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Introduction

In the past decades the WTO has been in the focus of increased protests: On the
one hand, developing countries voice their concern that protectionist lobbyists in
developed countries use the WTO forum to pursue their agendas by means of
demanding environmental and labor standards. And on the other hand,
environmentalists call for the “greening” of world trade, asking for drastic
measures to combat all types of environmental pollution — from local to global

problems.

Some NGOs and environmentalists claim that the linkage between trade and the
environment is obvious because they claim free trade damages the environment
and hence, “sustainable development is not only beneficial to world trade, it has

got to be a basic principle of world trade’

. Academics supporting this view hold
that although the WTQO’s objective should be trade liberalization and
condemnation of protectionism, it nevertheless ought to help governments deal

with the side effects of trade because without good environmental policies, free

trade may not produce the best possible outcome?.

However, those opposed to these suggestions argue that environmental
protection is an important objective but that it should be achieved with other
means and not by using trade measures. The objective of environmental
protection should not interfere with the aim of the WTO, which is welfare through

trade liberalization. Using trade measures for policy issues that are not directly

! Remarks by U.S. Trade Representative Charlene Barshefsky at the Institute of International Economics, 15"
April 1998, available in LEXIS, News, Federal News Service
? Charnovitz, S. (1998), The WTO and the Environment, p.98



relevant to the tasks of the WTO could be ineffective, unnecessary and opening

gates to protectionist ambitions®.

This thesis aims at disentangling the interwoven and emotionally heated issues
relating to trade and the environment within the WTO framework and thereby
working out a legitimacy test for trade measures in three separate environmental
pollution cases: domestic, cross-border and global pollution. Domestic
environmental damage has no spillover effects to other countries, it is entirely
local within the territory of one state; cross-border pollution harms countries
outside the territory of the state that is responsible for the harm, such as acid rain
or a polluted river that affect a neighboring country; and finally global
environmental damage harms all states, the most prominent example of which is

climate change.

In chapter 1, the legal framework for using trade measures under the WTO is set
out and applied to the three cases of environmental pollution. The reasoning of
the WTO dispute panel rulings is interpreted and it is assessed whether its
reasoning is an appropriate test of legitimacy for trade measures for

environmental purposes.

Chapter 2 focuses on domestic environmental pollution, which is the most
disputed and controversial area of the discussion. Trade measures used to tackle
domestic pollution in another jurisdiction have caused the greatest opposition
from developing countries who fear hidden protectionism under these measures.
The legitimacy test begins by analyzing the economic reasons and economic
justifications for the use of trade measures. In a second step, the question is

raised whether the trade measures employed are effective for the aims of

? Bhagwati (2005), p.3



environmental protection that they allegedly pursue. Thirdly, it is analyzed
whether trade measures are necessary — that is the case if no alternatives are
available that would be less trade distortive or less likely to cause harm. The
same three-step test of legitimacy is applied to cross-border pollution cases in
chapter 3 and global environmental pollution in chapter 4. Global pollution
focuses in particular on climate change for reasons of actuality and public
awareness of the issue. The particularity of global pollution and in particular of
climate change is the fact that it is very difficult to reach international agreements
— the questions of equitable burden sharing, historical responsibilities and present
obligations are highly disputed. Then two Multilateral Environmental Agreements
are presented. The Montreal Protocol, which uses trade sanctions against non-
members, is compared to the Kyoto Protocol that does not have an enforcement

mechanism but provides for a set of alternatives.

Chapter 5 provides the political economic framework of the discussion, including
the arguments on the danger of using trade measures due to the potential of
discrimination, protectionism and domination of the powerful players, also called
‘eco-imperialism”. This chapter gives a general overview on the typical
perceptions of developing as opposed to developed countries and the political
economy of those developed countries that seemingly favor trade measures for

environmental purposes even in cases when they are not economically sound.

The findings are then applied to India’s position on these issues in chapter 6.
India is a particularly interesting case because of its rapid growth in the past
decades, which came along with increasing domestic pollution. Its export industry
is heavily affected by environmental requirements of its export markets the
Government of India has taken a strong position against any linkage of trade and

environmental provisions outside an MEA. It is an active participant in WTO
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negotiations on the matter and assumes a leadership role for some parts of the

developing world. Hence, its positions on the matter are laid out.

