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Abstract

The recent acceleration of regional and global integration of national
zconomies has brought with it greater scrutiny of domestic policies that affect the
competitiveness of industries in the international marketplace. Simultaneously,
concerns about resource depletion and environmental degradation at national, regional
and global fevels have been growing rapidly, leading to calls for policies to slow
resource exploitation and enforce stricter environmental standards, Together these
developments have caused an entwining of policies relating to trade, foreign
investment, and the environment. That entwining has the potential to bring about good
outcomes in terms of the economy and the environment, but unless it is carefully
managed there is the risk that both the economy and the environment will suffer.

The paper first looks at why environmental and other social policies are being
subjected to more international serutiny, and why environmental issues are becoming
more entwined with trade policy. It then examines the relationships between economic
growth, trade, foreign investment, and the environmemt. The following section
discusses how much the WTO could or should become involved in environmental
issues. The paper then draws out the implications for developing and other resource-
abundant countries and suggesting how they might respond. The paper concludes that
(1) the direct effect on developing economies is likely to be small and for some may
even be positive through improved terims of trade andfor compensatory transfer
payments, but (b) there is an important indirect negative effect on them and other
economies such as Australia’s insofar as there is an erosion of the rules-based
multilateral trading system that would result from an over-use of trade measures to
pursue environmental objectives.
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During the past deeade or so, cconomie policy reforms together with the
communications revolution have accelerated natiopal, regional and global  cconomic
integration. That has brought with it greater serutiny of domestic policies that affect the
competitiveness of industries in the international marketphice. Simultaneously, concerns
about resource depletion and envitonmental degradiation, again at national, regional and
plobal tevels, have been growing, leading to calls to slow resource exploitation and
enforee stricter enviranmental standards. Together these developments have caused an
entwining of policies relating to trade, foreign investment, & | the environment, That
entwining has the potential to bring about good outcomes in terms of the economy and the
natural environment, but unless it is carefully managed there is o considerable risk that
both the economy and the environment will suffer,

Why is ecanomic development and the deepening of cconamic integration raising
the demand for greater international cooperation or coercion over natural resource use and
environmental policies? Under what circumstances (f any) is trade policy an appropriate
instrument for addressing such concerns? What does this imply for the global trading
system, for regional trading arrangements, and for their interaction? How will developing
countries be affected, and what should they do about this phenomenon?

In addressing these questions, this paper first looks at why environmental and
other socinl policies are being subjected to more international scratiny, and in particular
why environmental issues are becoming more entwined with trade and foreign investment
policies. It then examines the relationships between cconomie growth, trade, foreign
investment, and the environment, The following section discusses how much the WTO
could or should become involved in environmental issues, The paper concludes by
drawing out the implications for developing countries™ policies and suggesting how they
nught respond, both domesticalty and in their relationships with other countries and the
WTO.

Why social policies are coming under closer international scrutiny

We should not be surprised that there are vast differences across counts )
environmental and other social policies (worker rtz,,hls‘ and standards, human n&,hts mmu
generally, copyright, patent and other property rights, education and health policies,
policies in support for national calture or exclusion of foreign cultural influences), These
differences partly refleet per capita income differences: as communitizs become richer, $o
do their demands for social policies and hl;,hur stundards. In the case of ¢ mnmuu.nl
policies, they also reflect differences in per capita endowments of na {
environmental amenitics. Policy differences exist also because of difl
nieferences. Indeed one of the key reasons for nationhood is to
digtinguish one grouping of people whose preferences dre more similar
to those of nmg,hbounn&, groups (Alesina and Spolaore 1995).




As cconomic integration proceeds, though, pressure increases fo reduce
differences in social policies that have ceconomic consequences, This has clearly lmppcncd
within countries in the course of their cconomie development: numerous loeal, state or
provincial policies/standards have gradually been replaced by national standards and
conformance assessment (National Research Couneil 1995). The motivation is not just to
reduce administrative and conformance costs. 1t also results from concerns in high-
standards rcgmm that costs of production for some {irms and industries are higher in their
region than in regions with lower standards, causing them to be less competitive. These
differences become ever-more important as traditional barriers to trade dand investiment
between regions fall,

Harmonization of social policies and standards could go in cither direction,
however, with winners and losers in cach region trying to-influence the ontcome, And
there is no reason to presume that overall national economic and social welfare will
improve because of those policies being harmonized: it all depends on how close the most
influential groups’ standards are to those of the median voter,

Similar forces to those mtra-nitional ones are also at work in the international
arena (Bhagwati 1996). There have been substantial reductions in recent decades in
waditional  barriers to foreign competition, including international trangport and
communication costs, tariffs, and other governmental policies that inhibit flows of goods,
serviges, and capital across national borders.! The resulting extra exposure of national
economies 1o competition from abroad - in part due to the very suceess of GATT and
regional integration agreements in promoting trade liberalization - has caused attention to
focus more sharply on domestic policies, including cost-raising social policies and
standards, that continue to reduce the international competitiveness of some firms and
industries in cach country (Bhagwati 1996). These harmed producers are especially likely
to protest when significant new players with fower standards become competitors. This
has happened inereasingly Hfuring the past quarter century first with the growth of East
Asia’s newly industrializing cconomies and then the opening up of China and nunierous
other transition and developing countries.

