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The previous chapter discussed ways in which
trade affects the environment, and the circumstances
under which trade restrictions might be appropriate
to reach environmental goals. This chapter considers
how environmental regulations can affect trade and
manufacturing competitiveness.

In some cases, domestic environmental regula-
tions, particularly on products or product disposal,
can act as ontariff trade barriers. Such measures are
sometimes needed to achieve environmental goals.
However, some fear that de-facto trade barriers will
be erected under the guise of environmental protec-
tion. Sorting out the impacts of these measures on
both trade and the environment can be difficult. The
effects of environmental provisions on trade are not
well understood.

At the same time, domestic environmental regula-
tions, particularly on industrial processes, can put
domestic firms at a disadvantage in international
competition. (Regulations on products’ inherent
characteristics, use, and recycling or disposal would
be less likely to have competitive impacts since
these types of regulation would apply equally to
imported and domestic goods.) A disadvantage
might occur if competitors in a foreign country face
weaker regulations and/or enforcement (and thus
lower compliance costs). Domestic firms could also
be disadvantaged if foreign firms face similar
regulations but receive more government help in
meeting them. This chapter considers the extent to
which U.S. manufacturing firms suffer a competitive
disadvantage, and possible responses to such disad-
vantage.

Over the years, many studies have examined the
competitive impacts of environmental regulations
for manufacturing. (This literature is reviewed in
appendix E.) These studies are difficult to summar-
ize and offer somewhat mixed conclusions. Some
studies have not found a relationship between
environmental regulation and trade and investment.
Others judged the overall effect to be “small” or
“insignificant,” though there is no agreed notion of
what those terms mean in this context. However, in
certain sectors facing high environmental control
costs, the effects on trade performance were larger.

—59-—

Serious problems with both the data and methodol-
ogy of these studies make anything but limited
and/or tentative conclusions problematic. Also,
caution should be taken in applying these results to
the present competitive and environmental climate.
Much of this research involves data from the 1970s,
when fewer U.S. industrial sectors were under as
great competitive challenge from abroad. What were
modest impacts 10 or 15 years ago might well be
more troubling today when competition as a whole-
arising from many nonenvironmental reasons-is
more intense, and U.S. environmental regulation is
more strict.

This chapter also discusses whether countervail-
ing duties or other trade measures are likely to bean
effective response when U.S. firms face possible
competitive disadvantages from lax environmental
standards in other countries. While such measures
merit consideration, their effectiveness in remedy-
ing competitive impacts is limited. Other alterna-
tives, such as negotiating with other countries to
raise their standards, domestic support for research
and development, and technical assistance to indus-
try, may need equal or greater consideration in a
strategy to maintain U.S. manufacturing competi-
tiveness.

ENVIRONMENTAL
REGULATIONS AS TRADE
BARRIERS

As has been mentioned, governments use various
means to regulate environmental conduct within
their borders. They may regulate manufacturing
processes, for example, by requiring permits for the
release of pollutants. Countries also may regulate
which products may be produced and sold, and how
they may be used and disposed of. For example, a
country might require cars to meet specified emis-
sions standards; products not to contain banned
compounds (such as polychlorinated biphenyls
(PCBs)); and manufacturers to take back empty
beverage containers for refilling and reuse.

To be effective, a country’s system of regulations
to some extent must cover imported products. A
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country’s internal regulations seldom extend to the
process by which imported products are made.'But
the regulations likely would subject imported prod-
ucts to the same standards as domestic products
regarding the nature of the product (PCB-free
equipment), its use (catalytic converters must oper-
ate effectively for a specified number of miles), and
its disposal (reuse of beverage bottles).

Differences in internal regulations can impede
trade: products made for use in one country might
not meet another country’s standards.?When stand-
ards can be harmonized, or made similar, trade can
be more open, and trade disputes rarer. Thus, as
recognized by the Organisation for Economic Co-
operation and Development's (OECD) ‘harmoniza-
tion principle’ (see ch. 2), harmonization can be a
worthwhile goal. However, as OECD recognized,
harmonization is not always appropriate or feasible;
sometimes it makes sense for countries to have
different standards (see ch. 3 and box 3-A).

The most comprehensive effort to harmonize
environmental standards has been taken within the
European Community (EC) (see box 2-A in ch. 2).
EC's supra-national government facilitates har-
monization. Outside the EC, standards harmoniza-
tion has focused on nonenvironmental areas, such as
technical compatibility of products, and has been
achieved largely by the private sector. Harmonizat-
ion of environmental standards requires govern-
mental action.

The basic General Agreement on Tariffs and
Trade (GATT) normally permits differences in
internal regulations. Internal regulations need not be
justified; GATT only requires that domestic goods
and imported goods from all countries be treated in
the same way (see the annex to ch. 2). Moreover,
these regulations may be enforced against imported
goods at the border: nations that ban, tax, or
otherwise regulate certain domestic goods may ban,
tax, or regulate the importation of those same
goods.’The GATT Standards Code (which applies
only among countries that have signed onto the
Code) goes somewhat further, providing procedures

and principles designed to minimize the trade effects
of domestic standards (see the annex to ch. 2). The
Standards Code also provides for challenges to
domestic regulations as unduly restricting trade,
although no such cases have been adjudicated.
However, the Standards Code, like the basic GATT
agreement, does not call for second-guessing a
country’s environmental policy or weighing the
environmental benefit of a regulation against its
disruption of trade. Rather, a country’s environ-
mental goals are taken as given, and trade effects of
regulations are accepted as long as the regulations
conform to GATT's requirements (e.g., no discrimin-
ation against foreign goods). This approach, while
allowing countries flexibility in achieving environ-
mental goals, also has the potential to permit
protectionist regulations taken in the name of
environment.

