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Alliance for Clean Trade: A Framework

Proposal for a New Climate and Trade—
Alliance Between the U.S., EU,.and Allies

ALLIANCE FOR CLEAN TRADE (ACT)

EXECUTIVE SUMMARY

A low-emissions trade deal to help
the United States, the European
Union, and their allies harmonize
approaches to the clean energy
transition and incentivize China and
other nations to reduce emissions.
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After many years of discord and false starts,
the United States, the European Union, and
most other major developed economies are
implementing ambitious domestic greenhouse
gas emissions reduction programs. U.S. and

EU emissions, respectively the world's second-
largest and third-largest flows of carbon dioxide
into the atmosphere, are likely to continue to fall
sharply as a result.

But their efforts won't be enough. To avert a
disastrous rise in global temperatures, the larger,
necessary goal is to reduce global emissions.
For this, however, China — whose emissions are
now greater annually than the U.S., EU, and all
other developed countries combined — must
reduce its emissions, and so must other major
middle-income emitting countries. So far, that
isn't happening.

Here's a program that can help: An Alliance

for Clean Trade (ACT) that minimizes climate
and trade policy conflict among low-emissions
economies including the U.S. and EU,
accelerates the reduction of emissions in some
of their major industrial sectors, and creates
strong economic incentives for others, including
eventually China, to reduce their own emissions.
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The core idea is for the U.S. and EU, joined by
other G7 countries and eventually OECD nations,
to set emissions standards for high-carhon
industries, and impose a fee applying to both local
production and imported goods with emissions
rates above an agreed emissions intensity
standard. This would help them meet their
emissions goals, avoid counterproductive rivalries
and imposition of trade penalties on one another,
and give China and large emitting, middle-income
countries incentives to do the same.

U.S. AND EU ARE CUTTING CO2 EMISSIONS FAST,
BUT IN DIFFERENT WAYS

The passage of President Joe Biden's August
2022 landmark climate legislation provides
hundreds of billions of dollars in clean energy
incentives — loans, tax breaks, and direct
payments — meant to spur trillions more in
private low-emissions investment. Biden calls it
‘one of the most significant laws in our history."
Together with other laws passed in 2021 and
2022, the U.S. will provide over $500 billion in
clean technology incentives and direct support,
with the goal of cutting U.S. emissions by 50% or
more from 2005 levels by 2030.

The European Union has adopted equally
ambitious climate and clean energy laws,
offering hundreds of billions of euros in
incentives, plus an EU-wide “price on carbon,’
to reduce greenhouse gas emissions by 55%
by 2030.2

In essence, the EU has taken a more carbon-
taxing approach to climate policy, while the U.S.
has taken a more subsidies-based approach.

In addition, the EU last fall adopted the world's
first Carbon Border Adjustment Mechanism
(CBAM). Set to become operational in 2026,°
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this policy requires foreign companies to pay a
price of roughly $90 per ton of carbon emitted
in the course of producing six types of carbon
intensive products — steel, aluminum, cement,
hydrogen, fertilizer, and electricity — imported
into EU member countries, mirroring the
carbon price required for EU firms. The idea is
to equalize costs of domestic producers and
importers and “encourage cleaner industrial
production in non-EU countries,” including
especially China as the largest metals exporter,
to preserve low-cost access to EU markets.

"Together with other laws passed in
2021 and 2022, the U.S. will provide
over $500 billion in clean technology
incentives and direct support.”

But since the passage of the EU CBAM, and

the U.S. Inflation Reduction Act (IRA), the U.S.
and EU have been fighting with one another
rather than finding ways to secure comparably
ambitious emissions reduction policies
elsewhere. The EU has complained about U.S.
subsidies, while many in the U.S. has complained
about having to pay EU carbon taxes.*

TIME FOR A NEW, COORDINATED APPROACH

The time is right, therefore, for a coordinated
approach that resolves U.S.-European tensions
over policy, and enables them and other high-
income economies to work more effectively with
China and other large middle-income economies.

Late last year, the Biden administration
suggested a sectoral approach to encourage
trade in clean steel and aluminum. This proposal
envisions an international alliance with the

EU and G7 to promote trade among nations
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"Both the U.S. and EU are right to
view carbon-based trade measures
as an important inducement to global
emissions reduction."

that produce these metals with fewer carbon
emissions, while imposing tariffs on higher-
emitting products from other countries. This is
also a useful point of departure, as they focus on
large industries with high trade volumes and high
emissions rates. (Steelmaking is a large industry
estimated to produce 8% of global emissions of
carbon dioxide.)

However, this proposal seems far less likely than
the EU's CBAM approach to be consistent with
WTO rules (as it imposes new discriminatory
tariffs rather than a regulatory fee applied both
to local producers and imports). It also misses

a large target — though more than half of steel-
sector emissions are from China, neither the
U.S. nor the EU imports much Chinese steel, and
the proposal appears mainly to target middle-
tier producers such as Brazil and India.® But the
Biden administration’s release of this concept
immediately ahead of the EU vote to implement
a CBAM policy suggests that the White House
prefers some form of sectoral trade agreement
involving credit for low-emissions U.S. production
to simple acceptance of the EU's CBAM.

Trade measures are obviously not in themselves
full solutions to the likely growth of emissions
over the next decade. Rather, they should

be seen as ways to simultaneously promote
cooperation among large economies with low
emissions and provide inducements to China
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and other middle-income countries to shift
course and avoid trade disadvantages by joining
a global consensus over time.

But despite the flaws in differing transatlantic
climate and trade approaches, both the U.S.

and EU are right to view carbon-based trade
measures as an important inducement to global
emissions reduction. They can be compliant
with WTO and Free Trade Agreement rules,
assuming they apply any new regulations
equally to locally produced and imported goods,
and can offset any economic disadvantage
incurred by companies working within a country
to reduce emissions. And the more countries
that comply with them, the higher the incentive
for non-participants to do the same.