It has been suggested that one of the driving forces behind regional integration
initiatives has been the tardiness of the GATT in taking up social policy issues among its
large and diverse group of contracting parties (Lawrence 1995). Achieving agreement to
harmonize social policies and otherwise coordinate trade- and investment-related
domestic policy reforms is easier the less the per capita incomes, tastes and preferences
differ between the countries concerned. Hence we observe the formation of trade blocs
more among similar than disparate economies, We also observe the inclusion of social in
addition to (radu policies more in integration agreements involving richer {han poorer
cconomics, presumably because (a) the demand for social policies is income elastic, and
(b) barriers to trade and investiment flows (both natural and governmental) between
countries tend to be lower among rich countries than between them and poorer countries
or among poorer countries.

¥ These reductions are reflected in the fact that the volume of n
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When dissimilar countries have sought 1o Jmn such bloes (e.g., Mediterraneans o
the Buropean Union, Mexico to the NAFTA), adwocates for higher standards have
endeavoured o tic markel access o the upward harmonization of social policies. To o
considerable extent they have succeeded in doing so in the BUL They were also in the
Unmited Stites after President Clinton came into- office, to the extent that side agreements
on environmental and fabour standards were added o the NAFTA in the closing hours of
the negotintions,

As for tracde outsade these blacs, we tend to observe advoceates for high standards
supporting import restrictions on like products from lower-standard countries. Why?
Beeause such restechions simultancously reduce opposition by loeal firms (o the raising of

standirds at home wnd anerease the incentive for foreign firms and their goveraments 1o
adopt Ingher standards abroad (out of fear of being denied market aceess). However, such
uses of trade policy are both diseriminatory and proteetionist. That brings advoeates for
Igher standacd  both mio direet conflict with supporters of liberal world trade and into
coalition with raditional protectionist interests. Fear of the latter gaining superficial
respectabtlity o arguing agast trade Liberahization has led to claims that ‘social
carteetness” s beeaming the New Protectionisim (Steil 1994),

Wity environmental 1ssues are becoming envwived with trade and investinent policies

The list of emvaronmental concerns with international or global dimensions has
grown rapidly m reeent years. In addition to people being worried about air, water, soil
and visual pollution st the Toeal, national and regronal? levels, some of that pollution is
believed 1o be also damaging the environment on a global seale, for example through
prone depletton and chimate change. Some in rich countries are concerned that those
problems will be exaceerbated as cconomie growth takes off in newly industrinlizing
countres with laxer envitonmental standards. More and more people worry ulso about
resource depletion, species extinetion and animal welfare at the global level, regardless of
national boundaries. Ongoing integration of the world cconomy also brings with it new
hc:a} h andt safety concerns by eonsumers of imported produets, Needless to say, personal

values play an important role in debates on these issues. Henee there is considerable seope
for friction between countries with different preferences, resource ehdowments, incomes,
anct knowledge about how different activities and policies affect the environment, and
therelore different pereeptions of eptimal national and global environmental and resource
policies.

Fluetuate though they might with the business cycle, these heightened concerns for
resource depletion and the environment are likely to keep growing, One reason is that,
even though uncertaintics remain, the scientific basis for many of these concerns is
perecived 1o be more solid now than was the case twenty years ago. Another reason is that
both the world's population and its real per capita income continue to-inerease at very high
rates by historieal standards. Unfortunately, though, the supplics of most natural resources
and environmental services are limited, and markets for many of them are incomplete or




absent.® Markets are under-developed begause of disputed, ambiguous or nonsexistent
praperty rights, or because of the high cost of enforeing those rights.

It is true that the more advanced economics have established  institutional
struetures to help handle the tasks of arriving at a social consensus on what are
appropriate environmental or sustainable development policies for that society, of
alfocating property rights, and of enforeing policies. The same is true in some traditional
societies before Umy begin fo ‘modemize’ and their resources come wnder pressure
because of declining mortality rates. But it is less tue in the newly 'modernizing’
economies, where growth in the world's population and consumption is expected to be
concentrated for the foresceable future. And, at the multilateral level, co-operative
intergovernmental mechanisms in the environmental area have only recently begun {o be
formed and will take some time before they become very effective, especially where free-
rider problems are vife,

So., with sufficient fora yet o be fully developed tor multitateral environmental
dinlogue, and with the problems inereasingly betng pereeived as urgent as new scientific
evidence becomes available, there is a growig mterest among environmental groups --
espectally m the more advanced cconomies -- in using one of the few paolicy instruments
apparently available o thewr governments, namely wade restrictions, to influence
environmental outcomes both at home and abroad.

Environmental groups perceive trade poliey as a means both of wising national
environmental standards at bome mnd abroad and of inducing countries to become
signatories to and abide by mternational environmentan agreements, On the fisst, these
groups are aware that, unless compensated, firms will oppose the raising of domestic
standards i competitors abroad are not subjected to similar cost increases, But since the
foss of competitiveness can be offset by impoert restrictions on products from lowers
standard countries, such restrictions can at the same time remove opposition by local
firms to higher standards at home and increase the incentive for foreign firms and their
governments to adopt higher standards abroad, Not surprisingly, those features make trade
policy very attractive to environmentalists, On the second, with respeet to international
environmental agreements, a major attraction of trade measures s that they can be
effective as sticks or carrots because they are relatively easy to use and are inymediate in
their impact. In both cases, even the threar of trade sanetions can have 4 rupld and
persuasive effeet in vaising national standards and/or in encouraging @ country 1o join an
international environmental agreement and subsequently to abide by its rules.