Quite apart from GATT'’s particular rules, it can
be a complex task to judge the appropriateness of
specific environmental measures with trade effects.
A recent dispute between the United States and
Canada over lobsters illustrates some of the difficul-
ties (see app. A for further details). This dispute was
decided by a binational panel under the terms of the
U.S.-Canada Free Trade Agreement; however, under
the terms of that agreement, the panel applied GATT
law. Both U.S. and Canadian regulations prescribed
a minimum size for harvested lobsters, to ensure that
lobsters reached reproductive maturity before they
were caught. Canada’s minimum size was smaller
because lobsters in Canadian waters reached repro-
ductive maturity at a smaller size. However, the
United States banned imports of live Canadian
lobsters below the U.S. minimum. Canada saw this
as an unfair trade barrier, holding that the ban was
not necessary to protect lobster stocks. The United
States argued it could not effectively enforce its
domestic lobster conservation program if foreign
lobsters under the U.S. minimum size were permit-
ted in the U.S. market, because it was too difficult to
determine lobsters’ origin. The majority of the
binational panel deciding the case did not evaluate
what conservation benefit the U.S. regulation had, or

1 Attempts to influence processes used abroad often take a more indirect form, such as threatened or actual trade restrictions. As discussed in ch. 3,
such trade restrictions have greater potential to conflict with the rules of the General Agreement on Tariffs and Trade (GATT) rules than do the domestic

environmental measures considered here.

*In this paper, “regulation” and “standard” are, unless otherwise specified, used interchangeably to denote requirements imposed by governments

rather than actions taken voluntarily by firms.

‘This is clearly so for regulations based on the product itself, but more doubtful for regulations based on the process by which a product was made.

(See annex toch. 2.)
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weigh that benefit against trade disruption. Rather,
it found the regulation proper because U.S. and
Canadian lobsters were subject to the same specific
requirements as U.S. lobsters.

As has been mentioned, GATT cases are not now
decided by balancing environmental benefit against
possible distortion to trade. Such a balancing has
occurred in a dispute within the EC, where EC trade
rules apply. This occurred in a case’involving a
1981 Danish regulation providing that gaseous
mineral waters, lemonade, soft drinks, and beer
could only be marketed in returnable containers,
defined as containers for which there was a system
of collection and refilling under which a large
proportion of containers used would be refilled.
Furthermore, except for some limited circumstances,
manufacturers could only use containers the Danish
Government had approved. Foreign companies per-
ceived these requirements as unfair because return-
ing containers for refilling would be much more
costly for them than for local producers. Also, they
were afraid the Danish Government might limit its
approval to a few standard bottle shapes, thus
prohibiting foreign companies from using distinc-
tive bottles carrying brand recognition. The Danish
regulation was also viewed with suspicion because
it did not apply to milk and wine, two products for
which Danish producers had little foreign competi-
tion.

The European Commission brought a complaint
against Denmark, asserting the Danish regulation
unduly restricted the free movement of goods among
EC member countries. The Danish Government
argued its measure was justified by environmental
concerns. With regard to the deposit-and-return
system for empty containers, the European Court of
Justice (the EC’s highest court) agreed with Den-
mark. It noted that protection of the environment is
one of the EC’s essential objectives, and therefore
may justify certain limitations on the free movement
of goods. Regarding the Commission’s argument
that there were less restrictive options available to
the Danish Government, the court found that the

trade burden of the Danish requirement for returna-
ble containers was not disproportionate to its envi-
ronmental benefits.

However, the court did find that the burden of
requiring foreign manufacturers to use only government-
approved containers was disproportionate to the
benefit. It noted that a system for returning nonap-
proved containers was capable of protecting the
environment, and observed that the volume of
bottles at issue would be small in any case owing to
the deposit-and-return system’s substantial restric-
tive effect on imports.

This decision is an example of how a court or
other dispute settlement panel could apply a propor-
tionality test to balance competing objectives of free
trade and environmental protection. Some critics
argue that the court was too accepting of the Danish
regulations, thus leaving the door open to protection-
ist use of environmental legislation.’Perhaps en-
couraged by this case, Germany has fashioned a
tough law on recycling of packaging that also could
put imported products at a disadvantage.’

Ultimately, both the EC and GATT face the same
tough problem: how to leave leeway for legitimate
domestic regulations for health, safety, environ-
ment, and similar matters, while at the same time
preventing the use of regulations for protectionist
ends. This can at times be a delicate balancing act;
attempts to more fully satisfy one of these goals can
frustrate the other.

The difficulties in striking this balance are appar-
ent in the GATT Uruguay Round negotiations that
focus on minimizing trade barriers. This negotiating
goal was endorsed by Congress, which in 1988 listed
“the reduction or elimination of barriers and other
trade-distorting policies and practices” as one of
three overall trade negotiating objectives, and also
singled out “unjust~led phytosanitary and sanitary
standards.

The “Dunkel draft” of proposed GATT Amend-
ments under consideration in early 1992 would
address this objective through a revised Agreement

4 The caseis di scussed in moredetail in app. A.

5 It iS worth noting that Denmark has had a highly concentrated beer industry. In the mid-1980s Carlsberg and Tuborg, both controlled by United
Breweries, together had 70percentof the Danish market for beer. See ‘The Danish Bottles Case,” an unpublished case study prepared by Ph.D. candidate
John Clark under the supervision of Professor Scott Barrett, the London Business School, and supported by the Management Institute for Environment

and Business, Washington, DC, 1991.