Acknowledging this potential, G7 leaders in
June 2022 committed to establishing a “climate
club."” The G7 statement recognized the need
to harmonize various carbon pricing and
carbon intensity approaches of the U.S. and

EU, but without actually doing so. Doing so,

by making the U.S., EU, and other G7 nations
(and eventually OECD countries) approaches
more compatible than they now are, should
reduce friction and duplicative subsidies among
participating countries. Given the importance of
the U.S., the EU, and other developed countries
as importers, it will also create some incentive
for non-participants like China to improve their
own policies so as to avoid penalties. And it will
encourage participants to see common interests
where they now may spend the next years
arguing rather than cooperating.
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This paper accordingly proposes a An Alliance
for Clean Trade (ACT) framework building on
recent developments in Transatlantic trade
policy and climate policy with sectoral trade
agreements based on emissions performance
standards — that is, the carbon intensity of each
economy and particular sectors within it — rather
than specific carbon reduction policy, in an effort
to harmonize disparate U.S. and EU and other
national policies. Its major goals and features
are as follows:

KEY GOALS:

® Ensure that the U.S., EU, and other high-
income, low-carbon intensity economies
are working together for the maximum level
of emissions reduction with the minimum
economic disruption.

® Reduce any negative effects of disparate
climate policy approaches by the U.S,,
EU and G7 allies, including under the EU
CBAM and U.S. Inflation Reduction Act,
by consolidating to the extent practical
emissions-reduction policies in industrial
sectors among the U.S,, EU, and Allies (ACT
participants) and avoiding conflict among
them.

®  Preventindustries in the U.S., the EU,
and other participating economies from
incurring competitive disadvantages
through “carbon leakage” as emissions fall,
given the costs emissions regulations may
impose on them.

® |ncentivize China and other large emitting
non-ACT member nations to cut emissions
to qualify for full access to ACT import
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markets and benefits, and over time help to
deeply reduce global emissions.

“AN ALLIANCE FOR CLEAN TRADE (ACT)” POLICY

FRAMEWORK:

® ACT participating countries agree on
sectors to cover, based in part on a sector’s
high levels of emissions and capacity to
reduce overall emissions. The starting
point is six sectors the EU has chosen for
its Carbon Border Adjustment Mechanism
(CBAM) — steel, aluminum, fertilizer,
hydrogen, cement, and electricity.

® Each sector establishes a “Sectoral
Emissions Intensity Standard” (SEIS) based
on acceptable levels of emissions per ton
(or other units of output) and determined
through negotiations of ACT nations.
Sectoral emissions intensity standards
must be ambitious enough to achieve
sectoral emissions reductions worldwide,
to a degree consistent with the sector’s part
in overall global emissions reductions. The
initial SEISs will be in effect through 2030,
after which emissions intensity goals will
become more aggressive every five years
based on member country negotiations.

® Domestic producers of goods in those
sectors, and comparable importing
producers, would be charged a carbon fee
per unit of output or imports if their carbon
sectoral emissions intensity exceeds the
standard. The fee would be the same
in all participating countries but would
be in practice zero or quite low for most
companies and sectors for initial ACT
nations.®



The EU must replace its proposed CBAM
with the ACT accord, but can continue to
have a domestic carbon price through its
EU Emissions Trading System, just as it
does now. In exchange, the U.S. authorizes
full participation in tax credits for minerals
and automobiles (as Canada and Mexico
now receive) produced in ACT-compliant
countries, and consider ACT countries
gaining additional clean energy subsidies
currently only offered for U.S. domestic
companies.

Include other G7 nations (U.K., Japan,
Canada) and OECD members in the ACT
Alliance in due course. Other nations may
join over time if qualifying.
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Consider creating differing “on-ramps”
for countries at different stages of
development to interact with ACT.

Revenue from fees paid by higher emitting
imports might be used for investments in
additional domestic emissions reductions
and improvements in climate resiliency
and disaster costs, both domestically and
globally, but will be determined by nations
receiving import fees.



ALLIANCE FOR CLEAN TRADE:
A FRAMEWORK PROPOSAL FOR A NEW CLIMATE AND

TRADE ALLIANCE BETWEEN THE U.S., EU, AND ALLIES

OVERVIEW OF MAJOR ISSUES:
U.S. AND EU CLIMATE AND
TRADE POLICY

U.S. and Allies are Cutting Emissions Deeply
Over the last two decades, the United States
and our closest allies have significantly reduced
greenhouse gas emissions on an absolute basis,
leading the world in addressing the climate
crisis. U.S. GHG emissions have fallen by 20%
since 2005, from 6 billion tons per year then to

5 billion now.? Emissions in the EU, U.K., Japan,
and other allies have fallen by similar or greater
amounts.'”

Nonetheless, global emissions and temperatures
keep rising, with steadily intensifying effects

on coastal lands, agriculture, wildlife habitat,
glacier and ice-cap cover and other areas, and
risking much greater impacts in the future.
President Biden has set an ambitious goal for
the next round of U.S. carbon dioxide emissions
reductions, meant to bring them 50% below 2005
levels — that is, from that year’s 6 billion tons,
and 2022's 5 billion tons, to nearly 3 billion tons
— by the end of this decade." “The climate crisis
Is about human security, economic security,
environmental security, national security, and
the very life of the planet, Biden said at the U.N.
climate summit in Egypt in November of 2022.
“The United States of America will meet our
emissions targets by 2030."2

The last Congress passed three major bills to
help achieve this goal. Together they represent
a fundamentally new approach to U.S. clean
energy and climate policy, the most significant
such effort in American history, with more than
S500 billion in total clean energy funding and
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incentives meant to spur trillions more in private
sector investments.'®

The European Union has likewise created a
wide range of aggressive emissions reduction
policies, including regulations, an EU-wide
price on carbon emissions, and clean energy
investment incentives. Other major U.S. allies
are undertaking ambitious emissions reductions
programs as well. While each has chosen a
somewhat different approach, the net result

is that America and other developed nations
are cutting greenhouse gas emissions on a
scale largely consistent with the goals of the
2015 Paris Agreement on climate change,
whose hope is to prevent global temperatures
from rising more than 2 degrees Celsius above
“preindustrial” levels.