Applying the legitimacy test on the three cases of pollution leads to the result that
trade measures should be refrained from except for the case of a cross-border
pollution where detectable physical harm spills over to another country. In all
other cases, it has been found that the legitimacy for trade measures is not given

and better alternatives exist.



1. The GATT/WTO framework

This chapter lays out the general foundations for the analysis and discussion of
trade and environment within the WTO, including the historical, legal, economic
and political economic framework of the discussion. However, the special focus
of this introductory chapter is the legal context, i.e. regulations and dispute
resolutions of the WTO regarding trade and environment. The reason for this
legal emphasis in the first chapter is that WTO law is a very effective regulatory
power and WTO dispute settlement rulings are mostly accepted as authoritative
by all member states. Hence, the bulk of the debate on linking trade measures
with environmental provisions has centered on WTO case rulings and an
understanding of the current laws and regulations is crucial to the debate.
Further, the interpretation of WTO case rulings shows that the WTO dispute
settlement body has employed its own legitimacy test on the use of trade
measures, which will be assessed and extended for the purpose of providing an

economic analysis of the issues at stake.

1.1. General Historical Introduction to GATT/WTO

After World War Il the Allied war leaders had a new world order in mind, in which
economic ties would be so strong between all nations that the previously
experienced economic crises of the 1920s and 1930s would not reoccur. At the
Bretton Woods Conference in 1944 they decided to set up an International Bank
for Reconstruction and Development (The World Bank) and the International
Monetary Fund (IMF). Further, the U.S. and its allies prepared a draft for an

International Trade Organization (ITO), which would have been empowered to



prevent trade wars by giving authoritative rulings on disputes and creating
multilateral agreements on trade measures. But the U.S. Congress did not
approve the 1948 ITO charter that the US administration proposed*, and hence
the ITO was not created. By way of compromise an interim measure was
adopted at the Havana Conference in 1947 committing the members to basic
principles of international trade, the General Agreement on Tariffs and Trade
(GATT), which contrary to earlier plans had to deal with all international trade
disputes despite the lack of any enforcement mechanisms, codified rules and
efficient administration®. In the following decades the GATT successfully lowered
trade barriers by reducing tariffs in periodic negotiation rounds. It also prevented
an increase in tariffs by its principle of “binding” tariffs®, by the prohibition of non-
tariff trade measures like export subsidies’ and import quotas, which are

forbidden unless there is a case of “market disruption”.

The 8™ negotiation round of the GATT, the Uruguay Round (1986-1994),
resulted in further trade liberalizations of the agriculture and textile industry, as
well as administrative reforms which included the creation of the World Trade
Organization (WTQO) as part of the 1994 “Marrakesh Declaration”. The WTO
Agreement provides a “common institutional framework for the conduct of trade
relations among its members™, establishing an international organization with
efficient administration and dispute settlement process, as well as enforcement
measures. It incorporates the GATT, which deals with trade in goods, but also
other trade regimes such as GATS, the General Agreement on Trade in

Services, as well as TRIPS, the Trade Related Aspects on Intellectual Property

* Rao, P.K. (2000), The World Trade Organization and the Environment, p. 15
> Cole, M. (2000), Trade Liberalisation, Economic Growth and the Environment, p.8
% When a tariff is bound, it may not be increased in the future unless it is compensated by a reduction of other

tariffs

7 Except for subsidies on agricultural exports, Cole (2000), p.9
¥ It is not clearly defined what constitutes a ,,market disruption® in this context, see Krugman, P., Obstfeld, M.

(2006), p.298

? Article IT of the WTO Agreement, in Rao, P.K. (2000), p.75



Rights. Further, negotiation frameworks to direct the WTO, such as a WTO
Council and a ministerial conference were established™.

The most impressive aspect of the WTO, however, is its dispute settlement
procedure. It is evoked when one party accuses another WTO member of
violating WTO obligations, and the responding country denies the charge. In
contrast to the inefficient and ineffective tribunals at the time of the GATT
system'', the WTO dispute settlement procedure is efficient, normally reaching a
decision in less than a year. It is also effective because when it finds that a
measure is illegal under WTO rules, it calls on the country to change its policies
— if it refuses to do so, the WTO can grant the victim country the right to retaliate
with trade measures. In the great majority of disputes the parties accept WTO
rulings and change their policies, which is a sign of the international acceptance

of the WTO.

