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The scientific debate seemsto be over.
Discussion of costsisjust beginning.

r the most part, the scientific debate on global warming seems
to be over. As the United Nations working group on climate
change (officially the Intergovernmental Panel on Climate
Change) said, the evidence of global warming is now
“unequivocal,” the potential impacts are significant, and there
is little doubt that human activities—mainly the burning of
fossil fuels—have contributed importantly to warming.

Thereisless consensus though on the appropriate policy
responses to global warming. The Kyoto Protocol set out an international under-
standing to reduce emissions of greenhouse gases—chiefly carbon dioxide. The
unwillingness of the United States to join is awidely recognized shortcoming of
the Kyoto regime, but it is not the only question. Although most major developing
countries joined in Kyoto, notably including China, developing countries did not
shoulder the burden of reducing greenhouse gas emissions under the treaty.

In the United States, the political debate haslargely moved on to adiscussion
of possible approaches to lowering greenhouse gas emissions. The so-called
Lieberman-Warner legislation—named for the lead sponsors Senator Joseph
Lieberman (ID-CT) and John Warner (R-VA)—is now being considered in the
Congress and could even be approved in 2008. That legidation creates a cap-and-
trade system which is designed to reduce greenhouse gas emissions from abaseline
period by allowing greenhouse gas-emitting companies to either reduce emissions
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or purchase emission credits from agovernment-spon-
sored market. After eight years, this Lieberman-Warner
system could be applied to imports as well as domes-
tic production. Among advocates of pollution/emission
control, the cap-and-trade system iswidely seen as a
flexible yet effective approach to implementing pollu-
tion reduction policies. But employed on this scale it
raises anumber of complex international competitive-
ness and international trade issues.

ECONOMIC IMPACTS

There is much debate and disagreement on the eco-
nomic impacts of policies reducing greenhouse gas
emissions. Required controls on the burning of fossil
fuels would certainly have considerable economic
costs. At recent congressional hearings, business-
friendly sources put the U.S. economy-wide cost of
implementing the Lieberman-Warner legislation at
$4-$7 trillion from 2010-2050. The UN climate work-
ing group reviewed anumber of estimates of the likely
impact of aglobal policy and pegged the total cost to
the world economy at between a 1 percent gain and a
5.5 percent loss by 2050.

Some have argued—notably a widely discussed
report by Nicholas Stern—that the costs of not acting
to address climate change, such as rising sea levels,
decreased agricultural production, and related prob-
lems, would be as large as the costs of carbon dioxide
emission control strategies and that the cost of miti-
gation could rise sharply if action to control green-
house gas emissionsis not taken soon. The UN climate
working group generally endorsed this perspective.
Others have noted that a global emphasis on control-
ling greenhouse gas emissions would benefit some
sectors, for example, renewable energy sources.

These arguments may be true, but the net bene-
fits of agreenhouse gas emission control strategy do
not mean that there are not real short-term costs to
controlling emissions. Unquestionably, areductionin
greenhouse gas emissions from the burning of fossil
fuelswould require heavy investmentsin technol ogy,
infrastructure, and new power plantsto either capture
carbon emissions or create alternative energy sources.

Here again, there is debate on the estimates, but
Europe's experiment with cap-and-trade was associ-
ated with increased energy prices. The Lieberman-
Warner legidation authorizes anumber of free credits,
puts price-setting on creditsin the hands of anew gov-
ernment board, and allows “off-ramps’ (essentially
safeguards) to address unforeseen economic problems.
These provisions make it difficult to predict price
changes resulting from the legidation, but there can

belittle doubt that the cost of fossil fuel-based energy
would rise under the Lieberman-Warner legidlation.
Theincreased costs of eectricity, particularly in areas
that now rely heavily upon cod, could be substantial .

COMPETITIVE IMPACTS

Many sectors of the U.S. economy, such as utilities
and transportation, would face higher costs, but for
the most part they are likely to pass those costs on to
consumers, resulting in—by one widely cited esti-
mate—increases of $300 to $1,000 in the annual
energy bill of middle-class families. Steps can, of
course, be taken to reduce the impact upon con-
sumers—as the Lieberman-Warner legislation
attemptsto do.

