Trade and the Environment Debate:  WTO, Kyoto and Beyond

Kristalina Georgieva and Muthukumara Mani

The traditional trade-environment argument
For the last ten years or so, environmentalists and the trade policy community have engaged in a heated debate over the environmental consequences of liberalized trade.  It has been intensified by the creation of the World Trade Organization and proposals for future rounds of trade negotiations. The debate initially was quite contentious and unproductive as both parties differed greatly in their trust of market forces and typically value the environment differently.
  Free traders feared that talk about environmental protection will be used as an excuse by some economic sectors to gain protection for themselves against competition from abroad.  Environmentalists feared that free trade will be used as an excuse to give inadequate weight to environmental goals and excessive weight to maximization of market-measured GDP.  The importance of establishing coherent relationships between the trade obligations set out in various bilateral/multilateral trade agreements and environmental policies of countries is increasingly being recognized.

The concerns with environmental implications of trade involve both the domestic implications of policy reforms as well as the global environmental dimension of bilateral and multilateral trade agreements.  Although liberalizing reforms generally promote more efficient resource use (including use of environmental resources), in practice there is no clear-cut reason to expect that trade liberalization will be either good or bad for the environment.  The reason is that trade reforms undertaken in the presence of pre-existing market, policy or institutional imperfections in the environment or natural resource sector may lead to adverse environmental impacts.  Some of the common concerns include:

· Reducing barriers to trade will reinforce the tendency for countries to export commodities that make use of resource-intensive production factors.  As a result of weak environmental policies, trade liberalization in developing countries may result in shifts in the composition of production, exports, and FDI to more pollution or resource intensive sectors.

· Trade liberalization may directly affect environmental standards. Intensified competition could lead to a “race to the bottom” as governments lower standards in the hope of giving domestic firms a competitive edge in world markets or attracting foreign investment. 

· “Environmental tariffs” may be employed against trading partners deemed to have inadequate environmental standards. The risk being is that these will be used as disguised protection for the protection of domestic firms. 

In practice, however, the opposite often seems to have been the case: countries that are more open to trade adopt cleaner technologies more quickly and increased real income is often associated with increased demand for environmental quality (WTO, 1999).  Greater openness to trade also encourages cleaner manufacturing because protectionist countries tend to shelter pollution-intensive heavy industries.  It is often the case that pressures on the environment and natural resources—incentives to over-exploit or deplete resources, however, are more directly related to policies and institutions within the sector than to trade openness per se (World Bank, 1999).  Thus increased trade and growth without appropriate environmental policies in place may have unwanted effects on the environment.
Scale, composition and technique effects.  To understand the net effects of trade on the use of environment and natural resources it is useful to break-up the effects into scale, composition, and technique effects.  The scale effect refers to the fact that more open trade creates greater economic activity, thus raising the demand for inputs such as raw materials, transportation services, and energy.  The composition effect stems from changes in the relative size of the economic sectors following a reduction in trade barriers.  Countries tend to specialize production in sectors in which they have a comparative advantage; this tendency becomes more pronounced with freer trade.  The technique effect refers to the changes in production methods that follow trade liberalization. Since trade liberalization generates increased income levels, demand for environmental quality is also likely to increase. This is often referred to as the income effect. The net impact of the trade liberalization will thus depend on which one of these effects will dominate.  
Trade, Growth and the Environment (Environmental Kuznets Curve).  It is also important to understand the relationship between income and the environment. This is a key aspect of the debate. The main argument for free trade is that it will raise national

incomes; but if this is so, then it is important to understand how higher incomes affect

environmental quality.  It is often suggested that an inverted U-shaped relationship exists between per capita income and environmental damage. The idea is that, in the early stages of development, economic activity tends to be concentrated in “dirty” activities (such as steel production), which involve relatively high levels of pollution; at the same time, low levels of income (and an initially low level of emissions) lead society to value income growth over environmental quality. In later stages of development, however, activity shifts toward cleaner sectors (notably services); and higher levels of real income increase the demand for environmental quality, leading to the adoption of tighter corrective tax and regulatory policies.  

Whether this inverted U-shaped relationship between environmental quality and income levels actually holds in practice has been much debated in recent years.  Recent studies of the relationship between environmental quality and development have shown, however, those who see economic growth as a way out of environmental problems are only partially right, as they focus only on abatement (regulatory) effects of higher income ignoring the corresponding scale and industrialization effects, let alone irreversible biodiversity losses.  A significant finding that emerges from this literature is that the quality of policies and institutions can significantly reduce environmental degradation at low income levels and speed up improvements at high income levels.  In other words, better policies, such as more secure property rights and better enforcement of contracts and effective environmental regulations can help reduce the environmental price of economic growth.
WTO and the Environment
Environmental provisions under the WTO are limited to the adoption of product-related measures as “necessary to protect human, animal or plant life or health,” or “relating to the conservation of exhaustible natural resources.”  Process-related requirements continue to remain outside the scope of the WTO.
  
