Trade agreements and sustainability
INNOVATIONS AND ILLUSIONS IN EU AND US AGREEMENTS

As the climate emergency deepens, governments, civil society, corporations and individuals must pursue
multiple paths in order to meet or exceed the goals of the Paris Climate Agreement. The Paris Agreement is
not self-enforcing, and the commitments of the signatory governments are voluntary. In contrast with the
Paris Agreement, free trade agreements (FTAs) and World Trade Organization (WTO) rules can be enforce-
able, with dispute settlement mechanisms and the possibility of penalties, including tariffs on goods from
offending countries. This disconnect opens the door to corporations offshoring polluting industries to avoid
the costs of the climate transition, and conflicts between trade rules and measures to effectively reduce
climate-altering emissions.

Policymakers and think tanks among others have therefore looked to trade agreements as a potential mecha-
nism to create enforceable cross-border commitments on climate, either linked to the Paris Agreement or
independent of it. Many of these proposals have originated in the European Union, where the mere mention
of climate in its agreements is touted as groundbreaking. Now that the United States has recommitted to
the Paris Agreement and begun a review of its trading relationships and policy, an upswell of voices have
suggested that U.S. trade agreements, too, could be vehicles to address climate change. But just how suited
are these agreements to this purpose?

The unfolding climate crisis requires a rethinking of trade policy to ensure that governments are free to take
ambitious actions to meet their climate commitments. Recent developments in EU, U.K. and U.S. trade policy,
while arguably mainly rhetorical, could indicate some first steps towards a new approach.

THE SUSTAINABLE DEVELOPMENT CHAPTERS
OF EU TRADE AGREEMENTS

Many of the EU’s trade agreements include chapters on Trade and Sustainable Development (TSD),
which address both labor and environmental concerns and may include specific climate-related text. The
EU-Mercosur Trade Agreement, which has been approved by negotiators but not ratified by EU member
states, has been held up by the European Commission as the most comprehensive of its FTAs in addressing
climate change and associated environmental harm. Indeed, the Commission’s Directorate-General for Trade
recently asserted in a letter to the Seattle to Brussels Network responding to criticism of the EU-Mercosur
agreement, “A particularly important element of this [TSD] chapter is the legally binding commitment for all
Parties to effectively implement the Paris Agreement.”

Yet in contrast to the politicians’ soaring rhetoric, a considerable body of analysis agrees the TSD chapters are
fairly useless both as written and as applied.' The environmental commitments are aspirational but vague. For
example, while recent trade agreements state the Parties’ support for the Paris Agreement and addressing
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climate change, these commitments do not include specific deliverables or provide any protections from trade-
based challenges when countries prioritize their climate commitments over trade commitments. The TSD
chapters are not subject to dispute settlement procedures outside of expert panel consultations, which can
only issue advisory opinions. There are no provisions for any sanctions or consequences for non-compliance.
Independent legal analyses, including from law professors, the environmental NGO ClientEarth and the faith-
based social justice organization CIDSE, agree that the proposed EU-Mercosur agreement would be no more
enforceable than prior FTAs. In the words of CIDSE, “as it currently stands, the Trade and Sustainable Develop-
ment Chapter is unfit for the 2021 centuries. Its declarations of intent will not be enough to protect biodiversity,
to fight climate change, and to ensure that human rights are not sacrificed in favour of profits.”

THE ENVIRONMENT CHAPTERS IN U.S. FTAS

The U.S. has taken a different approach in its FTAs, but to date, its environmental commitments have been no
more effective in promoting sustainable policies generally or addressing climate change specifically. The Envi-
ronment Chapters in recent U.S. trade agreements include commitments to comply with some Multilateral
Environmental Agreements (MEAs) to which the FTA parties have each signed on. But besides the (short) list
of MEAs, the text is generally not very specific and focuses mostly on not reducing current levels of protection
in domestic laws — rather than committing to increased levels of environmental ambition and enforcement.
Climate is not specifically addressed. Under the negotiating objectives enacted by Congress in 2015, trade
agreements may not include U.S. obligations “regarding greenhouse gas emissions.” While that policy expired
on July 1, 2021, the renegotiated North American Free Trade Agreement (the U.S.-Mexico-Canada Agreement
or USMCA) reflects this prohibition, as does the rebranded “Comprehensive and Progressive” Trans-Pacific
Partnership — even though the U.S. ultimately backed out of it.*