The WTO states its objectives in the preamble of the treaty. It aims at raising
living standards world wide, and ensuring the growth of real income, production
and trade through non-discriminatory trade liberalization and reduction of all
kinds of trade barriers'. It is generally seen as a very successful organization in
the continuous removal of trade barriers, which has also benefited the
developing world™ that perceives the WTO as probably the only international
organization that can effectively provide a safeguard to weaker countries by way

of reducing protectionism.

1 Esty, D. (1994), p.247

" Krugman, P., Obstfeld, M. (2006), p. 302
2 Stremmel, D. (2007), p.21

¥ Cole (2000), p.19



1.2 The Doha Round

While the initial attempt to launch the next round of multilateral trade
negotiations collapsed in Seattle in November 1999, the current negotiation
round was finally launched in Doha, Qatar, in 2001, with the “Doha Declaration”.
The start of this negotiation round has been particularly difficult: The Ministerial
Conference in Cancun in 2003 also collapsed, mainly due to dissent on
agricultural subsidies and the “Singapore Issues”*. In Cancun, the “Group of
20", which was led by Brazil, India and South Africa, dismissed the US and EU
agricultural market liberalization offers. The EU on the other hand insisted on
linking further agricultural liberalization to concessions on NAMA (non-
agricultural market access)’ by other WTO members, particularly Brazil and
India. The US has been negotiating for the introduction of labor and
environmental standards to further trade liberalization agreements. Developing
countries resisted these attempts and claimed instead that agreements reached
in the Uruguay Round, in particular on liberalization of textiles and agriculture,

have still not been implemented.

Some commentators have argued that Doha Round negotiations seem
particularly difficult because for the first time in the history of trade negotiations,
developing countries play a large role. That is in part due to greater numbers
because more developing countries have entered the WTO'™ and a better

coordination of their position, such as the effective coalition of the Group of 20.

'* The Singapore Issues consist of negotiation on an investment agreement, competition policy, transparency and
trade facilitation, mostly asked for by the EU and Japan, see Bhagwati, J. (2005), p.2

"> NAMA includes issues such as liberalization in manufactures and services

' Oatley, T. (2005), p. 66



However, there have already been some successes in the current Doha round
like an agreement to make adjustments to TRIPS, thereby providing an easier
access to low-cost pharmaceuticals for developing countries'’. The Doha Round
has launched negotiations on liberalization of trade in environmental goods and
services'®, which provides an important counterpart to the negotiations on trade

restrictions in response to environmental pollution.

1.3 The linkage of trade measures and environmental
provisions

The demand for a linkage of trade measures to the enforcement of environmental
provisions is voiced more and more frequently in the public. Two aspects of
globalization could be responsible for that: intensified global competition has led
to increasing demands for protection of the domestic market by labor unions and
industry facing import competition. Hence demanding higher, international
environmental standards could ease some of the burden and ensure that
countries with strict environmental regulation are not “disadvantaged”. And
secondly, the recent environmental catastrophes have raised public awareness of
global pollution and climate change'®, calling for immediate action by all
countries. Neither of these reasons legitimizes the use of frade measures in this
respect, but nevertheless this issue was carried into the GATT/WTO, starting in
the Uruguay Round of negotiations. In some arguments, the justification for
linkage of the two issues does not have an economic foundation, but is based on

the alleged track record of effectiveness of trade measures in other areas such

'7 Bhagwati, J. (2005), p. 1

" Droege, S. (2007), p.10

" In 2007, even the Noble Prize for Peace was awarded to the Intergovernmental Panel on Climate Change,
IPCC, and Al Gore Jr for their achievements in raising awareness for climate change



as human rights or arms control®’. For those arguing economically, the issues of
trade and environment should be linked because uncontrolled trade could
eventually lead to “irreversible environmental degradation and hence economic
impediments to sustainability of trade”'. Hence they have argued that it ought to
be part of the duties of the WTO to negotiate on environmental protection.
Moreover, there are about 200 international agreements on environmental
protection outside the GATT/WTO system, called Multilateral Environmental
Agreements, MEAs. Like any international agreement, membership to these
MEAs is voluntary and some members of MEAs are not WTO members and
equally, not all WTO members have signed onto MEAs. Consequently, this has
led to some controversy in the WTO about those approximately 20 MEAs that
use trade measures as enforcement tool>.