The most important provisions governing the operations of the WTO affecting the environment are in Article XX of GATT, the Agreement on Sanitary and Phytosanitary (SPS) Measures and the Agreement on Technical Barriers to Trade (TBT).  For example, restrictions can be applied to trade in toxic and hazardous substances, potential disease vectors etc.  Any tendency to use the provisions as a means of securing economic advantages rather than environmental or health benefits is protected through two subsidiary agreements.  

The SPS provides that when restrictions on trade are applied they must be consistent with recognized international standards.  Any other standards applied (i.e. standards for which there may be no international standard) must be based on solid scientific evidence and supported by a risk assessment process and provisions created for affected parties to require presentation of the supporting justification.   The TBT is intended to reduce the potential for countries to use technical standards as hidden barriers to trade.  Technical standards which are restrictive of trade may only be applied, subject to some caveats, for certain legitimate purposes—protecting the environment; national security; prevention of deceptive practices; and protecting human health and safety and animal and plant health and life. 
However, in the absence of agreed international standards (e.g. fisheries), the fear of disguised protectionism is paramount in many developing countries.  Long-standing disputes between the US and other countries on tuna fishing, dolphin or turtle protection are case in point. 
Doha Round
The Doha round provides the scope for expanding environmental provisions in the context of WTO negotiations.  Specific issues currently tabled relate to:
· the relationship between existing WTO rules and specific trade obligations set out in multinational environmental agreements (MEAs).
  
· the reduction or, as appropriate, elimination of tariff and non-tariff barriers to environmental goods and services.
 
· clarification and improvement of WTO disciplines on fisheries subsidies, taking into account the importance of this sector to developing countries.
· clarification of environmental labeling (including ecolabelling) policies.
There are, however, a number of unresolved issues with respect to the Doha mandate on trade and the environment which are discussed below.
WTO and MEAs.  Progress has been slow in this area because of conflicting views of countries.  One view predominantly shared by the US and many developing countries is that there really isn’t an important legal issue here and that conflict between WTO and MEAs will be avoided so long as WTO members coordinate their actions in the two different contexts. The other view shared by EC and a number of its European counterparts (e.g. Switzerland) is that there is a real potential for legal conflict and that the only way to be certain of avoiding such conflict is to clearly draw a line delineating the respective responsibilities of the WTO and MEAs in any potential dispute settlement. This group is seeking a negotiated legal solution that would in essence preclude WTO from judging whether or not a trade measure taken under an MEA is necessary or not. In other words, any trade measures taken in MEA context could not be challenged in WTO.  The focus so far has been on six of the MEAs with explicit trade obligations: Convention on International Trade in Endangered Species (CITES), the Montreal Protocol on Ozone-Depleting Substances, the Basel Convention on the Transboundary Movements of Hazardous Waste, the Rotterdam Convention, the Stockholm Convention on Persistent Organic Pollutants (POPs), and the Biosafety Protocol of the Convention on Biodiversity.  
Fisheries subsidies.  For several years, WTO Members have pursued the issue of fisheries subsidies in the WTO Committee on Trade and Environment (CTE) which has the power only to make recommendations. However, current negotiations on fisheries subsidies are taking place in the WTO Negotiating Group on Rules, which is under the authority of the WTO Trade Negotiations Committee.
 There are some countries which are still of the view that the fisheries sector is not different from other sectors of the economy and there is thus no reason to introduce special provisions relating to fisheries subsidies.  Even among countries that agree in principle on disciplining fisheries subsidies there is divergence of views.  Many countries seem to favor prohibition of all subsidies causing overcapacity and overfishing, as well as other trade distortions with certain exceptions. As opposed to this “top down” approach, some countries (e.g. Japan, S. Korea) are in favor of “bottom up” approach in which  only particular (harmful) subsidies would be prohibited.
Ecolabelling. The discussions on labelling requirements for environmental purposes show some areas of consensus and several areas of divergence.  There appears to be consensus that voluntary, participatory, market-based and transparent environmental labeling schemes are potentially efficient economic instruments in order to inform consumers about environmentally friendly products.  Almost all members agree on the need for transparency in developing and implementing ecolabeling schemes so as to avoid causing disadvantage to foreign producers.  There is still, however, considerable divergence which relates to the issue of non product PPMs and their compatibility with the multilateral trading system.  It is argued that the labeling criteria used should be non-discriminatory and based on measurable scientific criteria.  Especially for developing countries the recognition of the equivalency of their own certification systems is of particular concern.  
Environmental goods and services.  There are still a number of issues to be resolved regarding definition of environmental goods while referring the issues of reducing or eliminating tariffs on environmental goods to the tariff negotiating group (Colyer, 2004).  Definitional issues involve how to define the goods, a general definition or lists of goods to be included, as well as what goods to include.  The latter revolves around whether environmental goods should include “environmentally friendly,” i.e., “green goods” including consumer goods or goods specifically aimed at improving the environment such as pollution control equipment.  The EC has proposed that the goods include the two categories, i.e., goods used in pollution control and those with low environmental impacts, while China has proposed two lists, one general and one specifically for developing countries. 
A number of bilateral agreements have gone beyond the WTO to give attention to environmental protection aspects.  Agreements such as the North American Free Trade Agreement (NAFTA) and US-Singapore FTA directly address environmental concerns, and Regional Economic Integration Organizations (e.g. MERCOSUR) deal with trade-environment issues both in relations between their members and in global policy activities.
WTO, Kyoto, and the Environment
Commonalities