Both the Environment and Labor chapters in U.S. FTAs are subject to dispute settlement and penalties. While
theoretically enforceable, in practice, they have almost never been enforced. This is due to many factors
including a lack of will to bring enforcement cases, delays or obstruction in appointing dispute settlement
panels, and restrictive text that sets impossible standards, including the requirement that the challenged
action or nonaction be sustained or recurring and “related to trade.”

Some potentially useful developments in the EU and U.S.

U.S. TRADE POLICY REFORMS

Under the Protocol of Amendment to the USMCA that was negotiated by members of the House of Repre-
sentatives (led by now-United States Trade Representative (USTR) Katherine Tai), some of the deficiencies of
the Environment Chapter have been fixed up, at least on paper. There is new language establishing a presump-
tion that the challenged action is related to trade and preventing the blocking of appointments to a dispute
resolution panel. Other changes create an Interagency Environment Committee for Monitoring and Enforce-

ment and establish environment-focused attachés in Mexico City to monitor compliance with the agreement.
Still, the protections are weaker than those established for labor. The revised Environment Chapter does not
include a rapid-response mechanism analogous to that in the Labor Chapter [Annex 31-A and 31-B]. The Labor
Chapter also appears to have more robust provisions for third-party complaints. The availability of a third-
party complaint process to trigger investigation and enforcement is one of the reforms widely recommended
in the literature.®

The amended USMCA text provides that additional MEAs can be added to the commitments of the chapter,
which means the Paris Agreement could be included. Significantly, the amended text adds a “supremacy
clause” to Chapter 1, Initial Provisions and General Definitions: a “particular measure” to comply with
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obligations of a listed MEA “covered agreement,” including MEAs added to the chapter in the future, takes
precedence over a conflicting obligation of another part of the FTA, so long as “the primary purpose of the
measure is not to impose a disguised restriction on trade” [USMCA Chapter 1, Article 1.3.1]. This is an impor-
tant clarification that is intended to avoid_harmful trade skirmishes under USMCA similar to those brought
to the WTO by India and the U.S. over renewable energy programs.’

While Congressional Democrats are pushing to add the Paris Agreement to USMCA, the Biden administration
has not yet signaled support. At a June 2021 public forum following the first meeting of the USMCA’s Environ-
ment Committee, trade officials from Canada, Mexico and the U.S. were asked if they would support adding
the Paris Agreement to the chapter’s enforceable MEAs. Assistant U.S. Trade Representative for Environment
and Natural Resources Kelly Milton stated that USTR is “continuing to analyze whether adding the Paris Agree-
ment ... would in fact make a positive contribution to addressing the climate crisis.” Doug Forsyth, director
general for Global Affairs Canada, expressed support for action on climate change but did not directly address
the question, and Ricardo Aranda, representing Mexico’s Undersecretariat of International Trade, Secretariat
of the Economy, avoided the question entirely by remaining silent.

Proposals to add the Paris Agreement to the USMCA’s Environment Chapter must reckon with the fact that
the agreement’s Nationally Determined Contributions (NDCs) are not mandatory. This compares unfavor-
ably to other MEAs listed in the chapter, such as the 1987 Montreal Protocol on Substances that Deplete
the Ozone Layer, that required signatories to enact implementing laws. Thus, it is unclear whether making
obligations under the Paris Agreement subject to an FTA’s enforcement mechanism would have any effect.