Already we have seen the use of diseriminatory trade restrictions affecting
particular targeted produets, Examples include the Montreal Protocol on CFC substances
that deplete the ozone layer, and the CITES agreement on trade in endangered species,
There have also been proposals to use trade sanctions against unrelated products. These

A This does ot apply equally to all natural resources and environmental services of course, The

doomsdayers such as Meadows et al, (1972) have been shown (o be spectacularly wrong in: prcdwlmg llm
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ainy ehiefly at persuading developing countries to adopt stricter environmental ,stdnd.lrds
{for example, threats 1o provide less open aecess o testile and other markets in industrial
countries unless Jogging is curtailed or managed on a more sustainable basis),

The relationships between economic growth, teade, investment, and the enyiconniént

The standard theory of changing camparative advantages in a growing world
ceonomy, which has heen developed without consideration of cavironmental coticerns,
e veadily be modified to incorporate at least same of those cancerns, As espoused hy
Krueger (l‘)‘?’?) and Lesuner (1987), this theory suggests that when a c!wck:»pm;:, country
opens up o international trade, its exports initially will be speeialized in primary
produets. This is because s stocks of produced eapital relative to natural resourees are
comparstively Tow. Should those non-natural capital stocks per worker (including hunan
skillsy expand more for this country than globally, the country's comparative mdvantage
will gradually shift from the extraction of raw matetials (minerals, timber from aptural
forests) to more capital- and skill-intensive activities ipartieulaely manufactures and
serviees) - except in relatively band-abundant countries where produced eapital and new
or newly smpmmd capitalanensive fechnologics may be cmployed profitably fo extrict
mineeals or G the Jand, The industrialization will begin at an carlier stage of ceonomic
development, and the non-primary exports will tend to be more intensive in (he use of
unskilled labour sutially, the more natural resource-poor or densely populated the
conntry. In the case of mamifactures, the process of upgrading o more eapital-intensive
production over tme leaves room i international markets for later-industrializing
countries also to begim with Inbour-intensive export-oriented manufheturing.

If national boundaries were such that there were po intermational environmental
spillovers, and there were no plobal commons, this story need be complicated only
slightly to incorporate non-marketed environmental services and pollution bysproducts.
The complication required is sumply to allow Tor the faet (it as a country's per capita
income and industeial output grow, the value its eitizens place on the environment
inercases and with it their demands for proper valuation of resource depletion and
environmental degradation, for the assigning and better policing of property rights, and
for the implementation of costly domestic pollution abatement policies - at least after
certain threshold levels of income and/or p()llunnn are reached Beyond those threshold
poitits the severity of such abatement policies is likely to be positively mmlawd with per
capita income, with populition density, and withy the degree of urbianization

I all economies were growing equatly rapidly, the progressive intraduction of
natiopitl environmental taxes and regulations would tend o cause pollutionsin
production processes to gradually relocate from wealthier and/or more dens
countries to developing and/or more sparsely populated countries. 't
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(net exporters) of products whose production (consumption)-is pollutive, these countries'
optimal environmental policies world worsen their terms of trade to the benefit of poorer
‘cconomies, and conversely (Sichert ¢t al, 1980; Anderson 19924), Thus even countries
without (or with unchangedy environmental policies will be affected through foreign trade
and investment by the developiment of environmentad policies that aceompany growth in
other economies.® The extent of international relpeation of productive activities due to the
raising and enforeement of exvironmental standards should not be exaggerated, however.
Recent studies suggest the effect of such policies on comparative costs may be quite
minor.®
The story becomes moare complicated, however, when account is taken of policy
reactions to international environmental problems such as the degrading of g,k)bnl
commons. The ban on ivory trade under the Convention on Tnternational Trade in
Endangered Species (CITES) pravides an extreme example: the strong comparative
advantage that southern African nations had in elephunt produets virtually disappeared
when the ban was introdoced in 1989. Another is the recent ban, adopted under the Basel
Convention reluting to hazagdous waste, on exports of so-called hazardous recyelables
from industrial to developing countries. That ban threatens the growth prospeets for
recyeling industries in developing countries, A third example is the proposed Himitation
on imports into some high-income countries of tropical hardwoods, the aim of which isto
discourage deforestation. An import ban of this kind would reduce the growth in exports
af logs and perhaps sawn timber from those developing countries still well endowed with
hardwood forests, while improving the terms of trade of other net importers of hardwood
stich as Japan, Korea and Taiwan, Tn addition, the Montreal Protocol on phasing out the
use of ozone-depleting CFCs incorporates discriminatory trade provisions, designed to
limit the relocation from signatory (o nanamg,nmmy countrics of industries producing or
umng, CFCs, as well as to encourage non-sjignatories 1o accede to the Protocol, And there
is the infamous example of the United States ban on the importation of Mexican tuna
which US authorities deem to have been caught in dolphin-unfriendly nets: domestic US
regulations affecting the use of dotphin-unfriendly nets on US reg,lstcred fishing vessels,
if iraplemented alone, would have bovsted Mexican competitiveness in tuna fishing, but
the subsequent ban on tuna imports instead reduced it. As is clear in the latter two
examples, the motive for trade policy aetion can be a mixture of national competitiveness
coneerns and concerns - especially in weslthier countries (typically not shared to the
sume extent by developing countries) -- for the global commons and for animal welfare,
Two facts therefore need to be recognised, The first is that there are import
international environmental spillovers, both physical and -- for want of a better tern
p:,ychotogmal An ex.lmpic of the fatter is that 1 may grieve if another coumry s activities