U.S. industries that consume energy and face
international competition could, however, meet with
grave competitive challenges if the rest of the world
did not also adopt comparable greenhouse gas emis-
sion policies that would equalize costs around the
world. For many heavy manufacturing industries such
as steel, dluminum, and chemical production, energy
is an important input. The details of a cap-and-trade
system—pearticularly the allocation of free creditsfor
past improvements in efficiency—could blunt the
impact upon particular industries in the short term;
these free credits could even provide an economic
boon to some companies. Still, it is difficult to avoid
the reality that any system to restrict greenhouse gas
emissionsislikely to result in higher energy prices.

In the United States, many heavy manufacturers
are centered in areas that rely upon coal as a primary
energy source for electricity and face serious interna
tional competition from companies both in the devel-
oped and the developing world. Increasing energy
costsin the United States—especially without similar
increasesin the host countries of competitors—would
impose a serious competitive burden on those indus-
triesand likely result in declining production, employ-
ment, and associated economic costs.

Europe’s experiment with
cap-and-trade was associated with

increased energy prices.
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The coststo the United States of agreenhouse gas
emission control policy without international consen-
suswould not only befelt by American manufacturers.
The lack of aglobal policy would result in production
of energy-intensive products shifting to countries that
do not impose greenhouse gas emission reduction poli-
cies. Thisshift, in turn, would lead to increasing green-
house gas emissions from these countries both from
global shiftsin energy-intensive industries and contin-
uing economic growth.

GLOBAL RESPONSE

For these and other reasons, the advocates of green-
house gas emission policies have long emphasized the
need for a global response, which led to the Kyoto
Protocol. The Lieberman-Warner legislation and other
U.S. legidation to control greenhouse gas emissions
have also recognized the central role of international
agreements to reduce greenhouse gas emissions.
Unfortunately, global competitive problems result-
ing from greenhouse gas emission policies may not be
easy to address. Advocates of international greenhouse
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gas emission controls point to the Montreal Protocol,
which limited the use of ozone-depleting chemicals, as
an example of effective global response to an environ-
mental problem. This example is encouraging, but the
costs of controlling greenhouse gas emissions are far
higher than the cogts of reducing ozone-depleting chem-
icals.

In addition, the burning of fossil fuels and green-
house gas emissions is a practice in every country in
the world. The United States is presently the leading
source of carbon dioxide from the burning of fossil
fuels. According to an assessment by the Center for
Global Development, however, Chinais about to pass
the United States as a source of carbon dioxide in amat-
ter of months and continue to increase use of fossil fuels
for the foreseeable future. Greenhouse gas emissions
are also rapidly increasing in other developing coun-
tries, including Indiaand South Korea.

International agreements have long given consid-
erable deference to the needs of developing countries,
granting effective exemptions from many international
rules. In the case of greenhouse gas emissions, how-
ever, it is difficult to see how a control regime could
be effective without parallel controlsin at least major
developing countries. Certainly, the manufacturing
industriesin the United States could suffer serious con-
sequences if China and Indiawere exempted from the
costs of greenhouse gas emission control. Beyond that,
if a decrease in greenhouse gas emissions from the
developed world is combined with an increase from
the developing world, little has been achieved.

Unfortunately, it is not at all clear that develop-
ing countries are willing to shoulder the burden of
reducing carbon dioxide emissions. Chinese authori-
ties, for example, have repeatedly made it clear that
they place development as a higher priority than envi-
ronmental protection. Faced with increasing demands
for energy driven both by an expanding industrial base
and a population that demands increasing energy for
personal usg, it iseasy to understand the reluctance of
Chinese and Indian officials to reduce greenhouse gas
emissions. Those economic and political realities,
Chinese statements, and China's announced plans to
build and expand two hundred coal-fired electricity
plantsin the next decade, suggest that China and other
developing countrieswill be quite reluctant to decrease
greenhouse gas emissions from current levels or even
constrain future growth.