The USMCA’s introduction of a “supremacy clause” could be an important step in starting to address the over-
riding truth of both U.S. and EU FTAs, which is the incompatibility of many of the provisions of standard trade
agreements with measures to achieve climate objectives, as well as the overall impact of expanded trade
increasing greenhouse gas emissions and consumption. As the Heinrich Boll Siftung paper, An EU Green Deal
for Trade Policy and the Environment, put it, “Environmental regulations and social safeguards are still seen
as obstacles to the trade agenda, rather than the underpinnings that enable trade policy to deliver the stated
promise of trade as a tool for sustainability. ... Therefore, the overall chilling impact that trade liberalisation is
known to have on the domestic ratcheting of standards and policy reforms may well cancel out any potential
that the EU regulations have for elevating standards in partner countries.”

This is just as true in the U.S. context, where the vast majority of the obligations in recent trade agreements

are directed at limiting “non-tariff barriers” including environmental and other protective regulations that can

decrease corporate profits. Investor-state dispute settlement (ISDS), a mechanism in many FTAs that empowers

corporations to sue governments over public interest laws and override domestic sovereignty, is a prime example

of deeply flawed trade policy. It is well established that ISDS has been used repeatedly by corporations to over-
turn policies to address climate change. While ISDS was phased out between Canada and the U.S. in the USMCA,
it was maintained for energy-related disputes with Mexico and remains a mainstay of EU trade agreements.

The USMCA’s “supremacy clause” is an interesting and potentially useful development, but no magic bullet. It
doesn’t apply to commitments in the Environment Chapter outside of the parties” MEA obligations. It can’t fix
the many flaws of that chapter, including “obligations” that lack enough substance to be meaningful (for example,
the section on Sustainable Forest Management and Trade merely “recognizes the importance” of the issue, and
commits only to promote legal trade and to exchange information about illegal activities) [USMCA Chapt.24.23].
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EU DEVELOPMENTS

There are also recent developments in the EU with implications for the scope and enforceability of TSD
commitments. One of these is the December 2020 Trade and Cooperation Agreement (TCA) with the United
Kingdom, which sought to address potential regulatory divergences and the EU’s interest in maintaining a
“level playing field” including with respect to labor and environmental standards that TSD chapters generally
address. The TCA allows for a series of “rebalancing” measures (sanctions) which can be imposed unilaterally
and rather quickly. Some commenters view this as a fundamental break with the EU’s traditional approach to
enforcing sustainability obligations, which as discussed above, hasn’t included dispute resolution or sanctions.
Opinions are mixed as to whether the required showing of impact on trade represents a lower threshold

than in other EU trade agreements or whether it could be a roadblock to enforcement, just as it has been in
pre-USMCA U.S. trade agreements.

The EU is also pursuing enforceable measures aimed at addressing the climate and environmental impacts
of cross-border trade independent of any of the bloc’s many trade agreements. One policy under serious
consideration is a Carbon Border Adjustment Measure (CBAM). This would tax carbon-intensive goods at the
border to prevent “leakage” of emissions that would occur if corporations shift production of energy-inten-
sive goods to countries without comparable carbon pricing and environmental standards.® The EU’s CBAM
proposal is a serious attempt to account for the environmental costs of trade-related carbon emissions, but
the unilateral imposition of a carbon border measure raises fundamental questions of fairness, particularly
in the absence of adequate funding or technology transfer for developing countries to transition to cleaner
production methods.

Another EU trend is to beef up behind-the-border sustainability standards and require any trading partner to
comply with its domestic standards throughout the supply chain. Examples include Timber Regulation @imed
at preventing the entry of illegally sourced timber or timber products on the EU market), Conflict Minerals
Regulation (requiring due diligence systems to ensure that certain minerals are sourced from conflict free
areas), and more recently, Circular Economy laws (aimed at reducing waste and promoting recycling and
sustainability in product design).” These sustainability regulations place implementation responsibilities on
the private sector, and effectiveness depends on due diligence requirements and enforceability.

A RENEWED FOCUS ON SUPPLY CHAINS

In creating unilateral obligations on trading partners outside of mutually agreed upon FTAs, these EU regula-
tions have the advantage of being broadly applicable regardless of where the goods come from. However, a
disadvantage is the lack of a ready enforcement mechanism, in contrast to FTAs which typically include state-
to-state dispute settlement and potential penalties. As we have detailed, the enforceability of environmental
obligations in both EU and U.S. FTAs has been ineffective by design, but that could be addressed — as the
example of the USMCA reforms suggests.