!m '!m!.. \wrkcd uutsid«. mmu lmura, ar x\thuwlw mcrmsc tlu_ cost 01 l'" (!ur‘ tmm m m
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Lmnpéuu\'c.ncss of less developed: ceonomies in unskilied fabogr intensive products would strengthen even
faster (Krueger 1990).
6 See, for example, Leonard (1988), 1
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threaten a paticular animal or plant species in its jurisdietion. Or I may grieve if T believe
your desires for higher environmental standards in your country are not being u.co’vmsc.d
summcmly by your national government (a political market failure), Controvers i
such views are,” many pooplu perceive a need for multilateral action to rc(uu: these
spitlover problems - and that is where trade policy enter the debate. Trade measures are
seen by environmentalists as providing powerful carrots and/or sticks Tor attineting
signatories and/or penalizing non-signatories to multilateral environmental agreements, as
well as for encouraging other countries to adopt better national environmental policies,
including for the sake of their own citizens and environment. '

The other fact that needs ta be recognised is that one country's environmental
pahuy choice is not independent of the choices of other countries. This is because the
imposition of higher standards or pollution charges at home alters the international
competitiveness of industrivs, in paiticular by haoming the more pollution-intensive
industries, If their competitors abroad were not simultancously being subjected to similar
cost-raising policies, such industries would fobhy against the imposition of higher
standards at home. And while it is true that producers in the less-pollutive industrics at
home would benefit from the raising of a particular environmental standayd, they are more
diffuse and so are not likely to add much support to the lobbying efforts of
environmentalists,

1t was because of this latier fact that trade poliey first entered the environmental
picture, back in the later 1960s when the fivst wave of widespread concern for the
environment began in industrinl countries. As already menlioned, environmental groups
perceived that, since the loss of competitiveness of pollution-intensive industries could be
offset by restrictions on imports from lower-standard countries, such restrictions could at
the same time reduce opposition by such industries to higher standards at home and
increase the incentive for foreign firms and their governments to adopt ‘highér standards
abroad to avoid being labeled a *pollution haven’ and subjected to anti ‘eco- dumpmg
duties,

The demand for unilateral use of trade policy for this latter reason has grown over
time with the internationalization of the global ecconomy, in two ways. One is that, with
the decline in traditional trade barriers (tariffs, transport and communication costs, etc.),
any given environmental eharge is becoming relatively more fmportant as a determinant
of international competitivenoss, ceteris paribus. And the other is that, with the 1980s'
deregulation of financial markets and direct foreign investment, the possibilities for firms
to disinvest in high-standard countries and relocate their factories in lower-standard
countries have increased markedly. Environmental groups fear this will result in
governments delaying the introduction or enforeement of stricter environmental policies --
and possibly even a lowering of standards in a 'race to the bottom' -- in their attempts to
attract or retain investments and hence jobs. They also worry that greater relocation
opportunities reduce the incentive for firms to develop new technologies that are more
environmentally friendly.

7 Some wnuld x\rg,uc th.u pxyuh(ﬂ(lyml spillavers are Tess woithy. of consideration than. phys‘cnl S[);ll()'vc,rS;
not least beeause they are lfess measurable, less ‘ohjective’, and hence offer -more. &
eavirontentalists to be ‘eaptured’ by traditional protectionists, Others would counter that there is so-
" uncertainty about the extent and.effecis of pl\y‘:ic il spillovers that they too ssumecuvc ind i
qu.nln.mvdy no different from psychologieal spillovers. Nor is there any reason a-priori o p wumu, at on«.
ts more fmportant thin the pther i some ‘willingness-to-pay’ sense,
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between rich and poorer countries. There is even dmﬂmc aver what constitufes the global
commons: some would argue that a country or m;;,uon should not have to how to
international pressure to preserve endangered species in their territory (or at least not
without adequate compensation), while others would argue that such countries are mercly
the custodians of those resources for the benefit of humankind generally,

Why weorey abour using trade policy to achieve envirommnental objectives?
¥ w R B gt

The increasing use of diseriminatory trade measures to address environmental
issues has led to calls from Western Europe and elsewhere for Article XX of the GATT
(the exceptions ¢lause) o be amended to allow use of trade barriers for the purpose of
protecting the environment. This should concern the world q large, and developing
countries in particular, for at least three reasons. First, trade policy measures typn ally will
not be the first-best instruments for achieving environmental objectives. This is because
trade sanctions or the threat of trade sanctions do not direetly affeet the root cause of the
environmental problem. Their use in plice of more-efficient instraments reduees
unnecessarily the level and growth of global cconowic welfare as conventionally
measured, and may even add to rather than reduee global environmental degradation and
resource depletion.

The second reason for concern is that producer interest groups and some
environmental groups are nevertheless finding it mutually advantageous to use
environmental arguments in support of their claims for unilateral import restrictions,
particularly following the costly imposition of stricter environmental standards on
domestic producers (Hillman and Ursprung 1992, Hoekman and Leidy 1992). In this
sense, the environment can provide a convenient additional excuse for raising trade
barriers - and one that is socially respectable. Unfortunately, such protectionist action
reduces real fncomes not just at home but elsewhere oo, especially in developing and
natural resource-abundant countries.

And third, in so far as this can lead to an escalation in trade disputes -~ as is almost
inevitable, especially given the North-South dimension involved and the fact that
environmental uses of trade policy are inherently diseriminatory - it could be followed by
retaliatory and counter-retalintory action, the end result of which would be an
undermining of the global teading system on which the dynamism of developing
economies depends,

8 '1he lmn on ivor y trade ng.un provides a case in point. By lowering the value of elephant products, the ban
reduges the incentive for rural Africans 1o toleraie Liuphams trampling theie crops and so ultimately could
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Would trade and investnent tiberalization havin the environment?