Advocates of legidation like Lieberman-Warner
rightly point out that developing countries are unlikely
to constrain their own use of fossil fuels and green-
house gas emissions unless the United States agreesto



similar limitson itself. Thisisamost certainly true, but
it does not necessarily follow that the devel oping world
would adopt a regime to reduce greenhouse gas emis-
sions if the United States were to act. In fact, current
evidence would suggest that the developing world
would likely be reluctant to take on an expensive pro-
gram to reduce greenhouse gas emissions—even if the
United States were to make some contributions by
allowing greenhouse gas emission control technology to
flow to these countries.

POLICY IN A DIVIDED WORLD

This likely raises the prospect of making policy on
greenhouse gas control in aworld that isdivided on the
appropriate response to global warming. Many devel-
oping countries would likely take the position that the
devel oped world has responsibility for reducing carbon
dioxide emissions; there is some equity argument to
support this position since, to date, most greenhouse
gas emissions have come from developed countries.
Unfortunately, growth in the developing world will
soon date that assessment. It is difficult to imagine a
successful greenhouse gas control policy without devel -
oping country curbs.

Evenif there was a broad agreement, national poli-
cies to control greenhouse gas emissions are likely to
vary from country to country. There are alternative
approaches to a cap-and-trade system that have some
merit, such asacarbon tax. Eveniif al countries adopted
the outlines of a cap-and-trade system, it islikely there
would be differences. It is certainly foreseeable that
countries might choose to exempt or otherwise lessen
the burden on key industries. It is certainly possible that
some countries might exempt or pay offsetting subsidies
to, for example, the fertilizer industry to ensure food
security, or steel production to ensure national security
or economic health. Even the Lieberman-Warner leg-
idation attemptsto limit theimpact on U.S. agriculture.
Absent some overarching international understanding,
can there be any real doubt that other countries will
respond to their own domestic political priorities even
if they agree to impose greenhouse gas limitations?

Such a global patchwork might theoretically be
effective in reducing greenhouse gas emissions, but
special protections for selected industries would likely
have enormous global competitive impacts within
those industries chosen for special treatment. If China
were to exempt its steel or chemical industries from
greenhouse gas emission controls or pay them large
subsidies, competing industries in the United States
and Europe would be at a devastating competitive dis-
advantage. If Russiawere to exempt itsfertilizer indus-

try, U.S. fertilizer producers and perhaps farmers would
feel the competitive pain. The resulting economic dis-
locationsin the United States would pose a serious and
legitimate problem for a greenhouse gas emission con-
trol regime. Important industries have been successful
in shaping U.S. policy in many areas in the past and,

The developing world would likely
be reluctant to take on an expensive
program to reduce greenhouse gas
emissions—even if the United Sates
were to make some contributions
by allowing greenhouse gas
emission control technology

to flow to these countries.

with a legitimate competitive problem to point to,
Washington islikely to respond in situations like those
envisioned here. Similar scenarios are likely to play
out in other countries.

Domestic legidation, such as Lieberman-Warner,
has—as noted—foreseen concerns such as these and
sought to address them by imposing restrictions on
imports to ensure that the burden is at least partly
shared. After eight years, Lieberman-Warner would
require companies exporting to the United Statesto pur-
chase emission rights if the country from which the
import came does not have its own comparable green-
house gas emission control strategy. Though its pur-
poseis certainly understandable, this provision facesa
number of serious problems.

First, it will be difficult for the United States to
judge just how comparable policies are in foreign

Continued on page 80
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Continued from page 47
countries. It is unlikely that national authorities in
other countries will welcome U.S. efforts to verify
enforcement within their borders. Based on experi-
encein other fields such as protection of labor rights,
U.S. trade laws, and other environmental restrictions
(dolphin-safe tuna), questions about whether effec-
tive emission controls or carbon capture requirements
aretruly being enforced in other countries are likely
to arise.

Second, the eight-year delay in application of cap-
and-trade requirements to imported products could

If China were to exempt its steel
or chemical industry from
greenhouse gas emission controls or
pay themlarge subsidies, competing
industriesin the United Sates and
Europe would be at a devastating

competitive disadvantage.

pose significant problems. It is unlikely that U.S.
industries and their representativesin Congresswould
wait eight years while their production and employ-
ment declined and imports from non-complying coun-
triesrose.