Currently, the success of the EU’s non-FTA sustainability measures largely depends on supply chain oversight.
Disappointment with past outcomes has led to an effort by the European Parliament to require comprehen-
sive oversight of supply chains in an across-the-board proposed directive on corporate due diligence and
sustainability. This directive specifically lists as within its scope obligations under the Paris Agreement, among
many other EU laws and international treaties and agreements. Enforcement would be by EU Member States,
and companies breaching due diligence rules would face civil liability unless they can show that they acted

with all due care. Sanctions could include temporary or indefinite bans from public procurement or state aid,
including export credit agencies’ support and loans, as well as asset seizures and other administrative sanc-
tions. Parliament’s proposal is a recommendation to the European Commission, which is preparing its own
legislative proposal on supply chain due diligence for publication sometime in 2021.
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In the U.S. there is also a new focus on supply chains. President Biden’s Executive Order on supply chain
resilience mandated a review across multiple government departments and addressed climate and trade
implications. Federal agencies are currently reviewing comments from industry and civil society, including
IATP. It is too early to know whether this review will result in regulatory action or legislation comparable to the
proposed EU supply chain directives. To date, much of the U.S. supply chain discussion has been about national
security and avoiding disruptions in the production of semiconductors or medicines. Climate concerns are at
least part of the conversation, though, with USTR Tai highlighting use of clean energy throughout the supply
chain as an “essential ... element of delivering on our commitment to address the full range of practices that
compromise the climate.”

THE ELEPHANT IN THE ROOM

Completely reimagining free trade agreements to be “climate friendly” is no easy task, whether from a polit-
ical or technical standpoint. Likewise, implementing a carbon tax fairly or ensuring that every link of a supply
chain meets sustainability standards — whether as part of an FTA or as a “behind the border” standard — is
really complicated. Potentially, any one of these policies could run into further complications and be blocked
by the “elephant in the room” — the rules of the WTO. One idea gaining traction is to advance a climate
waiver at the WTO that would exclude from challenge any climate related policies or programs that fit the
definitions of climate programs established at the United Nations Framework Convention on Climate Change.
In addition to the environmental exceptions set forth in Article XX of the General Agreement on Tariffs and
Trade (GATT), Article IX:3 of the WTO agreement allows for waivers from normal rules of trade liberalization

under “exceptional circumstances” if agreed to by three-quarters of the members. A climate waiver probably
isn’t imminent, however. It is precisely because of ongoing WTO disfunction, with multiple negotiations at a
standstill and the U.S. repeatedly blocking appellate panels, that many countries turned to negotiating bilat-
eral and multilateral FTAs as an alternative.

A WORK IN PROGRESS

Figuring out how to address a worldwide climate crisis using institutions and instruments developed in the past
century isn’t easy. IATP has called for a complete overhaul of trade policies to realign with 21st century reali-
ties, including addressing the climate emergency. The German NGO PowerShift has authored a comprehen-
sive roadmap for anchoring climate and environmental protection in EU trade agreements. These proposals
recognize that reforms to the environment and sustainability chapters in otherwise business-as-usual free
trade agreements will fail to address the ways that FTAs in their totality are fundamentally inconsistent with
addressing climate change and promoting more sustainable trade.

To date the track record of the environment and sustainable development chapters in both U.S. and EU trade
agreements has been poor. The USMCA Environment Chapter changes, including shifting the burden of proof
on whether a matter is “trade related” and the insertion of a limited “supremacy clause,” do improve enforce-
ability and could be built upon. Likewise, the EU’s proposed supply chain due diligence reforms, if enacted
and enforced, offer a mechanism to prevent and account for trade related climate harms. Combined, these
two approaches would be even more effective. Ultimately, it would be far better to include more enforce-
able provisions directly in the global Paris Agreement or to adapt the WTO to effectively implement climate
commitments. In the meantime, we need to use every tool available, even where imperfect, to move climate
ambition to climate action.
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