6 Verpackungsverordnung (Ordinance on the Avoidance of Packaging Waste), June 12, 1991.
7 Omnibus Trade and Competitiveness Act of 1988, Public Law 100-418, sec. 1101(a)(2), 1101(b)(7X(C).
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on Technical Barriers to Trade (commonly called the
Standards Code), and a proposed new Decision on
Sanitary and Phytosanitary Standards (commonly
called the SPS Code).* The draft would make the
Standards Code a part of the basic GATT agree-
ment,’at the same time strengthening some of its
language. The Standards Code now states:

Parties shall ensure that technical regulations and
standards are not prepared, adopted or applied with
a view to creating obstacles to international trade.”

The Dunkel draft would change the last part of the
sentence to “with a view to or the effect of creating
unnecessary obstacles to international trade. ™
Thus, even if innocently intended, standards could
be considered improper based on their actual effect.
As to when an obstacle to trade is “unnecessary,”
the Dunkel draft adds:

For this purpose, technical regulations shall not be
more trade-restrictive than necessary to fulfill a
legitimate objective, taking account of the risks
non-fulfillment would create.”

The draft explains in a footnote that:

This provision is intended to ensure proportional-
ity between regulations and the risks non-fulfillment
of legitimate objectives would create.”

In principle, there is nothing wrong with judging
regulations on their effects as well as their inten-
tions; a trade barrier does not become less harmful
because it is unintended. It is also in principle proper
to judge adverse trade effects by whether they are
necessary to achieve an environmental goal, and
whether a less trade-restrictive means could be
found. It would be beneficial for those making
environmental policy to anticipate possible trade
effects, and to craft regulations to minimize them. In

particular, just as environmental impact assessment
is sometimes proposed to evaluate changes in trade
laws, so might a trade impact assessment be appro-
priate for major changes proposed in environmental
laws.

However, depending on how these proposed Stand-
ards Code provisions are interpreted, their practical
effect might be to make it harder for nations to
maintain legitimate environmental regulations. Such
regulations could be subject to second-guessing: in
hindsight, it might be easy to think of an alternative
approach that would have had less effect on trade.”
The requirement to use the least trade-restrictive
means might be interpreted to mandate the use of
more flexible (but seldom tested) forms of regulation
(e.g., tradable over nontradable permits, or taxes
instead of quantity limits), on the theory they pose
less of an obstacle to trade, unless strong evidence
showed the less restrictive form of regulation would
not meet the environmental goal. Also, it could be
difficult for a panel to determine whether certain less
trade-restrictive measures could address environ-
mental concerns effectively and in a timely manner.

Another amendment proposed in the Dunkel
draft, the SPS Code, would cover regulations
concerning the life or health of plants and animals,
the diseases spread by them, and health and the
healthfulness of foods derived from them.” This
Code too would be made part of the basic GATT
agreement. The proposed SPS Code requires stand-
ards to be “based on scientific principles and [not
be] maintained against available scientific evi-
dence.’ "** While ‘[sanitary or phytosanitary meas-
ures which conform to international standards,
guidelines or recommendations shall be deemed” to
comply, stricter measures must have “a scientific

The Dunkel draft, named for GATT’s Secretary-General (see ch. 2), is set out in Multilateral Trade Negotiations, the Uruguay Round, Trade
Negotiations Committee, “Draft Final Act Embodying the Results of the Uruguay Round of Multilateral Trade Negotiations,” Dec.20, 1991, GATT

Document MTN.TNC/W/FA.

Ch. 2 discusses certain other proposed changes found in the Dunkel draft, such as strengthened dispute resolation procedures.

oThecurrent status of GATT Codes is described in the annex toch. 2.

10 aTT Standards Code, paragraph 2.1.

1 Dunkel draft, p. G.2, paragraph 2.2 (emphasis denotes words added).

12 Dunkel draft, pp. G.2-G.3, paragraph 2.2.
131bid., p. G.3, footnote 1.

14 In interpreting GATT Article XX, S0me panels have found that alternative, less trade-restrictive approaches should have been tried. This occurred
with the United States’ case against Thailand concerning cigarette import licensing (see app. A), and in Mexico’s case against the United States in the

tuna/dolphin dispute (see chs. 2 and 3).

15 The complete definition of sanitary and phytosanitary measures is given in the Dunkel draft, P. L.45, paragraph 1.

16 Dunkel draft, p. L.36, paragraph 6.
17 Dunkel draft, p. L.37, paragraphs 10,11.
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justification.” ™" These provisions, like the proposed
amendments to the Standards Code, are for a
worthwhile purpose. If the scientific evidence be-
hind regulations is never scrutinized, the door is
opened to trade barriers. A case often cited in this
regard is an unadjudicated dispute between the
United States and the EC. The EC banned the import
of beef from cattle fed certain hormones, even
though the United States maintained there was no
scientific evidence of a health risk. (See app. A.)

On the other hand, the proposed SPS Code could
be interpreted so as to discourage legitimate SPS-
related environmental regulations. How much scien-
tific evidence will be required for “a scientific
justification?’ Scientific certainty is rare; usually
scientists can at best agree on a range of outcomes,
with estimates as to their probabilities. There is
typically uncertainty regarding the severity of the
effects likely to arise from particular forms of
environmental problems. Would the SPS Code
require, if not a scientific certainty, at least a
scientific consensus that an outcome is probable?
What if there is no scientific consensus? Would
regulations be permitted in order to avoid a poten-
tially catastrophic outcome that scientists agreed
was possible but very unlikely, or that only a small
minority of scientists thought possible? It is not clear
how the SPS Code would be interpreted. At issue is
who has what burden of proof. Some environmental-
ists hold that the term ‘sound science” implies that
those in favor of a regulation could have the burden
of proving that it is justified. They would urge a
“precautionary principle” that puts the burden of
proof on those who challenge the regulation.” Since
often neither side can actually prove its case, the
allocation of the burden of proof is important. And
whatever the scientific burden of proof is, it is not
clear dispute resolution panels can reliably deter-
mine whether it is met; that task could be difficult
even for international scientific organizations.

