “Activities of the WTO and the
Challenge of Climate Change,” there is refer-
ence to “goods and services that can benefit the
environment . . . [including] wind and
hydropower turbines, solar water heaters, tanks
for the production of biogas, and landfill liners
for methane collection.”44 In other words, goods
produced in an environmentally friendly manner
(for example, with minimal carbon footprint)
appear not to fit the definition of an environ-

mental good for the purpose of negotiations.
Similarly, in the section on environmental ser-
vices, they refer to “activities which may be
directly relevant to policies aimed at mitigating
climate change,” such as “cleaning of exhaust
gases” and “nature and landscape protection ser-
vices.”45 Although the negotiations on environ-
mental goods and services liberalization are
hamstrung along with the rest of the Doha
round, governments can—and should—remove
tariffs and nontariff barriers unilaterally, without
waiting for other nations to do the same.

Another “two-fer” is available to lawmakers
who reduce subsidies that encourage the pro-
duction and consumption of goods beyond
what the market would dictate. Fuel subsidies
and subsidies that encourage the overuse of fer-
tilizer and the overproduction of agricultural
goods have contributed negatively to environ-
mental conditions. A recent United States
Geological Survey indicates that nutrient
delivery to the Gulf of Mexico, caused in part
by fertilizer runoff from Midwestern farms,
contributes to an environmental “dead zone”
and is among the highest levels measured in
the last 30 years.46 Soil erosion, deforestation,
and water waste are other environmental side-
effects of overfarming, and can contribute to
increased carbon dioxide and other greenhouse
gases in the atmosphere. Reducing incentives
to burn more fossil fuels than is efficient, or to
farm in globally suboptimal ways, would go
some way to correcting environmental damage.

As the above discussion should make clear,
there are many landmines in the path of trade-
related measures to combat climate change. In
addition to interrupting the free flow of goods
across borders, increased litigation would place
pressure on a global trading system already
exhibiting signs of strain in the economic
downturn. Indeed, as the Cato Institute’s Dan
Griswold wrote in a broader study on labor and
environmental standards, “If labor and envi-
ronmental standards were foisted on the
WTO, its dispute settlement system could eas-
ily be overwhelmed to the point of breakdown
by the sheer number and complexity of non-
trade cases brought before it.”47

Decisions by WTO reviewing bodies are
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always contentious, especially when members
believe that the ruling hinges on reasoning out-
side of the bodies’ areas of expertise. If coun-
tries are unable to negotiate a global agreement
on climate change, rulings from an unelected
body of jurists are likely to cause irritation. The
WTO has, contrary to opinion, a relatively
weak enforcement mechanism. The retaliatory
tariffs that normally follow a decision of the
WTO are harmful enough to the implement-
ing and the “target” country, to be sure, but the
WTO ultimately has no power to compel a
country to adopt climate-change policies. A
ruling from a legal body on an issue of science,
followed by permission to block trade, is
unlikely to aid international cooperation on cli-
mate change or the smooth operation of the
global trading system.

Hufbauer et al. have therefore suggested a
voluntary code on trade-related carbon-abate-
ment measures, in an effort to reduce the poten-
tial burden on the WTO dispute-settlement
mechanism. Signatories to the code would be
permitted to enact climate change measures that
may technically violate WTO rules, so long as
they are broadly consistent with WTO princi-
ples. Measures enacted in accordance with the
code would get a temporary retrieve from possi-
ble challenge under WTO dispute settlement,
and signatories would agree to hold off on
applying border measures for a defined period
while negotiations continue.

While Hufbauer et al. tout the voluntary
nature of the code as a positive feature—and
indeed a compulsory code would be misguided, if
not impossible—it could also be an impediment
to its effectiveness. Developing countries, as a
rule, are reluctant to widen the scope of the
WTO to include environmental (and labor) stan-
dards. China and India have already made it clear
that they see themselves as needing to contribute
far less to the Doha agenda than do developed
countries, and indeed have said that developing
country cuts in emissions should be voluntary,
and conditional on aid from developed coun-
tries.48 Likewise, they are unyielding in their
opposition to incorporating climate change poli-
cies into an already-burdened WTO agenda.
India’s Environment Minister Jairam Ramesh

said recently that India “categorically reject[s] any
attempt to introduce climate change as an issue at
the [World Trade Organization].”49 Far from
“stimulating” the talks, as Hufbauer et al. suggest,
including climate change in the Doha mandate
could be fatal to an already struggling round. In
any case, the existence of a code is unlikely to sig-
nificantly curtail the use of the WTO’s dispute-
settlement mechanism. WTO members can be
expected to pursue litigation vigorously whenever
commercial interests are at stake. 

Ultimately, the best course of action is to
encourage a freer global economy. The ensuing
increased prosperity will yield more resources to
combat and adapt to the effects of climate
change, an increased likelihood that developing
countries will be more willing partners in envi-
ronmental goals, and a more rapid spread of
environmental technologies. New Zealand trade
minister Tim Groser indicated in a recent
speech that international climate change negoti-
ations may, in any case, reduce the need for the
sorts of trade-related measures so damaging to
the cause of free trade:

The increasing comprehensiveness of
the global climate regime . . . will reduce
the pressure for governments to feel
they need to consider unilateral action
to protect their firms’ competitiveness.51

Building a global consensus on environmental
quality should be the ultimate objective of poli-
cymakers wishing to find an international solu-
tion to this international problem. Unilateral
increases in trade barriers are counterproductive
to that goal.

Conclusion 

In principle, domestic efforts to combat cli-
mate change are not inherently in conflict with
global trade rules. In an attempt to get out of the
bind in which they find themselves, however,
politicians have proposed a complex array of
measures—some trade related—to keep favor
with certain energy-intensive and trade-exposed
industries that are crying foul at increased ener-
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gy costs. Those trade-related measures put the
United States at risk of retaliation, litigation, or
both from its global trading partners. 

Any trade-related measures (such as tariffs on
goods from noncapped countries) need to be
based strictly on the goal of protecting the envi-
ronment, rather than an attempt to level the play-
ing field for domestic competitors shackled by cli-
mate change regulations. Breaking the link
between the trade measure and the goal of pro-
tecting the environment is a sure invitation to
WTO dispute-settlement proceedings. Attempts
to coerce other countries into implementing sim-
ilarly stringent regulations are also problematic.
Alienating our trade partners by unilaterally
imposing tariffs and subsidies that flout global
trade rules will undermine efforts to obtain glob-
al cooperation on climate change and inflict
unnecessary damage on the U.S. economy.
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