Just as WTO recognizes
 the importance of seeking to “protect and preserve the environment,” the Kyoto Protocol states that parties should “strive to implement policies and measures… in such a way as to minimize adverse effect on international trade.”  The Framework Convention on Climate Change features similar language in several places (Frankel, 2004) and the Doha Communiqué specifically states that “..the aims of upholding and safeguarding an open and non-discriminatory multilateral trading system, and acting for the protection of the environment and promotion of sustainable development can and must be mutually supportive.”  There is thus a general recognition by both treaties to respect each others’ mandate.  Further, there are specific provisions in the Doha round that could promote Kyoto objectives.  For example, a multilateral liberalization of capital equipment and services used in environmental efforts such as air quality improvement and climate policy (e.g. windmill turbines) would serve both kinds of goals, economic and environmental.  While not very explicit in WTO, a ban on subsidies to fossil fuels would achieve both the environmental goal of reducing carbon emissions and the goal of removing an economic distortion.
  The Kyoto Protocol includes language that specifically mentions as one of the measures that parties could adopt to help achieve their emission targets “progressive reduction or phasing out of market imperfections and subsidies in all greenhouse gas emitting sectors..”  This is very much consistent with multilateral trading arrangements.
Potential  conflicts

Border tax/environmental tariff.  Unlike some other multilateral environmental agreements (e.g. Montreal Protocol), Kyoto Protocol does not trigger trade sanctions against non-participating countries.  In fact it could conceivably have been more effective had trade sanctions been used either to encourage participation or to enforce compliance by members.  It would still not be in violation of WTO provisions (Frankel, 2004) as a number of other MEAs (e.g. Montreal Protocol) have such provisions.  However, even without trade sanctions or controls, complaints about violations of the WTO non-discrimination rules are likely to arise if a member country seeks to impose border tax adjustments to offset the effects of specific domestic GHG taxes on the competitiveness of its own industry vis-à-vis foreigners.  Although nothing is being contemplated at present, pressure from industry groups worried about higher energy costs that burden them domestically, and that give competitors in non-member countries (especially in the U.S.) an unfair advantage could tilt the political balance.

Theoretically, there is a justification for using trade measures (the only justification in fact) to promote environmental objectives in case of “transboundary environmental externalities.”  A trade restriction, it is argued, in the form of a tariff can play somewhat the same role for transnational externalities that a pigouvian tax performs within a single jurisdiction.

· only if there transboundary pollution and no environmental                                                         regulation in the exporting country 

· as “weapons” to persuade the exporting country to introduce measures of pollution control
So far no such regime exists anywhere in the world.  However, by applying this logic, one can argue that barriers against import of dirty products or any product resulting from a dirty production process (e.g. greenhouse gases) on welfare grounds would be justified.