As a response to the growing demand for linkage, the Uruguay Round settled
the reconstitution of a Committee on Trade and the Environment (CTE)® to
examine the interactions between trade and environmental measures, trade
measures used for environmental purposes and effects of trade liberalization on
the environment®’. The CTE has not yet recommended any modification to WTO
regulations, but holds that current WTO laws provide enough scope for the
protection of the environment®™, explicitly referring to the Sanitary and
Phytosanitary Measures (SPS) Agreement — which deals with food safety and

animal and plant health — and the Technical Barriers to Trade (TBT) Agreement

%0 This is a frequently used argument and will be explored further in chapters 2-4. Suffice to note now that the
actual effectiveness of these measures varies from case to case — well-known recent examples: trade measures
did not lead to cooperation of Iraq under Saddam Hussein, and currently seem uneffective on the Islamic
Republic of Iran. But some argue that trade measures were indeed effective on South Africa during the
Apartheid regime, though that is not undisputed, see chapter 2

1 Rao, P.K. (2000), p.31

22 See chapter 4

» The CTE includes all WTO members, and is set to meet at least twice a year. It was reconstituted because the
group was originally set up in the 1970s but had stopped meeting. Clapp, Dauvergne (2005), p.145

* WTO Trade and Environment Ministerial Decision, 14/04/1994, GATT Doc MTN.TNC/MIN (94)/1/Rev.1,
(1994) 33 I.L.M. 1267.

* http://www.wto.org/english/tratop_e/envir_e/envir req_e.htm#comittee
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— which deals with product standards and labeling®®. The CTE has also pointed
out that further trade liberalization is essential for advancing policies on
sustainable development and environmental protection?’. It has reported that
trade measures are often not ideal as a means to combat cross-border or global
environmental problems because they are neither the most appropriate nor the
most effective instrument?®®. Discussions in the CTE have shown that the
preferred governmental approach to cross-border or global pollution problems is

cooperative multilateral action under an MEAZ.

The CTE acknowledged that the WTO competence for policy coordination is
limited to trade and to trade-related aspects of environmental policies, and it has
no intention of widening its scope to become an environmental agency® — it
suggested that comprehensive solutions to all challenges regarding the global
environment should be left to other intergovernmental organizations, mainly the

United Nations.

Moreover, under the current Doha Round, the CTE Special Sessions (CTESS)
and the CTE Regular were set up®', which discuss the compatibility between
MEAs and the WTO Agreements, the effect of eco-labeling on market access
and the relationship between environmental protection and trade rules on
intellectual property and services®. The last point directly relates to TRIPS and
its relation to environmental protection due to issues of intellectual property and

access to new environmentally friendly technology.

26 Both agreements will be dealt with in more detail under subchapter 1.4.1
27 Bhattacharyya, B. (1998) p.8

* Cole (2000), p.18

% Bhattacharyya, B. (1998) p.5

%% Bhattacharyya, B. (1998) p.4

’! The World Trade Organization (2004), Trade and Environment, p. 11-16
32 Clapp, Dauvergne (2005), p. 145
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The CTE negotiations have been slow and characterized by the contrary
positions of developing and developed countries®**. So far, the CTE has
emphasized the need not to unduly restrict exports of developing countries,
mentioning explicitly the OECD Trade Policy Studies 2005 and the UNCTAD
Trade and Environment Review 2006%. However, the CTE states that eco-
labeling can be an effective measure to promote environmentally friendly
policies, and demands transparency in preparation of labels and providing
opportunities for other countries to participate. Negotiations continue and none

of the issues are yet resolved.

To analyze the legitimacy of arguments in this debate, there must be clarity on
what constitutes “environmental pollution” and “trade measures”. For the
purposes of this thesis, it will be distinguished between domestic, cross-border
and global environmental pollution. This separation of pollution cases, which was
first made in the 1992 GATT Report on Trade and the Environment®, is vital for

the economic analysis of the legitimacy of trade measures.

Domestic pollution is damage caused within the territory of a state, leading to
consequences that are also incurred within the same territory. Examples are local
soil pollution, domestic water pollution and local air pollution without

consequences on other countries.