Even if there were no scientific uncertainty, it
would still be unclear what constitutes ‘a scientific
justification.” While science can evaluate environ-
mental risks, it cannot in the end determine how
society should trade off environmental concerns
against economic and other concerns. How much
expense is justified in order to avoid a particular
form of environmental damage or a particular health
effect, or the risk of such effects? This cannot be
answered in the abstract, nor can it be answered by
scientists alone; it is a societal question, one that
normally would be resolved at least in rough
measure by a political process. It is not clear how
GATT panels could judge for society what regula-
tions are justified.

While the proposed SPS Code could result in
GATT panels making the judgments described
above, it would not necessarily be interpreted in that
way. The staff of the U.S. Trade Representative
(USTR) commented to OTA that the text (which
refers to ‘a” scientific justification) and the negoti-
ating history make it clear that: 1) when the scientific
community is divided into two or more scientific
positions, each country would be free to choose
which of those scientific positions to adopt; and 2)
each country would be free to make its own tradeoffs
between environmental risk and other concerns.”

Also, some environmentalists are concerned the
SPS Code recognizes the Codex Alimentarius Com-
mission (CAC) as a source of international standards
for food safety .20 CAC, which now sets voluntary
industry guidelines for food safety, is jointly spon-
sored by two agencies of the United Nations, the
Food and Agriculture Organization and the World
Health Organization. U.S. delegations to CAC have
had heavy industry representation and much less
representation of environmental and consumer

18 The precautionary Principle js aimed at ensuring that “*a Substance or activity posing a threat to the environment is prevented from *=-tie

environment, even if tbere is no conclusivescientific proof linking tbat particular substance or activity to environmental damage.” JamesCameron and
Juli Abouchar, “ThePrecautionaryPrinciple: A Fundamental Principle of Law and Policy forthe Protection of the Global Environment,” Boston College

International and Comparative Law Review, vol. X1V, No. 1, 1991, p. 2.

19 Personal communication with USTR staff, Mar. 27, 1992.
2 Dunkel draft, p. L.46, paragraph 3.
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groups; it is claimed that the same is true for other
countries.”

The proposed Standards and SPS Codes also
could call on GATT' members to make more effort
than now required to get state and local governments
to follow the Codes’ rules. These proposed Codes
provide that counties “shall formulate and imple-
ment positive measures and mechanisms in support
of the observance of” the Codes’ provisions by
“other than central government bodies. " In princi-
ple, it makes sense to require subnational govern-
ments to follow GATT's rules regarding technical
regulations; indeed, subnational regulations, be-
cause they can vary from region to region within a
country, have even greater potential than national
regulations to disrupt trade. However, depending on
how the Codes’ other provisions are interpreted
(including those discussed above), state and local
governments might find it harder to maintain even
legitimate environmental regulations, and a national
government might find it harder to let them. Where

on particular materials (e.g., aseptic drink containers
and polystyrene fast-food packaging).

In sum, the trade disputes and the proposed
amendments just discussed highlight some issues
likely to arise when the objective is to both promote
liberal trade and foster environmental protection.
Such a goal will likely require both informed scien-
tific judgment on environmental risks and possible
responses, and choices on how such risks should be
balanced against other societal concerns. These
judgments are not ones GATT dispute resolution
panels, as now constituted, would seem well-suited
to make; possible procedural modifications and
institutional alternatives are considered in chapter 5.

EFFECTS OF LAX
FOREIGN REGULATIONS
ON MANUFACTURING
TRADE AND COMPETITIVENESS

In examining whether lower environmental stand-

ards abroad should be met by trade measures to
counteract possible adverse impacts on U.S. manu-
facturing firms, several complex questions need to
be considered. One question is how standards
compare. Standards are not always lower abroad. A
few other leading industrial countries, such as
Germany and Japan, have standards that are, at least
on balance, roughly comparable to the United States.
In some areas the United States may have higher
standards; in other cases, Japan or Germany. (See

a state’s regulation was stricter than international
norms, the state might face a heavy burden of
justifying its deviation. In the United States, states
and localities sometimes impose stricter standards or
requirements than Federal Law.”Some states and
localities have established their own materials and
waste policies including deposit-refund and redemp-
tion value systems for beverage containers, mini-
mum recycled fiber content for newsprint, and bans

21 Dapne Wysham, “The Codex Connection, Big Business Hijacks GATT,”” The Nation, Dec. 17, 1990, pp. 770-773; Tom Hillard, Trade Advisory
Committees: Privileged Access for Polluter, Public Citizen’s Congress Watch, December 1991, pp. 27-28 (citing sources including Report of the
Nineteenth Session of the Joint FAO/WHO Codex Alimentarius Commission (Rome, Italy: Food and Agriculture Organization of the United Nations and
World Health Organization July 1991)); Charles Arden-Clarke, WWF International, The General Agreement on Tariffs and Trade, Environmental
Protection and Sustainable Development, revised November 1991, p. 28. If an institution such as CAC has insufficient environmental representation,
the institution might be made serviceable by changing the representation. In 1991, for the fiit time, the U.S. delegation to CAC included some
representation from consumer groups. TomHillard, op. cit.