Leakage.  The main goal of the Kyoto Protocol will be subverted if all carbon-producing activities such as coal-burning and aluminum smelting simply relocate to non-member countries, thus offsetting the reduction in emission among members.  Under WTO it is still much less clear that a country can in the name of the environment target others’ PPM than others’ export products.  But the precedent set by ‘shrimp-turtle’ case could change things.
  One can make a case for PPMs that create global externalities such as ozone-depleting chemicals or greenhouse gases.
  Thus discouraging leakage of emissions to non-members is essential to the goals of the Protocol, and the WTO could recognize the legitimacy of such goals. As of now, there is no clear cut dispute settlement mechanism in case of a conflict between the two treaties.  
Subsidies and Counterveiling measures.  The other area of potential conflict is under the WTO agreement on Subsidies and Counterveiling measures.  When Kyoto parties exempt particular favored industries from an energy tax, or give out domestic emission permits in a non-neutral way, or reward their companies with credits for CDM and JI projects, they might be liable to complaints under the subsidies agreement.  In agriculture, payments under environmental programs are exempt from restrictions on subsidies.  For example, subsidies for carbon sequestration in forestry or for reduction of methane emissions in agriculture should be permitted under WTO.
Technical Barriers to Trade.  There could be intersection with WTO Technical Barriers to Trade (TBT) if ecolabelling issues were to arise in the context of greenhouse gas content in production process.  Similarly,  trade in emission permits are currently classified neither as goods nor as services.  However, if emission permits/credits are defined as services to which the General Agreement on Trade in Services (GATS) applies, then there is a question about whether the most favored nation (MFN) principle of non-discrimination would be violated.  Limiting the trading of emission permits to Kyoto Protocol parties would be in violation of GATS.  In the same vein JIs and CDMs could be considered in violation of MFN depending on whether the project involves trade and/or FDI and whether it involves goods and/or services.
Conclusions

Both the climate change regime and trade-investment regime will hopefully evolve to accommodate new economic and political circumstances.  It is therefore important to continue to monitor and analyze the relationships between the two regimes.  Within the Kyoto Protocol, the most important priority regarding the linkage to trade should be to facilitate a uniform approach to taxation of energy and greenhouse gas emissions, particularly with respect to border adjustments for exports and imports.  This will help avoid the perception and reality that climate measures might be used as an excuse for protectionist discrimination.  WTO can do its part by should seriously considering fossil fuel subsidy issue to support Kyoto.  Negotiations to liberalize trade in climate-friendly goods and services would be another.  In these and other ways, trade and climate regimes can be made to work in harmony.

Both the WTO and Kyoto Protocol are two of the most important economic agreements of the century designed to expand economic and human welfare. To ensure that a country captures substantial benefits that both these confer, within a country, there should be increased understanding of the issues and potential conflicts/problems in order to formulate the necessary legal and regulatory framework.  The Ministries of Finance/Trade and Environment must consider ways/means to elaborate coordination of policies/measures taking national circumstances and potential effects into account.  
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�  Copeland and Taylor, 2004.


� These are often referred to as Process and Production Methods (PPMs).  This might have changed with the recent ‘shrimp-turtle’ ruling which is discussed later in this paper.





� One way in which the trade measures of an MEA could conceivably come into conflict with the WTO rules would be if the trade measure were applied in a way that violates WTO’s non-discrimination principle. Suppose, for example, that an MEA banned trade in a particular product between its parties and non-parties to the MEA but permitted trade in the same product between its own members. This would amount to a violation of the WTO’s most-favored nation (MFN) principle – actionable under the WTO’s dispute settlement provisions.





� However, there is uncertainty about what is an environmental good or service.





� Presently, there are no special WTO provisions relating specifically to fisheries subsidies. This means that these subsidies are disciplined only by the general subsidies rules found in the current WTO Subsidies Agreement (SCM Agreement).





� Preamble to the Marrakech Agreement that established the WTO in 1995.


� Presently, there are no special WTO provisions relating specifically to these subsidies. This means that these subsidies are disciplined only by the general subsidies rules found in the current WTO Subsidies Agreement (SCM Agreement).





� There is always the danger that a country could put up tariffs against any export of a non-member country and claim the justification  that the product uses energy or other inputs where the cost has been unfairly reduced by the country’s refusal to participate in climate change mitigation (Frankel, 2004).


� The decision in the WTO’s Shrimp-Turtle case may in fact have opened the door for use of trade measures to promote environmental objectives based on the way that a product is made. The U.S. law restricts imports of shrimp caught in a way that harms endangered sea turtles. In a 1998 report, the WTO Appellate Body (in response to complaint filed by India Pakistan, Malaysia and Thailand) agreed with the United States that the law does not violate WTO obligations because it is covered by an exception to WTO rules for measures relating to the conservation of exhaustible natural resources (Article XX). However, the Appellate Body found that the United States had unjustifiably discriminated among exporting countries in applying the law. The United States complied with the Appellate Body findings by modifying implementation of its law in a manner that both enhanced sea turtle conservation and addressed the unfair discrimination identified by the Appellate Body.  A 2001 ruling favored the US decision.





� Interestingly, for a member to ban imports of coal from a non-member would do little to advance the goal of Protocol, in the sense that the member’s emissions are already capped.  In fact, boycotting such coal will lower its price and cause more to be burnt by non-members (Frankel, 2004).
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