There is another important sense in which aspects of environmentalisi are putting

at risk the global trading system. It is that, in addition to proposing the use of trade
restrictions, some environmentalists also oppose trade and investment liberalization, They
oppose GATT/WTQO and regional atiempts to reduce barriers on af least three grounds:
fhat freer trade means more outpui and ihcome which they presume would mean more
tesource depletion aud degradation of the natural environment; that freer trade and
investment encourages the relocation of environmentally degrading industries to countries
with Tower environmental protection standards and/or more tragile natural environments,
and leads to greater transportation activity which contributes further environmental
damage; and  that freer foreign investment reduces the incentive to  develop
environmentally friendlier technologies.

None of these assertions is unambiguously supported by empirical evidence,
however, The first, that income increases mean greater damage 1o the natwral
environment, may be true initially for some pooter countries (in which ease any additional
environmental damage has o be weighed against the marginal economic benefits of
higher incomes for poor peaple). But once middle-income status is reached, people tend
to alter their behaviour in ways that reduce pressures on the environment. A key change is
in family size: higher incomes lead in time to lower population growth rates. This, along
with the increased employment opportunities resulting from trade liberalization, is likely
(o have a major effect in redueing the rate of environmental degradation due to population
pressures in developing countrigs. In rural areas it means fewer people felling trees and
denuding hillsides to eke out a subsistence income, while in urban areas it means fewer
un- or under-cmployed squatters in shanty towns with poor sanitation and water,

Another common behavioural change as economies open up and incomes rise is
that the demand for education expands, and with more income and education comes more -
skillful management of all resources including the environment, and more forceful
demands on governments to improve the establisiment and policing of private propesty
rights and of more stringent environmental policies (Radetski 1992; Grossman 1995), As
wcll, the political cost of implementing such policy reforms is reduced because of
increased opportunities for businesses to meet stricter standards by acquiring more and
cheaper ehvironmentally benign production processes and products from abroad. One
might therefore expect that as and when trade and investment libeealization leads o
upward convergence i incomes aeross the world, there would be an upward
harmonization of environmental standards (Casella 1993), That realization points to the
inappropriateness of the call by some eaviranmental groups for ‘no trade liberalization
before upward harmonization of standards’,

And third, the increase in the value of poor people.s time in developing countries
will alier household activities in another way which is c\pcmully unport.mt for the
environment, 1t is that the retative price of wood (in terms of time spent gathering xt) as A
source of household fuel rises. Since about three quarters of the timber harvested
dqvclopm;, countries is used as howsehold fuel, this change could have a major beneficial
impact in reducing deforestation and CO; levels.

Also questionable is the assertion by some groups that the global environment is
necessarily harmed by the relocation of pmdumon following trade and inve: |
fiberalization, We km::w from the faw of comparative advantage that not all indu
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means of mbitrm*y or unjustifiable discrimination between countrics where (he same
conditions prevail, or a disguised restriction on international trade™. The latter has been
interpreted to mean that the measure must be primarily for a conservation purpose (rather
than for o misture of motives) and must e necessary in the sense of being the feast
GATT-inconsixtent mensure svailable. These provisos have ensured thit the Article has
been rather nareowly interpreted, which is partly why some envisonmental groups have
felt further greening of the GATT is required (Chamovitz 1991, Bsty 1894), But there is
nothing in the GATT that prevents a counfry adopting production or consumplion
measures to offset environmental externalities associated with either of those sets of
getivities. Since trade itself s alimoest never claimed o be the root cause of an
environmental problem, supporters of the institution traditionally saw little need to
consider trade measures as part of the solution to envivonmental problems,

When widespread public interest in trade and envivonmental issues first surfaced
in rieh countries in the late 1960s/early 1970s, concern foensed mainly on industrinl
pollution within and between neighbouring advanced economies, The foreign trade and
investment issues raised at that time were centred on how the imposition of stricter
pollution standards at home than abroad might damage 1he international competitivencss
of the home country’s flrms, and how to avoid such damage through border protection
measures, Where the enyironmental damage caused by produetion is purely loeal, the
calls by disadvantaged firms for trade restrictions or subsidies to offset the deeline in their
international competitiveness, beeause of standards being raised, has no economic logic:
such assistance would tend o offset the desired effect of lmmmg, by-produet pollution.?
Nor is it reasonable to conclude that other countries are engaging in ‘eco-dumping' if the
imports they are able to supply are praduced with laxer environmental standards, if the e
Jower standards are consistent with the preferences and natural resource endowients of
those exporting countries {e.g., beeause those countries are poorer and/or less densely
populated and Jess urbanized). Bven so, claims for protection against 'eco-dumping” have
political appeal and may have resulted in import barriers or export subsidies being higher
than would otherwise have been the case in advanced economies. Leading up to the UN
Conference on the Human Environment, held in Stockholm in June 1972, the GATT
Seeretariat produced a backgronns! paper on the issue (GATT 1971), and o Working
Group on Envitomental Measures and International Trade was established, But no
significant changes to the GATT oceurred during the Tokyo Round as a result of these
concerns being expressad, and it was two decades before the Working Group met for the
first time,

Trade policy actions are more likely to oceur, and to be more ditvieull to dismiss
as inappropriate, when environmentalists in sueh countries view particular damage to the
envuommnl as unaceeptable regardless of the nation in which the damage oceurs, This

case is even more problematic if the damage is not just psychological (as with animal
ugus) but also physical, for then the relocation-of production to a country with laxer
environmental standards may worsen animal welfare, or the environmient at home, in
addition to reducing the profitability of the home firms, The US-Mexico dispute over the
use of dolphin-unfriendly nets for funa fishing again comes to mind. In that case the-