22 Dunkel draft, p. G.5, paragraph 3.5, and p. L.43, paragraph 45. The current Standards Code includes a similar duty, but uses weaker language,
requiring that parties “shall take such reasonable measures as may be available to them to ensure that local government bodies within their territories
comply.” GATT Article XXIV, paragraph 12, contains similar language. However, the effective difference between the current and proposed language
may be small. As this paper was going to press, The GATT Council adopted and released a decision interpreting the Article XXIV language to require
that the national government make a “serious, persistent and convincing effort” to secure compliance by the local government with GATT’s rules.
“Canada-Irnport, Distribution and Sale of Certain Alcoholic Drinks by Provincial Marketing Agencies,” Report of the Panel, Oct. 16, 1991, GATT
Document DS17/R, paragraphs 5.35 through 5.39. That case concerned a U.S. complaint against alcohol regulation by Canadian provinces. The Article
XXIVlanguage is also pertinent to another very recent dispute, this one brought by Canada concerning state alcohol regulations within the United States.
The panel's report in this case was given in mid-March 1992, to GATT’s member countries, and at that time was thought likely to be considered at the
April 30 GATT Council meeting. Inside U.S. Trade, Mar. 20, 1992, Special Report, p. S-1 (article prints sections 5 and 6 of the panel’s report). The
panel stated that the qualifications on the duty to make state and local regulations conform to GATT ‘grants a special right to federal states without giving
an offsetting privilege to unitary states, and has to be construed narrowly to as to avoid undue imbalances in rights and obligations between contracting
parties with unitary and federal constitutions.” Ibid., p. S-13, paragraph 5.79. The panel expressed the opinion that failure to force compliance is justified
only when a country’s “constitutional distribution of powers” prevents the national government from controlling measures by regional and local
authorities. Ibid.

23 See, for example, 33 U.S.C.A.1370 in the Federal Water pollution ControlAct, and 42 U.S.C.A. 7412(r)(11) (accident prevention provisions) 38d
42 U.S.C.A. 7429(h)(1) (solid waste incineration) in the Clean Air Act.
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app. E.) However, some other OECD countries do
have lower standards. Standards in developing
countries are generally even lower. The case of
greatest current interest is Mexico because of its
common border with the United States and the
possibility of a North American Free Trade Agree-
ment (NAFTA) (see ch. 2). Another OTA study,
expected to be issued in the summer of 1992, is
examining the implications of U.S.-Mexico trade,
technology, and investment in detail.

Newly industrializing countries such as South
Korea and Taiwan, with substantial manufacturing
capacity but weaker environmental standards, prob-
ably present the greatest potential difficulty. Taiwan
is in the early stages of implementing environmental
reforms; South Korea lags behind. Legal standards
alone are an imprecise gauge of competitive impact;
implementation and enforcement have to be taken
into account. There may be more likelihood that
environmental standards will be enforced and imple-
mented in a country, like the United States, with
open political processes and substantial opportuni-
ties for citizen action, than in countries with less
open systems. Even when standards and enforce-
ment are roughly comparable, governments can
differ in the form of regulation, the level and kind of
support (e.g., tax incentives, technical assistance) to
help their industries comply with environmental
regulations, and the nature of the relationship
between government and industry. This subject will
be addressed more fully in the final report in this
assessment.

Another question to be considered is the degree to
which regulations affect competitiveness. Although
higher U.S. standards, when they are present, can
constitute a competitive disadvantage for U.S.
manufacturing in some sectors, there are many
complicating factors. Some firms have implemented
strict U.S. regulations in ways that reduce any
competitive disadvantage or even create a competi-
tive advantage. This can happen in two ways, only
mentioned here but to be treated more fully in OTA’s
final report. First, compliance with higher standards
can sometimes lead to process improvements that
increase manufacturing efficiency. ~econd. hi gher
U.S. standards can put U.S. firms in the lead for

technology to meet those standards. Being first with
the technology could give U.S. firms an edge in
countries that subsequently adopt similar standards.
Higher standards can also give U.S. companies an
edge in the market for environmental goods and
services. Germany, the United States, and Japan are
the largest producers and exporters of environmental
equipment and services because of their relatively
strict environmental standards. (See app. D.)

Various responses (including both trade and
domestic measures) could be taken in cases where
lower standards abroad do put U.S. firms at a
disadvantage. A possible trade response would be to
treat weaker foreign regulations as a subsi?]y, and to
levy countervailing duties.25 This approach N1AS @N
appealing logic. According to economic theory,
environmental regulations are supposed to “inter-
nalize’ the costs of pollution to society; that is, to
make the polluter pay those costs. When costs are
internalized, the market operates more efficiently,
producing private behavior that in theory maximizes
social welfare. Compared to this situation, a failure
to internalize costs of pollution amounts to a kind of
market-distorting subsidy to the polluter. Under U.S.
law, subsidized imports can sometimes be subject to
countervailing duties. These are extra import tariffs
designed to neutralize the effect of the subsidy, thus
in principle counteracting a market distortion and
removing U.S. firms competitive disadvantage.