Rising Emissions in China and Developing
World Threaten Climate Catastrophe

Yet even as the U.S. and our allies are
collectively spending trillions of dollars,

and in some cases imposed significant
adaptation costs on local industry to reduce
their greenhouse gas emissions, total global
emissions have not dropped but risen. This
reflects the tremendous volume of new
emissions coming from the developing world in
general, and China in particular. China's yearly
carbon dioxide emissions are now 31% of all
global emissions, compared to about 13% from
the U.S., the world's second-largest emitter.'*1®

In fact, annual emissions from China now
exceed those of the U.S. and every other
developed country on Earth combined.’® And
unlike the emissions produced in the U.S,, the
EU, and other developed countries, emissions
in China (discounting pandemic years) are still
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rising. As a result, a March 2023 report by the
International Energy Agency found that global
emissions of carbon dioxide related to energy
production grew by 0.9% in 2022, reaching a
new all-time high of more than 36.8 billion metric
tons.'” India’'s emissions now exceed 3 billion
tons, while those of Brazil, Indonesia, Iran, and
Saudi Arabia are each well above half a billion
tons per year.'®

China's economy-wide carbon intensity (carbon
released per unit of GDP) is more than double
that of the U.S. and Japan, and more than triple
that of the EU." It is especially concerning that
Chinese emissions are set to grow throughout
the rest of this decade, and that China appears
on course to fail to reach its own inadequate
goal of peaking emissions by 2030.?° These
growing emissions are causing increasingly
deadly and expensive climate change impacts
around the world, with economic costs in the
hundreds of billions of dollars every year.?!
Looking just a few years ahead, leading
scientists and economists warn that the current
trajectory of rising temperatures toward more
than 2 degrees Celsius above preindustrial
levels risks massive humanitarian and economic
crises, including major degradation of coastal
and agricultural lands, loss of species and
habitat, along with the displacement of hundreds
of millions of people and possible reduction of
global GDP by more than 10% below trend by
mid-century.??

Meanwhile, scientists tracking climate effects
at the International Panel on Climate Change
(IPCC) issued a new report in March 2023,
which found that to have even a 50% chance
of limiting warming to 1.5 degrees Celsius
above preindustrial levels and prevent far more
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"These growing emissions are causing
increasingly deadly and expensive
climate change impacts around the
world, with economic costs in the
hundreds of hillions of dollars

every year."

calamitous climate impacts, the world generally
must cut greenhouse gas emissions in half by
2030, and then stop adding carbon dioxide to the
atmosphere altogether by the early 2050s.2° But
most recent projections suggest that emissions
will likely be higher in 2030 than they are today.?*

TIME FOR NEW GLOBAL CLIMATE POLICIES

Many outside experts, and even top officials

in the U.S. government? and the European
Commission?® have noted that current efforts to
prevent catastrophic climate change are failing.
While the Paris Agreement climate process
creates an important forum for emissions
pledges and other key issues, unless China
rapidly reduces its emissions (and, secondarily,
India and several other large middle-income
countries do the same), overall real-world
emissions will grow despite U.S. and EU policy.

China has refused for more than seven years
to update an insufficient 2015 climate pledge
under which its emissions would keep growing
until at least 2030, despite evidence they could
be reduced far sooner.?”?® In manufacturing,
China has used a program of $325 billion in
widespread subsidies begun in 2008 to gain a
dominant global market share in PV solar and
electric vehicles batteries. In power generation,
however, Chinese coal use has continued to
increase, and now amounts to 54% of all coal
burning worldwide. Emissions from this source



ALLIANCE FOR CLEAN TRADE:

A FRAMEWORK PROPOSAL FOR A NEW CLIMATE AND
TRADE ALLIANCE BETWEEN THE U.S., EU, AND ALLIES

have swamped any Chinese domestic reductions
from clean energy.?®

In fact, last year global coal consumption
reached an all-time high, fueled by record coal
output in China, India and Indonesia, the three
largest producers.®® These increases in coal use
drove global greenhouse gas emissions and
global temperatures to record highs in 2022,
belying any notion that current climate policies
are working.®' Chinese coal mines also emit
massive plumes of methane that account for
20% of total global methane emissions from all
fossil fuels and biomass combined, making the
climate case for Chinese coal-to-gas switching
even more compelling.®? China has pledged to
be “carbon neutral” by 2060. But leading climate
scientists say waiting to make such longer-
range cuts will be too late to prevent climate
disasters.®® Absolute global emissions must
fall during this decade and fall more quickly
thereafter, and as a practical matter, global
emissions cannot begin to fall until Chinese
emissions are reduced.

Western Actions to Induce China and Others

to Cut Emissions Have Been Unsuccessful

The United States, the European Union, and
others have tried in numerous ways to compel
or incentivize greenhouse gas emissions
reductions from China, but these have mostly
not worked. Under President Barack Obama in
2013, the U.S. and China jointly announced their
intention to undertake emissions pledges in
advance of negotiations over what became the
Paris climate agreement, with China ultimately
pledging to peak emissions by 2030. But a
recent spree of permits for new coal-fired power
plants, 106 gigawatts of capacity across 82
locations in 2022, is the highest number in seven
years and four times higher than in 2021 .3

Experts believe if built, such plants will mean
China violate even its weak promise of peaking
emissions by 2030, in which case Chinese (and
therefore, likely global) emissions will continue
rising into the next decade.®®

The Trump administration withdrew the

United States from the Paris agreement and
pursued direct tariffs against China rather

than attempting to persuade Beijing to reduce
emissions. After the Trump administration’s
ill-advised holiday from climate policy, the

Biden administration has resumed efforts

along the lines of the Obama administration'’s.
These, however, appear to have achieved little

in substantive terms. Even as President Biden
has attempted repeatedly to engage China on
climate, Chinese President Xi suspended U.S -
Chinese bilateral climate negotiations altogether,
as a tactical “punishment” for then-House
Speaker Nancy Pelosi's visit to Taiwan in 2022.
It took a meeting requested by President Biden
in Bali late in 2022 to convince Xi to restart
bilateral climate negotiations with the U.S., but
no additional climate commitments from Beijing
appear imminent.