Cross-border pollution is detectable, physical damage spilling over from one
country to another country that is not involved in the polluting actions or

processes. It can be either caused by importing a polluting product, i.e. an

3 See chapter 5
** Clapp, Dauvergne (2005), p. 145. These two studies reveal the effects of eco-labling on market access, see

> Although that report only distinguished between domestic and cross-border pollution, see Bhagwati (2000),
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environmentally “dirty” product, or by some manufacturing process in one
country, which causes damage in another country. In the second case, only the
production process is polluting and not the product itself, such as pollution of
trans-border water sources or acid rain, which comes down on the territory of

another country®®.

Global physical pollution is more difficult to define — one clear example is the
ozone layer depletion and climate change. Typically, scientific evidence on
global pollution is disputed and international agreement on causalities and
consequences rare. For the purposes of this thesis, global pollution is
detectable, physical harm that affects the planet as a whole — the focus of the

debate on global pollution will be climate change.

For all three types of pollution, psychological or emotional damage is not
considered in this thesis. Hence, any harm that is not physically detectable on
the country is not considered a negative externality and will not count as
pollution: the extinction of endangered species leaves no detectable physical
pollution but is a matter of ethics®, similar to the knowledge of bad working
conditions of workers in the developing world. Psychological damage is outside
the scope of this thesis because its negative externalities, i.e. the economic
aspect of their impact on a country, are nearly impossible to measure. The
damage is very subjective, and including these emotional externalities would

open a Pandora’s box>®.

However, measures relating to the preservation of endangered species are

mentioned in the context of WTO rulings. Unfortunately, the WTO has not been

%% For example, UK causes air pollution which comes down on the forests of Norway’s west coast
*7 Stremmel, D. (2006), p. 130
¥ Langhammer (2000), p.258
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consistent in its assessment of endangered species, occasionally counting wild
life to the domestic environment, then in another case defining it as a cross-
border damage. The rulings will be used as guidelines to domestic and cross-
border pollution despite the fact that the WTO definition in these particular cases

is not agreed with.

Depending on the type of pollution, at least three trade measures can be used:
direct trade interventions, supporting trade provisions, and trade inducements™.
The first category is the most straightforward: it tackles the pollution directly for

example by prohibiting the import of a polluting product*

. Supporting trade
provisions are trade measures used to enforce another substantive measure,
such as an MEA that allows trade restrictions on specified polluting products,
even against non-signatories — albeit its compatibility with the WTO remains
unclear*’. A more common and WTO compatible example for this supporting
trade provision is the import restriction of products that in their use do not comply
with domestic environmental regulation, such import bans on cars that do not
comply with domestic emission standard. The third category of trade measures,
trade inducements, is the most controversial because it may be employed
decoupled from the polluting product, as an inducement to join an agreement or
as punishment for non-cooperative states. In that it is similar to other
inducements such as financial, diplomatic or military means. Trade inducements

could be sanctions, which impose trade restrictions on a range of unrelated

products®?, or trade incentives, e.g. offering development aid or market access.

3% Subramanian (1992), p.137

* Such as France’s import ban against construction material from Canada that contained asbestos, see EC
Asbestos case (2001)

*I'Such as the Montreal Protocol, see chapter 4

* Such as the Pelly Amendment in the dispute on Dolphin and Tuna, or various UN sanctions measures, €.g.
against Iraq under Saddam Hussein
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These differentiations are important, in particular for the analysis of economic
justification for trade measures. The following subchapter gives a general
overview on the economic foundations of environmental pollution. A detailed

analysis applied to the different types of pollution will follow in chapters 2-4.

1.4 Economic foundations for linking trade to environment

Trade liberalization generally increases exports and imports, thereby fostering
economic growth and consumption — both can lead to an increase in pollution on
a per capita basis. This is not per se a problem, but if the pollution is uncontrolled
and non-renewable resources are used up, this can lead to negative

externalities™®.

In a functioning market, each player has to bear the costs that arise out of its
economic activities, and no costs that arise out of activities of third parties. If this
condition is not given, then negative external effects exist which diminish
efficiency™. Due to the fact that the environment or certain natural resources are
not usually priced in a functioning market, firms and individuals use the resources
or pollute the environment without being charged for it. This leads to inefficient
use of resources. An example for a common negative external effect is toxic
emission that harms other market players or third parties who are not part of the
production process, but who are diminished in their utility function. In this case,
the private marginal costs of a firm that produces with external effects are smaller
than the social marginal costs that the society has to bear, which also includes
the external effects of the private firms and individuals. This leads to a lower

market price on polluting products than what would be efficient and hence there
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