Whether it would be appropriate to apply such
duties to imports to adjust for lax (or nonexistent)
foreign environmental regulations would depend on
many factors. Some economists point out that more
permissive regulations abroad do not necessarily
represent a major distortion of the free, cost-
internalized market.* Factors such as industrial
makeup, population density, and social priorities
(this latter influenced by the country’s degree of
wealth) enter into the calculation (see ch. 3).
Nevertheless, regulations in other countries, espe-
cially in developing countries, are often less strict
than would best serve that country’s interest—
especially in the longer term (ch. 3); in such cases,
the absent or lax regulation distorts the market.
Moreover, a country’s regulations will not normally
take into account harm done abroad by domestic

24 .. Congress, Office of Technology Assessment, Serious Reduction of Hazardous Waste: For Pollution Prevention and Industrial Efficiency,
OTA-ITE-317 (Washington DC: U.S. Government Printing Office, September 1986), pp. 6,20,77.

25 See app. B for discussion of some countervailing dutylegislation proposed i the 102d Congress.

26 For example, S€€ Judith M. Dean, Trade and the Environment: A Survey of the Literature, paper prepared for the World Bank, 1991.
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activities that produce transborder or global environ-
mental degradation; from the point of view of the
world as a whole, this is another market distortion,
which countervailing duties could address.

In particular, when transborder or global environ-
mental degradation affects the United States, the
environmental damage suffered in the United States
might outweigh whatever bargain the price of the
goods represents. In that case, countervailing duties
could be appropriate to stop a transaction that hurts
the United States. In a case of what seems to be
purely local pollution, the goods’ mode of produc-
tion might not have an adverse environmental effect
on the United States—but could have a competitive
impact, depending on the industry.

Even when weak foreign regulations act as a
market-distorting subsidy, it is not always in the
United States’ own economic interest to levy
countervailing duties. This is true for subsidies in
general, not just those in the form of lax environ-
mental standards.” Also, levying countervailing
duties based on the level of environmental standards
could spark resentment, especially from developing
countries. Some developing countries see protec-
tionism as the motive underlying developed coun-
tries’ efforts to raise developing countries’ environ-
mental standards (see ch. 3). Finally, countervailing
duties on lax environmental regulations probably
would be deemed to violate GATT. if challenged.”
(It is unlikely GATT’'s members would agree to
change this.) A unilateral U.S. decision to apply
them could provoke rounds of retaliation and
counter-retaliation.

Another concern is whether countervailing duties
would be effective. The threat of trade measures
such as countervailing duties sometimes can in itself
prompt change in a foreign country’s policies.
However, OTA's previous studies on trade show the
present countervailing duty laws are not very
effective in counteracting foreign advantages. Rea-
sons include: delay before duties can be applied;
difficulty of discovering and proving subsidies; cost
of legal proceedings as a disincentive to seeking
relief; difficulty in quantifying subsidies; and diffi-
culty of satisfying the injury requirement.” To some
extent, these problems could be ameliorated. For
example, the government could pursue cases on its
own, without waiting for industry (as is now
permitted under U.S. law but very rarely done), and
the injury test might possibly be made easier to
satisfy under U.S. law. Even with these changes,
questions about effectiveness would remain. The use
of countervailing duties as a response to inadequate
environmental standards would probably suffer
many of these same problems.

Treating weaker foreign regulations as subsidies
would raise new issues in the administration of
countervailing duty laws. To quantify the subsidies
would require computing the hypothetical extra
costs foreign firms would incur if they had to meet
U.S. standards. It could be difficult to determine
precisely what a foreign firm would have to do in
this case, and how much it would cost (including
time spent as well as money paid). Moreover, it is
not clear what it would mean for a foreign country
to have comparable standards as the United States.
For example, a country that imposes less strict air
pollution emission requirements on industry than the

27 Countervailing duties will often be beneficial to the country imposing them when foreign subsidies involve a key industry, one that contributes
disproportionately to a country’s wealth because of factors such as increasing returns to scale, increasing returns to learning, and technology spillovers
to other industries. When a domestic industry experiences a sudden surge in competition from imports, countervailing duties can help to avoid sudden
displacement of workers and facilities, and to permit orderly restructuringand downsizing to improve competitiveness. However, in both cases, domestic
measures to aid the industry are normally preferable to trade measures. In general, whether countervailing duties are desirable is hard to say; it depends
on many factors including the condition of downstream industries that use the imported item. U.S. Congress, Office of Technology Assessment,
Competing Economies: America, Europe, and the Pacific Rim, OTA-ITE-498 (Washington, DC: U.S. Government Printing Office, October 1991), pp.
55, 122-124, 153-154.

28 While GATT does not precisely define the concept of subsidy and the matter is not free from doubt, a GATT ruling that countervailing duties are

a permitted response to lax environmental regulations is unlikely. If countervailing duties were permitted to address how a firm benefits from lax
environmental regulation, they might also appear justified to address benefits from lax governmental regulations in other areas such as labor, and worker
health and safety laws. This would be quite an extension of the currently understood scope of permitted

application of countervailing duties underGATT.

29 U.S. Congress, Office Of Technology Assessment, Com, tin, Economies: America, Europe, and the Pacific Rim, OTA-ITE-498 (Washington, DC:
U.S. Government Printing Office, October 1991), pp. 138-154. The injury requirement is the requirement to show that the domestic injury suffering
or threatened with material injury. GATT normally permits countervailing duties only if this showing is made. As interpreted by the International Trade
Commission and the courts, this requirement has often been difficult to satisfy, especially for industries promising growth and high reward. However,
since countervailing duties based on low foreign environmental standards are probably to begin with inconsistent with GATT, there might be no
compelling reason for U.S. law to include the injury requirement in this context.
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United States might still achieve the same or abetter
level of ambient air quality. The other country might
have less industry, or might have topographic
features that discourage atmospheric inversions.
Other problems could arise. Standards can vary from
state to state within the United States. Also, different
countries might frame regulations in ways that make
comparisons difficult.”