China has yet to fulfill its own promise to offer a
methane reduction plan it pledged at Glasgow in
2021 to deliver within a year, and has refused to
sign the Global Methane Pledge adopted by the
U.S., EU, and more than 100 other countries.®
And massive, newly detected methane
emissions from Chinese coal mines cast further
doubt on China’s promise to cut methane
emissions.?” As Presidential Climate Envoy John
Kerry said in March 2023, “Regrettably...the
climate issue has gotten mixed up into all the
other tensions that exist between our countries,'
and hopes that the Chinese government would
be willing to separate climate change from other
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issues in U.S.-Chinese relations so far faded. It is
also worth noting that China's adoption of a cap
and trade emissions trade system and modest
carbon price has not at least so far resulted in
overall emissions reductions=®®

The potential of trade measures to change this
situation is limited. U.S. and European Union
imports of Chinese goods covered by the EU's
six CBAM sectors, for example, account for
about only about $15 billion of China's $3.4 trillion
in worldwide goods exports. Or, looked at from
the other perspective, China's steel and aluminum
industries (the two largest traded sectors in the
CBAM group) produce mainly for the Chinese
market, export only about 6% of what they
produce, and are likely to respond only moderately
to external rules. As such, the program cannot
force fundamental change, but can reasonably
be viewed as one that can help influence China
and other middle-income economies to make the
broad-ranging structural changes necessary for
world emissions to begin falling.

EU Complaints About Domestic Content
Standards in U.S. “Inflation Reduction Act”

As Chinese and other middle-income emissions
rise, meanwhile, new climate and energy policy
laws adopted on both sides of the Atlantic have
narrowed the gap between U.S. and European
climate ambition, but widened the disparity
between their climate policies — posing the
ironic threat that climate policy might become a

divisive rather than unifying force among the U.S.

and its major allies.

For example, the European Commission, which
is responsible for EU international trade matters,
has said that measures in the U.S. Inflation
Reduction Act (IRA) passed in August 2022
include local content, production, and assembly
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"China’s steel and aluminum
industries (the two largest traded
sectors in the CBAM group) produce
mainly for the Chinese market, export
only ahout 6% of what they produce,
and are likely to respond only
moderately to external rules."

requirements that discriminate against non-
U.S. companies. In particular, the EU objects to
provisions that offer consumers a $7,500 tax
credit for electric vehicles only if (a) the vehicles
are assembled in North America, and (b) if 40%
of the “critical minerals” used in these vehicles'
batteries are extracted and processed in the U.S,,
or in countries that have a free-trade agreement
with the U.S. That means U.S. trade partners
including Canada and Mexico are exempt from
some of the law's major content restrictions,
but other foreign car producers (European- and
Japan-based firms in particular) are not.

While defending the measures, President Biden
acknowledged to reports in late 2022 that

the law has “glitches,” and that adjustments
could “make it easier for European countries to
participate?® The U.S. Treasury Department in
late March 2023 issued tax policy guidance that
“newly negotiated critical minerals agreements”
— such as one the U.S. reached with Japan in
late March and another being discussed with
the EU — would be considered equivalent to free
trade agreements in terms of eligibility for the
subsidy, enabling them to use Japanese and
(presumably, assuming conclusion of a critical
minerals agreement) EU-processed minerals in
battery production.®® This action lessened some
concern among EU and Japanese automakers
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but also angered some in Congress who believe
it contravenes the intent of EV provisions

and creates an unexpected and controversial
definition of “free trade agreement.” Meanwhile, it
left in place the more basic rule that auto-buyers
wanting to take advantage of the EV credit could
not use it for European- or Japanese-made cars.

EU Enacts a Carbon Border Adjustment
Despite U.S. Concerns

Meanwhile, a few months earlier, the EU —
asserting frustration over by lack of global
emissions reductions and worried that foreign
firms have who do not pay carbon taxes might
gain competitive advantage over European
producers — created the world's first Carbon
Border Adjustment Mechanism (CBAM). In this
program, which will be introduced in 2023 and
become operational in 2026,*' the EU imposes
a fee based on the level of carbon emitted to
produce carbon intensive goods entering the
EU.%2 The import fee is the equivalent to the EU-
wide price of carbon paid by domestic producers,
currently about 100 Euros per ton, under the
European Union Emissions Trading System.

The mechanism will initially cover six products:
iron and steel, cement, aluminum, fertilizers,
electricity, and hydrogen. During a transition period
from October 2023 to December 2025, non-EU
manufacturers will be required only to report their
emissions. After that, a levy will be brought in
gradually, beginning in 2026 and reaching the full
100 euro/ton level in 2034, implemented through
a program in which EU importers will have to
purchase certificates equivalent to the weekly EU
carbon price.*®

In the wake of the U.S!" IRA law, the EU decided
to adopt some of the IRA's own innovations,

in the form of new subsidies. Announced in
January by European Commission President
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Ursula von der Leyen, the so-called “Green
Industrial Plan” represents “a conscious decision
to emulate” the IRA, according to Pierre Tardievu,
chief policy officer at lobby group WindEurope.
Von der Leyen said the EU plans to “make
Europe the home of clean tech and industrial
innovation.” “But for now, details... are scant,” SP
Global notes.** This suggests that EU nations,
long known for complicated industrial policies,
will attempt to have both carbon border fees
and domestic subsidies. As we shall see,

such a competing checkerboard of subsidies,
regulations, carbon prices, and border fees
between the U.S. and EU obscures the central
fact that their economies are both decarbonizing
quickly while the principal reason for pessimism
on climate change is the continuing emissions
growth in China and to a lesser extent other
major middle-income nations.