Sce, (ur cxmnplu, Baumol (1971) and Sichert (1974). Such protection from import com
Justified onceonomic ufﬁmcmy grounds (nor for that ‘matter on enyironmental g
environmental puhcy is aiming to climinite an unjustifiable (Bmplicit) subsidy |
undervaliation of eivironmental resources, rathier thang add an mmm:ﬂabm ax (anpc 1992),

umn cmm()t he




12

GATT dispute panel ruled against the US ban on imports of tuna from Mexico, parily
because the ban did not diseritainate according to which type of net was used -~ as it
cannot, because what is considered objectionable is an aspect of the production process
rather than the final traded product itself. The GATT panel ruled against the ban because
to do otherwise would have created a huge loophale in the GATT for any country
unilaterally to apply trade restrictions as a means of imposing its environmental standards
on other countries. Such a loophole would work against the mam objective of the
multifateral trading system which is to provide stable and predictable nondiscriminatory
market access opportunities through agreed rules and disciplines and bound tariffs on
imports. For that reason, calls to amend Article XX of the GATT to include *protection of
the environment’ as an acceptable exception to the non-diserimination principles of
Articles Tand HI should be resisted.

Envirommental provisions in the Uruguay Round agreements

Following a lull in interest brought on by the economic disruptions of the 1973-82
oil-shock period, the current wave of public concern for the natural environment, leading
up to and following the United Nations Conference on Environment and Development
held in Brazil in Jupe 1992, is much more intense, more widespread, and likely to be
sustained and to affect a much broader range of countrics and products than was the case
prior to the latter 1980s. The Uruguay Round agenda was set by 1986, before the current
wave had built up, so the trade/environment issue was not a separate item for negotiation,
Nor was there an environmental impact assessment of the Round as a whole, However,
the Working Group on Environmental Measures and International Trade that was formed
in 1971 was activated for the first time in 1991 and has met frequently since then. As
well, several of the Uruguay Round agreements contain provisions that relate to the
environment and build on Articles in the General Agreement.

The most fundamental environmental provision in the Uruguay Round is in the
Preamble to the agreement to establish the World Trade Organization, which refers to the
WTQ’s objective as enabling all contracting parties the maximum opportunitics for:

"expanding the production and trade in goods and services, while allowing
for the optimal use of the world's resources in accordance with the
objective of sustainable development, secking both to protect and preserve
the environment and enhance the means for doing so in a manner
consistent with their respective needs and concerns at different levels of
cconomic development”,

To give initial effect to that, a decision was taken on trade and environment by
ministers meeting in Marrakesh in April 1994 to sign the Final Act of the Uruguay
Round. They agreed to establish a Committee on Trade and Environment to report to the
first biennial meeting of ministers (in December 1996 in Smgapore) Tl othcr mam
features of the Uruguay Round agreements with environmental pro: 15
technical barriers to trade, sanitary and phytosanitary measures, and the agrecments on
subsidies and counterveiling duties and on trade- related intellectual property rights.
Overall, the trade liberalization to result from the Uruguay Round is likely to conserve
resources and reduce environmental degradation rather than be unfriendly to the natural
environment (Anderson 1995),
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GATTAVTO and multilateral environmenal agreements

The other way in which trade policy is being called upon to help achicve
environmental objectives is as a carrot or stick to entice countries to sign and abide by
multilateral environmental agreements. That argument, as mentioned above, may have
slightly more validity. In the case of combatting global environmental problems such as
ozone depletion or climate change, the free-rider problem arises. One of the more obvious
and possibly more cost-effective ways to reduce the free-rider problem is to write trade
provisions into the agreement, as was done in the 1987 Montreal Protocol on reducing the
use of CFCs and halons to slow ozone depletion. To date no GATT conteacting party has
formally objected to that use of trade policy. Nor have they to the bans on trade in ivery
and rhino hom and tiger produets that are purt of the Convention on International Trade in
Endangered Species, or 1o the trade provisions in the Basel Convention on trade in
hazardous wastes, Conflicts may well arise in the future, however, if trade provisions are
drafted into more contentious multilateral environmental agreements (e.g., to impose &
global carbon tax). That is why this matter figures importantly on the agenda of the new
WTO Committee on Trade and Environment. Discussions so far in the GATT/WTO have
centred around the idea of providing waivers on a case-by-case basis, but they have also
canvassed the worrying idea of providing an ‘environmental window' for multilateral
environmental agreements within the GATT exceptions clause (Article XX).

To help agsess the appropriate role for trade policy in multilateral environmental
agreements, it is helpful to recall that supporters of trade liberalization and of
environmental protection share a common goal: to improve social welfare. They also
share a common problem: the need to foster multilateral cooperation to fully achieve that
objective, because in each sphere (the economy, and the environment) there is
considerable and increasing interdependence among nations. But the two groups differ in
the important respect ihat supporters of liberal world trade have understood its virtues for
two centuries and have been active for more than 50 years in building institutions such as
the GATT and WTO to help achieve their goal, whereas widespread concerns about the
environment are refatively new and supporters of environmental protection entered only
recently as significant players in international policy arenas, ‘

Understandably, supporters of liberal trade and the GATT/WTO resent the
encroachment of these ‘new kids on the block' onto what they perceive as their hard-won
territory, especially when they genuinely believe that reducing trade barriers is likely to be
environmentally friendly and consistent with sustainable development in the long tun in
the sense that it allows the world to use its resources more efficiently.’® Equally,
advocates for greater envircnmental protection are frustrated that international agreements
as important as those resulting from the GATT's recent Uruguay Round can be
implemented  without being  subject to environmental impact assessments or
environmental safeguards.