A possible alternative to countervailing duties
would be some form of border tax adjustment
(defined below). Border tax adjustments could only
be applied when domestic environmental require-
ments take the form of a tax on a product. Since this
is seldom the case now, the immediate opportunities
would be limited. There could be different ways to
apply a border tax adjustment, each with different
strengths and weaknesses as to GATT consistency,
administrative workability, and achievement of
environmental objectives. No approach is fully
satisfactory.

If a nation taxes a domestic product, GATT, as it
has been interpreted, permits the nation to levy an
equivalent tax (a “border tax adjustment”) on the
same product when it is imported, regardless of how
that product is taxed abroad. When the taxed product
is incorporated into a downstream product, GATT
has also been interpreted to permit an equivalent tax
on the import of that downstream product (again, a
“border tax adjustment’ ‘), based on the quantity of
the first product present. These interpretations were
made in a dispute concerning U.S. taxes under the
1986 Superfund Amendments and Reauthorization
Act, in which the United States taxed domestic and
imported petroleum, certain domestic and imported
feedstock chemicals, and imported products derived
from those chemicals.” While there is no guarantee,
it appears probable that GATT in the future would be
interpreted along the same lines.

A border tax adjustment might be applied to
neutralize the foreign advantage of more permissive
environmental regulation of manufacturing proc-
esses. However, to do so, domestic regulations
would need to be changed so as not to regulate a
polluting process as such, but instead to tax a
product. (There could for example be an excise tax
levied when the product is first sold.)

One approach would be to tax a product that
happens to be the end product of a polluting process.
This would be easy to do administratively, and
would probably be deemed GATT-consistent. This
approach might reach the economic objective of
preventing competitive disadvantage; however, an
end-product tax could have perverse results from an
environmental standpoint. If the taxis on the product
as such, it would not depend on what production
process was used; there would thus be no incentive
for domestic or foreign manufacturers to reduce
pollution, and no incentive for foreign countries to
adopt regulations limiting that pollution.

An alternative approach would be to adjust the
end-product tax depending on the process used both
at home and abroad. This would restore incentives to
minimize environmental degradation. However, GATT
would likely prohibit such taxes if they were
challenged.”Also, such a tax would face some of
the same formidable administrative problems that
the countervailing duty approach would entail. The
government would need to investigate the process
by which foreign and domestic goods are made, and
periodically update that information. Separate inves-
tigations would be needed for each product from
each country, and perhaps broken down by compa-
nies within a given country. Only then would the
government know enough to apply the tax.

Another approach would be to tax not an end
product but a raw material to a polluting process,

30 The countervailing duty approach aims t. remove the competitive disadvantage to U.S. firms only in the U.S. market. It has been proposed that
the competitive disadvantage facing U.S. exports could be addressed by an export subsidy. When a good is sent to a country where that good is cheaper
to make because of less strict environmental standards, the U.S. Government could pay a subsidy to makeup that difference. Most export subsidies would
violate GATT,; export subsidies also would present the same practical and conceptual problems discussed above in identifying and quantifying the cost
differences due to different environmental regulations. The export subsidies would also cost the government money.

31 The case IS described in app. A. The taxes ON imports were found to be permitted under GATT SO long as imports were taxed at the same rate as
domestic goods. The U.S. law in some cases taxed imports at a higher rate; that feature was found to violate GATT.

GATT also permits the taxes to be rebated when products are exported, regardless of how the products are taxed in the destination country. See GATT

Subsidies Code, Annex (Illustrative List of Export Subsidies), items (g), (h).

32 The decision in the Superfund case did not make itexpl i citly clear that GATT would prohibit such taxes. However, atax that depends on the

manufacturing process used seems outside the purview of the border tax adjustment doctrine as set out in that cass; and sucha tax would likely be deemed
to violate the most-favored-mtion and national treatment requirements because they treat physically identical products differently based on their origin

(see annex to ch. 2).
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such as fossil fuel.” This could encourage pollution
prevention and resource conservation by domestic
manufacturers, since the more fuel or material a
manufacturer consumes, the more tax it would pay.
Imports of products could be taxed based on the
fossil fuel or material used to produce the product,
again providing an incentive for conservation. This
approach would likely be deemed consistent with
GATT, at least under some circumstances.* How-
ever, it would have the administrative problem of
determining amounts of the raw material used in
processes at home and abroad.*

Despite the cautions raised above, trade measures
such as countervailing duties or border tax adjust-
ments might still be considered as part of a strategy
to safeguard U.S. competitiveness. In this regard,
several alternative approaches might be considered
either separately or in tandem with trade measures.
One approach would be to use negotiations or other
means to encourage other countries to adopt simi-
larly strict regulatory approaches. The 1990 amend-
ments to the Clean Air Act, for example, call on the
President to report to Congress with an evaluation of
competitive impacts and a strategy for addressing
impacts through trade consultations and negotia-
tions (see ch. 2 and app. E). In the NAFTA
negotiations and parallel-track environmental dis-
cussions, the attraction of increased access to the
U.S. market has become an incentive for Mexico to
strengthen its environmental regime. In other cir-
cumstances where new trade agreements with devel-
oping countries are anticipated, it might be appropri-
ate to begin discussions on environmental matters
well before trade discussions begin. The United
States very likely would need to offer technical
and/or other assistance to help these countries
develop and implement higher standards (see ch. 3).
While current budgetary constraints limit options,
initial steps might include technical assistance to

developing countries for planning, institution build-
ing, and pilot projects on the environment.

Also, as discussed below, domestic policies could play
an important role in ensuring U.S. competitiveness.
Strategic use of domestic policies may make trade
responses to lax foreign regulations unnecessary.