CAN U.S. AND EU APPROACHES BE RECONCILED?
Fundamentally differing U.S. and EU climate
programs risk causing as much transatlantic
conflict as cooperation. As the EU CBAM phases
in, American businesses and their workers

fear lost export markets and new regulatory
barriers, especially as Commission CBAM
designers consider expanding the program to
include large U.S. exports such as plastics and
chemicals. German automakers and EU national
governments are equally alarmed by the Inflation
Reduction Act's buy-local rules, particularly with
respect to electrical vehicle credits, viewing
them as discriminatory and designed to pull
investment out of Europe.

American reactions to the EU CBAM adoption
were decidedly mixed, but often included
suggestions that much closer climate trade
policy cooperation between the U.S. and EU was
both possible and desirable.
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This is correct. Large opportunities exist for the
United States, the European Union, Japan, the
U.K., and other allies to work together to address
a wide variety of clean energy policy, global
greenhouse gas emissions, and energy security
issues that a CBAM does not fully solve, based
on the shared low emissions intensity of their
economies. As they do so, they can accelerate
growth and cooperation in clean technologies,
while helping to induce more carbon intensive
economies like China's to reduce emissions so
as to avoid new costs and trade disadvantages.

Such a trade alliance approach seems also to
be what the Biden administration favors, at
least in a few sectors.* Its reaction to the CBAM
has been to propose a modest form of a trade
alliance among the EU and other low-emitting
nations focused on only steel and aluminum.
This concept has some significant flaws: higher
metals costs and the attendant disadvantages
these cause to automotive industry, machinery,
construction, and other sectors; violations of
WTO rules if the main outcome is simply to
raise tariffs on countries other than the EU; and
the presumably negative reactions a U.S.-EU
fait accompli will elicit from Japan, the U.K,,

and others. Nonetheless, the administration's
suggestion of this sustainable trade alliance
concept suggests that the administration may
be willing to negotiate a broader trade pact in
response to the EU CBAM.

Congressional Proposals for a U.S. CBAM
Congress also has a base of support for such
ideas. As the Biden administration has inched
toward possible energy and climate policy trade
proposals with the EU and G7, some Members of
Congress have introduced American CBAM bills.
One, introduced in 2021, came from Senator
Chris Coons of Delaware — the “FAIR Transition

and Competition Act” — and Representative
Scott Peters of California.*®4’ This instructed the
Treasury Department to determine the “domestic
environmental costs incurred” by domestic
businesses producing a variety of products
including aluminum, cement, iron, steel, oil, and
natural gas, or the cost of the environmental
regulatory burden in the United States. The bill
required Treasury to determine greenhouse gas
emissions for the products, and to use this data
to determine a border carbon adjustment fee for
imports of each product.*

Another bill with the same goal, the Clean
Competition Act introduced by Senator Sheldon
Whitehouse (D-R.1.) in 2022, would have set

a carbon tax of $55 per ton starting in 2024

on industries in the Environmental Protection
Agency's Greenhouse Gas Reporting Program.*
Covered companies would have to pay for

their emissions that exceed their industry’s
average. Most importers would pay the tax
according to how their home country’s industry
emissions compare to the domestic industry.
Domestic companies covered by this law would
receive a rebate for the carbon tax for exported
products.®® Senator Whitehouse said his
proposal would “give American companies a
step up in the global marketplace while lowering
carbon emissions at home and abroad and
steering the planet toward climate safety.™!

These CBAM efforts obviously did not pass in
the last Congress. Internationally, they also face
a challenge in compliance with WTO rules, at
least in versions that impose a penalty on foreign
producers while providing subsidies to, rather
than imposing a similar cost on, U.S. producers.
The measure most likely to be WTO compliant

is the proposal by Senator Whitehouse, which
assesses carbon fees on domestic as well as



ALLIANCE FOR CLEAN TRADE:

A FRAMEWORK PROPOSAL FOR A NEW CLIMATE AND
TRADE ALLIANCE BETWEEN THE U.S., EU, AND ALLIES

imported goods selected industries for emissions
above a set level. But since Congress has several
times failed to pass domestic carbon taxes over
three decades, and Republicans have nearly
uniformly opposed to them, this legislation faces
a steep domestic challenge.

The near-term implementation of the EU's
CBAM, however, may be changing views; similar
legislative ideas seem likely in Congress in
2023, including possible bipartisan bills, as
several Republican members such as Senator
Bill Cassidy of Louisiana express interest.5?
But this remains open to question, and the
CBAM approach has not yet gained support
from congressional leaders or the chairs of the
relevant Senate Finance and House Ways and
Means Committees.

Harmonizing U.S. and EU Policies Based on
Shared Low-Carbon Intensive Economies
Analysts have noted that U.S. and EU

policies “reflect starkly different and arguably
incompatible visions for the intersection

of climate and trade policies. A failure to

align approaches risks further stoking trade
tensions and would likely have international
repercussions. Without multinational coalitions,
dirtier, lower-cost competition will undercut
emerging low-carbon technologies."® This is
obviously correct. However, it is also true that
both the U.S. and the EU are making major,
expensive efforts to reduce their emissions, and
this common goal is more important than the
divergences in their plans to reach it. And this
being the case, we believe there remains a large
opportunity for the U.S. and EU together to build
agreements based on their crucial, common
characteristic — shared low-carbon intensity
economies,® which will be reducing emissions
far lower in the next few years. Indeed, the U.S.
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and EU, along with the U.K. and Japan, are
certain to be operating the largest low-emissions
economies for many years to come. Together
they must use this competitive advantage to
induce other nations around the world to reduce
their emissions as well.