0 l.lbu"ﬂ tmdcm hhmﬂ() acknnwlcd&c, hnwa\mr, Ihal opcnmg up (! lr'\dc has cnmplcx &umrni cqux bri
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sides. More than that, there is the distinet possibility that, by working together, both
groups’ objectives will be further enhanced -- a 'win-win' outcome. In some people’s view
it may ultimately require a world environment organization (WEO) which could set rules,
incorporate existing international environmental agreements and negolunc new ones,
monitor compliance, and settle disputes over environmental policies -- in the same way
that GATT has presided over trade rules and policic. for the past five deeades (Esty
1994). The advantage for liberal traders of o WEO, BEsty argues, is that sueh an
organization could redircet environmentalists' atention away from the use of trade
measures and towards ensuring the implementation of more appropriate policy
instruments for achieving cnvironmental objectives, allowing both sets of policies to
more-effectively contribute, in mutually ,suppomw. wiys, to the common goals of
sustainable development and improvement in the quality of life, However, a WEOQ is
unlikely to be created in the near future, partly because governments in many countrics are
under pressure to down-size. In any case, a WEO, like the 1L0O, the 1SO, WIPO and other
standards-setting international organizations, would lack ‘teeth’ to ensure enforcement of
agreements. As well, the issue of whether the WTO or the WEO would have precedence
would need to be resolved, It is noteworthy that the side agreement to the NAFTA gives a
surprising (to me, given that it is a trade agreement) degree of precedence to
environmental concerns relative to trade concerns. What would be more appropriate is a
recognition that where the two are in confliet, achieving the optimal welfare-maximizing
outcome requires both to compromise somewhat (Corden 1995),

Thus the trade policy community needs to be involved in the negotiating of
multilateral environmental agreements that are likely to include trade provisions, and to
develop criteria by which WTO members could assess in advance the extent to which
trade restrictions within such agreements are aceeptable, Some of the relevant eriteria
were enunciated at UNCED, It is important, first, to ensure that trade provisions are
strictly necessary, in the sense that there are no aliernative, more effective instruments
than trade restrictions, and they need to be effective in achieving the environmental
objectives involved. Where trade instruments are required in the absence of less costly
policy measures, they should be used only in proportion to the size of the associated
environmental problem and should be the least trade restrictive measure available. The
measures ought to be transparent and not be protectionist in impact, and where possible
be consistent with both the GATT principles of non-diserimination (most-favoured-nation
and national treatment) and the key environmental principles such as the polluter pays and
the precautionary principles. '

Clearly there is scope for greater understanding and altered strategies on both

What could and should developing countries do about these developments?

The Uruguay Round agreements in themselves are good news for developing
countries. However, the demands for greater harmonization of domestic policies for
cumpumwunwx reasons, coupled with the greening of world pohtm and thc gmwmg
interest in worker and other human rights beyond national borders, ur ‘

WTO and trade policy under pressure to perform tasks for which they wcr ‘ !
and are not well suited - and at a-time when the WTO needs first to consolidate ne role i




the world and ensare the implementation of the Uruguay Round before moving into these
more tharmy issues that are only peripherally connected with tigte, M
I!w ;nwmw o um \\ m to hwonm m(m uuwincd w m ummmn&.m'tl (mm

’th uc.tsou is nm ) mm,l» lhm :lw mupmuion m In;,hw Mand.nds (m,n‘ ul ¢
costly to them. In faet the competitiveness of some industries in middle«ir
standard countries may well be enhanced i towsineome, Tow-standasd eountrics were
qu ired to rnw heir .smndmd\ more Hmn tlmm m n:::nch mmmunn :\cupmbin lc.\'vl.s.

M-llldtll‘db mulcl bc mim mmcwlm hy il lmme« il u.me mnnwcmmt ll’ mm.\y wmmems
were Lo raise ther standasds simultancously, Nonetheless, people w developing cmum‘i:c:s
are suspicious of the motives of high-income countries, and object to what (iey ejve
as social imperialism and a denial of their national sovererpnty, Wiule they are nm bmnb
.n;ywd per se, the fact is thar such standards tend to be d]i[)llui loss in dc:wl()pnu.
countries because tlwy are poorer. That, together with the fact that their comparative
advantages often are fn natral resouree- and pollution-intensive industries, means those
countries are valnerable either to being pressured to enforee stricter stmdards and/or 10
facing less market access for their exports to stricter-standard countries. Purthermore,
should the use of trade pohicy to try to hanmonize standards upwards fead to trade
retalintion and connter-retalistion, the end result could be o weakening of the multilateral
tritcling system on which developing countries are coming to depend increasingly as they
liberalize their cconomies. One possible consequence s that developing countiies could
seek vefuge from anti- (eco or social) dumping duties via association with or aceession 1o
the BU or NAFTA, where they might expect to receive greater compensation {or raising
their soeial standaeds, I such cases, any net gain they might enjoy could well be at the
expense of excluded developing countries.