Third, controls on importsinto the United States
would at best address trade injury in the U.S. mar-
ket. But most manufacturers competein global mar-
kets. Controls on imports would not address
competitive problems in third markets or lower
global prices on products resulting from competition
from countries that do not adopt greenhouse gas con-
trols. For example, U.S. chemical companies could
face loss of export markets around the world to
Indian producers due to emission control costsif the
U.S. imposed stringent greenhouse gas controls and

80 THEINTERNATIONAL ECONOMY WINTER 2008

India did not—even if Indian imports into the U.S.
market were at some point forced to purchase emis-
sion credits. Collectively, these competitive concerns
could force U.S. companies producing various
energy-intensive products to move manufacturing
operations to countries that did not require carbon
dioxide emission controls.

Finally, the provisions of the World Trade
Organization could constrain the ability of the United
States to impose requirements (effective tariffs) on
imported products. The WTO imposes restrictions on
measures (including environmental measures) that
restrict imports, including arequirement for “national
treatment” (ensuring imports are treated no differently
from domestic production), a requirement for a sci-
entific basis for trade restrictions, and a requirement
that policies be implemented through the “least trade-
restrictive means.” The WTO does recognize the
legitimacy of environmental restrictions in various
provisions, such asArticle XX (g) which alowstrade
restrictions for “the conservation of exhaustible nat-
ural resources.” But WTO dispute settlement panels
have found a number of national environmental poli-
ciesto violate the WTO. Special exemptions or sub-
sidies to selected industries could well also draw
WTO attention.

In a potentially interesting parallel, aWTO dis-
pute settlement panel ruled against provisions of the
U.S. Clean Air Act of 1990 that imposed limits on
imports of reformulated gasoline because the applica
tion of those restrictions fell unduly on foreign refin-
ers even though there was a parallel regulation on
domestic refiners. The parallel application of a cap-
and-trade system on imports could raise similar com-
plaints from countries that fail to adopt greenhouse
gas emission controls deemed effective by the United
States, which could result in the United States facing
the prospect of repealing or amending those restric-
tions or facing trade sanctions.

t may well bethat thereisan imperative for national

action to address greenhouse gas emissions. To be

effective, however, that policy isbest agloba policy.
A policy pursued only by the United States or even by
the entire developed world would generate enormous
competitive problemsfor U.S. industriesif major devel-
oping countries did not participate or did not participate
fully. Based upon past experience, itisunlikely that U.S.
policymakers would ignore those problems. This sug-
geststhat effective responseto global warming requires
careful thought to addressing the international compet-
itive chalenges at the outset.
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Thisreality should redouble the focus upon achieving
atruly global response to globa warming with provisions
to address the competitive concerns of particular indus-
tries. Unquestionably, uniform global action is the best
result from all perspectives.

At some point—perhaps even now—the United
States must consider acting alone or at least without true
global consensus to lead a response to global warming.
To be minimally effective and be economically and polit-
ically sustainable, however, that policy must give careful
consideration to the possibility—even likelihood—that
other countries will not adopt greenhouse gas emission
control strategiesat all or adopt different and possibly less
effective policies. Given that the bulk of greenhouse gas
emissionswill increasingly be outside U.S. borders, thisis
a central challenge to U.S. policymakers and easy
responses are elusive. Before setting up a domestic car-
bon dioxide emission control policy absent an interna-

tional agreement, the United States should be willing to
face certain international disputes, possible adverse deci-
sions by the WTO, and potentially even the prospect of
large trade sanctions.

Most previous U.S. environmental protection regimes,
such as protections of air and water quality, were rightly
considered to be largely domestic issues in which interna-
tional and competitive concerns were little more than foot-
notes, but in the case of reducing carbon dioxide emissions
those issues must be moved to center stage. Before acting
on legidation to establish regulationsin an areawith such
sweeping economic and competitive implications, U.S. pol-
icymakers should give careful thought to the competitive
and international implications. International competitive
problems and/or international trade disputes may in the end
be unavoidable costs of aU.S. palicy to control greenhouse
gas emissions, but they are costs that deserve advance con-
sideration and great weight in crafting U.S. policy. L 2
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