As noted, the EU CBAM is tied to the EU's
Emissions Trading System, which is a “cap

and trade” form of carbon pricing. The EU ETS
market and rules set the carbon price, and
CBAM implicitly insists that other countries
adopt a carbon pricing approach to emissions
reductions as well, at least in terms of fees paid
by importers of the relevant products. This has
caused criticism not just from some quarters
in the U.S., but from a wide range of nations
around the world, including Brazil, India, and
South Africa.%s EU officials counter that their
CBAM requires domestic products and imports
to pay the same carbon price, and is, therefore,
non-discriminatory and could survive scrutiny
under the World Trade Organization rules. This
assertion is yet to be proven and will depend
on the details of CBAM implementation, but in
principle appears sound.

But as a singular basis for an international
standard to compel emissions reductions from
other nations, both the U.S. and EU emissions
reduction policies have serious challenges. In

its CBAM, the EU alone sets the carbon price,
requiring other countries to pay that carbon
price for excess carbon emissions of products
as a price of entry to its covered sectors. Many
nations, even those with relatively low emissions
intensity, may balk at this demand in certain
sectors, and respond either by retaliation against
EU goods or subsidies to producers paying the
fee. All will be suspicious of pressure on the

EU to select its own best performers, and to
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delay CBAMs in industries where member state
emissions may be higher than peer averages.
The U.S., lacking national carbon prices, is no
exception. As its companies in certain sectors
calculate the cost of a carbon border fee based
on the EU ETS price, administration officials or
Congress may be tempted to retaliate rather
than cooperate.

The 2021/22 battery of subsidies to American
producers, meanwhile, is even weaker than

the EU's approach as a basis for international
climate policy. Such subsidies do nothing

to reduce emissions from other countries'
production of internationally traded products;
they may instead encourage similar subsidies
by other nations, as the EU Green Deal Industrial
Policy plans suggest, fragmentation of clean-
energy industries that would growth faster on
a cooperative basis, and/or countervailing-duty
suits and tariff penalties on U.S. exporters.

"G7 leaders in June 2022 committed
to establishing a 'climate club.™

G7 Nations Pledge to Establish “Climate Club”
With these challenges in mind, G7 leaders in
June 2022 committed to establishing a “climate
club."®® (The G7 members are Canada, France,
Germany, Italy, Japan, the UK, the U.S., and the
EU.) Their statement notes the need to “compare
the effectiveness as well as the economic impacts
of our mitigation policies consistently with our
ambition to reduce emissions such as through
explicit carbon pricing, other carbon mitigation
approaches and carbon intensities." Furthermore,
the statement recognizes the need to expand the
‘club” of nations by inviting “partners, including
major emitters, G20 members and other
developing and emerging economies, to intensify
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"As a singular basis for an
international standard to compel
emissions reductions from other
nations, both the U.S. and EU
emissions reduction policies have
serious challenges."

discussions and consultations with us on this
matter.

In essence, the G7 statement recognizes the need
to harmonize carbon pricing and carbon intensity
approaches, but does not actually propose specific
ideas to do so.

U.S. Floats Sustainable Steel and

Aluminum Pact

Late last year, the Biden administration began
to float a narrowly crafted sectoral proposal for
cleaner trade, dubbed in news media coverage
as a “green steel club."” A concept paper
drafted by the Office of the United States Trade
Representative proposed the creation of an
international consortium or alliance that would
promote trade in steel and aluminum produced
with fewer carbon emissions (presumably by
eliminating the Trump administration’s “232"
tariffs, though this is not explicit), while imposing
higher tariffs on those products from China and
elsewhere, according to reporting by The New
York Times.

The proposed group known as the “Global
Arrangement on Sustainable Steel and
Aluminum” would use American and European
low-emissions production and markets to
bolster domestic industries in a way that also
mitigates climate change. The U.S,, EU, and other
member countries would jointly impose fees on
metals produced with higher greenhouse gas
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intensity, aimed at China and other countries
that would not be members of the initial group.
Steel-making accounts for up to 8% of global
emissions of carbon dioxide (depending on one's
source of estimates), with more than half of
those emissions from China, making the sector
an obvious first choice for a trade alliance.%®

It is notable that the Biden administration
floated this proposal publicly for the first time
immediately ahead of the EU vote to implement
a CBAM policy. It seems clear that the Biden
administration would prefer some form of
sectoral trade agreement based on emissions
intensity to simply acceding to the EU CBAM.

U.S. Treasury Secretary Janet Yellen and other
officials have also recently suggested they

may promulgate new rules to ease EU and
other allies’ concerns over provisions in the

IRA legislation. Most notable among these are
the S50 billion in tax credits the law designed

to entice Americans to buy electric vehicles
assembled in North America. For electric
vehicles to be eligible for the full tax credit, the
‘critical” minerals used to make the batteries
that power them (graphite, cobalt, lithium, and
some other products) must come from nations
that have free trade agreements with the United
States. This group was traditionally thought to
comprise the 20 countries which between 1985
and 2011 negotiated WTO-compatible ‘free trade
agreements’ with the U.S., currently including
Canada and Mexico along with Korea and
Australia, but not the EU, the U.K., Japan, and
some other allies.®

Over the last few months, both the U.S. and

the EU have offered a few small “tweaks”
designed to appease particularly heated
objections from the other side, most notably by
the Treasury Department’s announcement in
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March 2023 that it would consider agreements
on critical mineral discussions equivalent to
FTAs for the purposes of IRA EV credits. Yet
neither has grappled with the need for a more
comprehensive and larger clean energy trade
alliance to harmonize differing clean energy
policies. Only such a program will provide

full benefits to U.S. and EU firms who have
already made low carbon investments in
production, avoid counterproductive retaliations
and countervailing-duty penalties, and help
induce China and other more carbon-intensive
economies to reduce their emissions to avoid
new challenges in exporting to the S5 trillion
American and European import markets.