However, since the entwining of environmental issues with teade poiicy is more
likely to tighten than to disentangle in the forsecable future, the question arises as to how
developing countries ought to respond,

One response is to disseminate more widely the sound arguments for not using
trade-restrictive measures o achieve envivonmental objeetives and henee for not
amending Article XX of the GATT to allow tade diserimination for envirommental
purposes. Those wguments include the l‘oll<»\s!ii);:;~ that differences in standaids e a
legitimate source of mmmmlwu advantage in so far as they reflect differences in rusomu,
endowments and societies’ preferences angd ability to atford the good things i
standards rise with per capity income and liberal trade promotes income growth; th
theory (Bhagwati and Srinivasan 1996) and empirical evidence (Tobey 1990, Low 1992,
Jaffe et al. 1995, Levinson 1996) provide litthe reason to expect that differenees in
standards contribute significantly to differences in costs of production and henee to-trade
.md invc.slm«..m pdlluns‘ nor th n dmvnwmd lmvmmm umn ol mndmd.s (d b ‘:,\cc 1o the

ugwud m:mnmm .sm:ml
helng-reviewed-agpart o
streteled to-dis limit i covering
Tond wounld requirg nsabsiantia
; )}'Ld In nn mnl u\p mls \vl




16

Imcndly mnn) wou}d be morc cost»eﬂmuve llmn lradc poth m that‘thcy |
consumers o exereise their preferences through the market; that advanced cconomies had
lower standards at carlier stages of their development; that since dc\fclopmg countries

have contributed a disproportionately small amount per capita to global environm
prablems such as greenhouse, they should be compensated accordingly for contiibt
their solutions rather than have that contribution demanded of them under threats of trade
sanctions; and that the GATT rules-based multilateral trading system is threatened by the
risk of environmental groups being captured by traditional protectionist groups i high-
standard couniries, and by the risk of resulting trade restrictions and pressure to
involuntarily raise standards being wsed by protectionist groups in lowemmnﬂ%ﬁ
countries to argue against their countries’ export-oriented development strategy,

More empirical analyses to support some of these arguments are sorely needed.
The experiences of the Uruguay Round, and of the Inter-governmental Panel on Climate
Change, made clear that empirical studies are far more powerful than abstract arguments
in focusing attention on the need for policy reform and the shape it should take, Those
quantitative exercises have provided the world with a suite of multi-sector, multi-country
madels that are capable of being modified to estimate also the linkages between wade,
resource depletion, and environmental degradation, A beginning has been made i that
direction,!2 but there is great scope for further, high-payoff research in this area. Such
forward-looking modeHing requires the inclusion of endogenous behavioural relationships
not enly for private houscholds and firms but also for governments, so as (o capture not
just the demographic transition but also the transitions in both trade and envonmental
policies that typically accompany per capita income growth, Now is not too early to begin
if that rescarch is to influence the next round of multilateral trade negotiations, because
they are scheduled to get under way before the end of this decade.

Helpful though such argumentation and analyses would be, more dialogue and
compromise between high-income and developing counties is likely to be needed. One
suggestion is the following, If developing countries were to commit themselves to
enfordlw miuimum ;smndardq and ‘m mi:,i'ng tho% :sm mard*; over tim'e acm'rding ‘m a
mml est g oups in h\g}nncmm wunmcx \voulﬂ, bc_: lem .1blc to deny ,that tmpmvcmenxh m
environmental standards are positively related to income and trade growth, That would be
using trade pohcy as a carrot rather than a stick. Likewise, if developing countries were
seen to be enforcing reasonable standards especially effectively on their foreign investors,
concerns about capltal outflows to *pollution havens’ and the consequent loss of jobs in
high-standard countries would be less justifiable. Alternatively or additionally, developing
countries could transfer the onus back to high-standard countries to insist their firms
accede 1o the same high standards when they invest in developing countries as in more-
advanced cconomies. And anxiety over deforestation could be reduced if developing
Lount”rics were able to demonstmtc thcy can. pol’ice res(rictiuns on fe‘lii‘ng ;md are prepared

marketc and/or md (mb., via thc Global Env;ronmcm Facxl:!y admmi%!ered by th
Bank).

A more controversial suggestion has been-made by Rodnk(1994
ease can be made for hlgh-btdt\ddl’d countries to-take action again: (

H Sw tlm review in-Anderson xmd Struti {1995},
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tracde with that country violates a widely held social standard (ie., one that is aceepted by
export and copsumer interests in those conntries in addition to the aggrieved it‘npmt«

campeting producers and environmental or labour groups). The case rests on the point
that an crosion of confidence in the ‘faimess’ of the trading system may ultintately be
more costly (o the world economy than the action against the offending tading partner.
He s;ug,a,c.sts that the &m%ua:ti\ Agreement of the Uruguay Roud could be bre
allow a “Social Safeguards’ clause whereby in such cases @ country could restrict the
oﬂ'uuli‘ug imports and compensate the teading partner. Rodrik recognises that this could
do mare harm than good (not least beeause it would formalize a link between trade policy
and social standards). Even so, he argues thar its merits need to be weighed against the
other options available o developing countries o minimize the damage from the
encroachment of social ssues into the trade policy domain, However, the sobering history
of abuse of the GATT's other safeguards clauses (Finger 1995) h::wns little room for
enthusiasm for this proposal to amend the Uruguay Round's Agreement on Subsidies and
Countervailing Measures.

Finally, what principles ought to govern the design of trade policies and trade-
refated environmental peheies to ensure equitable and sustainable development? Several
have been mentioned above m passing, Even 1 developing countries were simply to
discuss a bist of such principles with gher-standard countries, the resulting dialogue may
itself be produetive in dilfusing some of the concems expressed by environmental groups.
APEC, with its diffuse but relatively small membership, provides an obvious forum for
such discussion before the much larger WTO membershiip debates the issues, In the same
spirit, APEC might also begin to monitor trade-refated environmental measures as part of
its overall eampilation of trade impediments in the Asia-Pacific. As well, it might actively
seek, as apriority in its trade facilitation and liberalization initiatives launched at Bogor in
November 1994, the removal of trade policies that ineidentally harny the environment -«
again, providing a regional ‘win-win’ example for what might eventually be achievable
globatly through he WTQ.
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Figtire 1. Mean and standard deviation of the true distributions
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