Using an Emissions Performance Standard
Metric for U.S. and EU Harmonization

The basis for such a program is so clear that it
can be hard to see: though the U.S. and EU have
created very different greenhouse gas emissions
mitigation policies, both are dramatically
reducing their greenhouse gas emissions, and
both have roughly comparable levels of carbon
intensity in the industrial sectors likely to be
initially covered by any agreement, although

the EU as a whole has lower economy-wide
emissions intensity than the total U.S. economy
due to higher U.S. driving rates, among other
factors.®®®' This suggests an agreement should
be possible based on emissions performance
standards — that is, the carbon intensity of each
economy or a particular sector within it — not
any specific carbon reduction policy.

Such an emissions performance standard is
recommended as the most desirable metric
of climate action in a recent report by experts
at the Bipartisan Policy Center, who suggest
that it should be the method used to measure
emissions reductions if the U.S. were to pass
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legislation adopting its own CBAM.%? The BPC
authors find that an emission performance
standard “only weighs the amount of
embodied carbon in an imported product when
determining” any the border tariff or import fee
but “does not give any subjective consideration
to a country's policies or climate ambition, as
the embodied emissions in an import represent
the totality of the exporter's emission-reducing
policies." This could be applied only to imports
if based on the average of emissions ina U.S.
sector (though this would almost certainly
violate U.S. WTO obligations) or applied both to
domestic and imported goods (an approach that
is more likely to meet WTO rules but could be
more politically challenging).

Most importantly, “by placing a fee on emission
performance, the design incentivizes cleaner and
more efficient production methods,” but without
dictating a specific methodology like carbon
pricing as an underlying policy, such a metric
could provide more flexibility to accommodate
differing policy approaches to emissions
abatement, especially by sector, than one based
on carbon pricing.

Proposed Framework for a U.S.-EU Alliance for

Clean Trade (ACT):

® ACT participating countries agree on
sectors to cover, based in part on a sector’s
high levels of emissions and capacity to
reduce overall emissions. The starting
point is six sectors the EU has chosen for
its Carbon Border Adjustment Mechanism
(CBAM): steel, aluminum, fertilizer,
hydrogen, cement, and electricity.

® FEach sector establishes a “Sectoral
Emissions Intensity Standard” (SEIS) based
on acceptable levels of emissions per ton
(or other unit of output) and determined
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This suggests an agreement should

be possible based on emissions
performance standards — that is, the
carbon intensity of each economy or a
particular sector within it — not any
specific carbon reduction policy.

through negotiations of ACT nations.
Sectoral emissions intensity standards
must be ambitious enough to achieve
sectoral emissions reductions worldwide,
to a degree consistent with the sector’s part
in overall global emissions reductions. The
initial SEISs will be in effect through 2030,
after which emissions intensity goals will
become more aggressive every five years
based on member country negotiations.

Domestic producers of goods in those
sectors, and comparable imported products,
would be charged a carbon fee per unit of
output or imports if their carbon sectoral
emissions intensity exceeds the standard.
The fee would be the same in all participating
countries but would be in practice zero or
quite low for most companies and sectors
for initial ACT nations.®®

The EU must replace its proposed CBAM
with the ACT accord, but can continue to
have a domestic carbon price through its
EU Emissions Trading System, just as it
does now. In exchange, the U.S. authorizes
full participation in tax credits for minerals
and automobiles (as Canada and Mexico
now receive) produced in ACT-compliant
countries, and consider ACT countries
gaining additional clean energy subsidies
currently only offered for U.S. domestic
companies.
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® Include other G7 nations (U.K., Japan,
Canada) and OECD members in Alliance
in due course. Other nations may join over
time if qualifying.

®  Consider creating differing “on-ramps”
for countries at different stages of
development to interact with ACT.

® Revenue from fees paid by higher emitting
imports might be used for investments in
additional domestic emissions reductions
and improvements in climate resiliency
and disaster costs, both domestically and
globally.

BENEFITS:

® Prevents U.S. and EU industry from being at
a competitive disadvantage through “carbon
leakage” since domestic companies face
carbon regulations and costs that many
other global competitors do not;

® |ncentivizes China and other large emitting
non-ACT member nations to cut emissions
to qualify for access to Alliance trade
markets and benefits;

® Reduces negative effects on international
trade of disparate climate policy
approaches by the U.S., EU, and G7 allies,
including from the EU CBAM and U.S. IRA
laws;

ADVANTAGES OVER CBAM ALONE:
®  Would very likely meet WTO compliance
standard;

®  Does not require Congressional approval
of widespread carbon prices or U.S. CBAM
(which may not be WTO compliant without
domestic carbon price);
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®  More easily allows different treatment for
different sectors.

DISCUSSION

We believe the time has come for the Biden
administration to negotiate with the EU and
other allies to reach a common position. This
will make their own policies more effective in
reducing emissions, reduce conflict among
them, and strengthen their hand as they seek to
induce, pressure, and persuade the large middle-
income countries responsible for all current
emissions growth — China first among them —
to join.

Since the EU's adoption of its CBAM policies
and U.S. passage of the Inflation Reduction Act
(IRA), the U.S. and EU have been fighting with
one another rather than finding ways to secure
comparably ambitious emissions reduction
policies elsewhere. Increasingly, U.S. and EU
policies and rhetoric are becoming dominated
by arguments over the different approaches they
have taken, rather than by the consensus on the
need for significant global reduction of carbon
emissions and the fact that the U.S. and EU
cannot reduce global emissions without help.

President Biden and other U.S. leaders also need
to present the American people with a realistic
path forward on climate policy that incentivizes
action globally, and does not simply reflect
emissions reductions by the U.S., EU, and other
high-income democracies alone.

The framework for an Alliance for Clean Trade
(ACT) presents a more realistic opportunity for
long-term success at global climate protection.
Congress does not have time to debate the issue
for a decade or more. The imperative of climate
change risk demands more rapid action. So
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do increasingly disparate U.S. and EU climate
and energy trade and economic policies that
are exacerbating transatlantic relations. Such
discord over key climate, energy, economic
and trade issues is especially dangerous at
the current moment during which Europe and
the United States must be unified against
Russia’s war in Ukraine, and threats from other
adversaries, including China.

Our recommendations for such a negotiation
between the U.S. and EU are deliberately
limited and open-ended, as the key to a
successful negotiation will be to establish a
straightforward but narrow trade-off of policy
interests, beginning with those pertaining

to economic sectors where agreement is
easiest. The Biden administration’s proposal
of a “Global Arrangement on Sustainable Steel
and Aluminum” is a step in this direction, and
consistent with this report’'s recommendations.

In its essence, the PPI proposal envisions the
U.S. allowing EU firms access to IRA benefits

in exchange for the use of an emissions
performance standard metric rather than the EU
ETS carbon price. Of course, a larger agreement,
involving the other G7 countries and ultimately
the 38-member OECD, would require other
compromises. But a an Alliance for Clean Trade
(ACT) can be structured to accommodate small
revisions to EU and U.S. systems by sector
more easily if it is focused on an emissions

performance standard, rather than carbon prices.

On-Ramps for Additional Nations to Join ACT
The long-term goal of the ACT Alliance is

to incentivize, and over time create rising
pressure, other major nations to meet the ACT
emissions and carbon intensity standards in
the service of lowering global greenhouse gas
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emissions rapidly to prevent mutually assured
climate catastrophe. As such, it is crucial that
negotiators create a series of strong incentives
for major emitting nations like China to lower
their emissions and eventually join the ACT
Alliance, at least in certain sectors.

This may require several grades or types

of membership. For example, small island
states and least developed countries might

be exempted altogether, and low-emissions
countries at middle-income levels might

only need to meet a lesser standard of the
emission intensity to gain payment-free access
to covered sectors of ACT markets. More
broadly, the carbon intensity requirement

in each sector must be set at a level where
some developing countries might qualify with
significant effort, but major industrial producers
with high carbon intensities like China will
require greater reductions to qualify. It may be
possible to design a carbon intensity on-ramp
that is slightly less stringent than that achieved
by original member developed countries, if
credible plans for emissions reductions are
demonstrated. Finally, all developing nations
will need assistance from the World Bank and
related international financial institutions and UN
agencies.

Russia’s War on Ukraine and the

New Geopolitics of Energy

Needless to say, Russia's war on Ukraine has
further complicated an already complex global
energy geopolitical landscape. Russia, a major
carbon-emitting economy at 2.5 billion tons
per year, is not a viable ACT member while

it continues to pursue its illegal war against
Ukraine.®* And nothing in this proposal should
be interpreted as in any way undermining U.S,,
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EU and other nations embargoes and other
sanctions against key sectors of the Russian
economy, including energy.

But the status of other nations who are aiding
Russia with money and arms like Iran should
likewise be compromised regarding ACT
membership and compliance. The question of
what to do about nations who are purchasing
Russian oil and gas is significantly more
complicated. But this represents yet another area
where a ACT Alliance could help induce actions in
accord with long-term climate protection as well
as energy and national security.

CONCLUSION

The United States and our closest allies need to
create a more comprehensive and compelling
international climate, clean technology trade,
and energy security framework to address
climate change and maximize consumer
benefits. Yet such an alliance should not start
as economy-wide, as that will prove too difficult.
Instead, it will focus on energy intensive sectors
and the clean energy sector first.

America’'s embrace of the IRA clean energy

law, with significant subsidies for clean

energy investments across a huge range of
technologies, is a breakthrough for domestic
and global climate policy. Yet provisions in the
law that require domestic content, production,
and processing pose a significant problem for
our European allies since the EU does not enjoy
a wide-ranging trade agreement with the United
States, unlike our allies in Mexico and Canada.
EU officials and private sector companies are
eager to find a way to resolve this issue.
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Trade measures are obviously not in themselves
full solutions to the likely growth of emissions
over the next decade. Expecting them to compel
China to decarbonize industrial sectors highly
reliant on coal-generated energy and on heavy
industrial production (much less an entire
economy) is unrealistic; rather, they should

be seen as ways to simultaneously promote
cooperation among large economies with low
emissions, and inducements to China and other
middle-income countries to shift course and
avoid trade disadvantages by joining a global
consensus over time. The EU and U.S. alone,

for example, account for nearly 29% of all world
goods imports; the larger G7 including Canada,
the U.K,, and Japan for 36%; and the 38-member
OECD about 45%.%

Equally, the European Union's CBAM presents

a challenge for the U.S. in particular as the EU
contemplates expanding it to chemicals and
plastics. The goal of negotiations should be to
exploit the opportunity of shared low carbon
intensity economies while accommodating to
the extent possible the different characteristics
of U.S. and EU climate policies. No matter

the content of any U.S. and EU agreement,
encouraging a global shift to cleaner production
methods will require extensive international
cooperation, including trade measures that
penalize high-emissions production. But U.S.
and EU producers stand to benefit, as will others
who have made investments in low emissions
production. This will allow the United States, the
European Union, and other countries who have
acted on climate change to reap benefits from
their investments and emissions reductions,
while incentivizing other nations to do the same.
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Without question, such negotiations will be
difficult. But the near- and long-term benefits
could be large in terms of emissions reduced,
costs avoided, and dangers reduced. An
Alliance for Clean Trade (ACT) would provide
greater incentives to bend down the rising
global emissions curve, and help prevent the
destabilization of the global climate. Only the
leadership of the United States, the European
Union, and our allies together can make this
happen.
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