GOVERNMENT
ENVIRONMENTAL ASSISTANCE
TO MANUFACTURING FIRMS

The discussion up to now has focused on trade
measures as a response to a competitive disadvan-
tage due to variations among countries’ regulatory
strictness. Trade measures are also urged by some as
a response to a competitive disadvantage due to
national variations in government assistance with
regulatory compliance. For example, it is possible
some countries that have standards roughly compa-
rable to the United States may offer their firms more
help (e.g., research and development support, tech-
nical assistance or other industrial services, tax
incentives, and/or favorable financing) in meeting
the standards. (Variations among national approaches
will be more fully addressed in the final report of this
assessment.)

Under current U.S. law, the government could in
some cases levy countervailing duties on imported
goods produced with the aid of subsidies. This
would in principle be consistent with GATT, though
amendments under consideration in the Uruguay
Round would exempt some R&D assistance from
countervailing duties.” However, in addition to the
limitations discussed above, countervailing duties
have very limited effectiveness in counteracting the
effects of government subsidies that promote the
development and application of new technology.
Such subsidies can have an effect that grows with

B The EC is thinking of such a “carbon tax” along these lines, though it is not yet considering applying the tax to imports Of downstream products.

(See box 2-A.)

34 The border taxadjustment based on raw materials used inthe foreign production would appear t0 fall within the border tax adjustment doctrine
of the Superfund case. However, the reach of tbat doctrine is not clear. It is possible, for example, that GATT would approve of the border tax adjustment
if the taxis on feedstock chemicals, whose molecules are physically incorporated into the downstream product (as was so in the Superfund case), but
not if it is on fuel, whose molecules are not physically incorporated into the downstream product. Also, on a practical level, verifying the amount of fuel
used in a process could be harder to do than verifying the amount offeedstock chemicals used.

35 A product tax and border adjustment ¢oyld also make environmental sense, and would be easy to apply, when concerned with the product’s use

or disposal. For example, a tax on products to represent their disposal costs would provide an incentive to minimize production and consumption of such
products. However, in this case a product tax would not be needed to prevent a competitive disadvantage, since a tax on thelisposal of end-products

would have the same competitive impact on imported and domestic products.

36 Dunkel &@ pp. 1.9, 1.10. The Dunkel draft would also exempt certain subsidies for disadvantaged regions, which could include subsidies fOr
environmental compliance. Earlier drafts of proposed amendments included a broader exemption for environmental compliance subsidies.
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time, rather than dissipating with time as counter-
vailing law assumes.”

Apart from questions of effectiveness and GATT
consistency, itis worth considering whether it is
appropriate for governments to respond with coun-
tervailing duties when other governments’ provide
environmental assistance. The answer depends in
part on the type of government help. Some subsidies
(such as permanent operating subsidies) can perpet-
uate inefficient activity. Other forms of assistance,
such as support for the development and application
of new technology, can produce broad societal
benefits. Because firms cannot capture all the
benefits their R&D brings to society, and sometimes
cannot take the risks inherent in ambitious R&D
programs, the free market acting alone will likely
induce less R&D than would be best for society.
Government policies thus have an important role in
encouraging R&D, including environmental R&D.

Given the broad benefits of R&D, it is not
surprising the Uruguay Round proposals would
exempt R&D support from imposition of counter-
vailing duties. This proposed change is in essence a
recognition that R&D should be encouraged rather
than discouraged. Similarly, OECD’s Polluter Pays
Principle, which states that firms should bear the
costs of complying with environmental regulations,
allows for a possible exception for government aid
to promote development of new pollution control
technologies and equipment (ch. 2).

Some other forms of government assistance,
while not directly developing technology, can do so
indirectly. An example: incentives to aid manufac-
turers or other customers purchase equipment em-
bodying new technology. Japan gave an important
boost to its computer industry by subsidizing and
facilitating computer leasing.” Today Japan is
supporting its fuel cell industry through anew policy
of subsidizing fuel cell purchases;*it is also
requiring utilities to reimburse fuel cell cogenerators
of electricity. (Although an energy technology, fuel
cells have environmental benefits over many tradi-
tional forms of energy generation.)

Given foreign governments’ industrial promo-
tion, and the limited effectiveness of countervailing
duties, other possibilities might be considered as
part of a strategy to help ensure that strict U.S.
regulations do not disadvantage U.S. fins. Exam-
ples include government incentives for development
of U.S. environmental technology and technical
assistance to help firms adopt pollution prevention
approaches. Previous OTA studies have discussed a
broad range of domestic policy options to enhance
manufacturing competitiveness in general.“The
final report in this assessment will consider what
domestic policies might be appropriate for competi-
tiveness concerns arising specifically from environ-
mental compliance.

Possible policies might be considered in the
broader context of the emerging global opportunities
in environmental technologies and services. As
environmental concerns increase and environmental
costs become a greater fraction of total manufactur-
ing costs, access to improved environmental tech-
nology could be helpful to a wide range of industries.
Increasingly, such technology will entail process and
equipment changes that meet environmental objec-
tives while improving the efficiency of manufacturing.

There is a growing global competition in the pro-
vision of environmental technology and services, a
competition that will be discussed in detail in the
final report of this assessment. Many U.S. environ-
mental firms have focused on the U.S. market, which
is by far the largest market for such goods and serv-
ices. (See app. D.) Japan, which has used support for
technology development and diffusion to promote
many industries, including automobiles, semicon-
ductors, and computers,“has began to use similar
means to promote its environmental industry,
through R&D support, export promotion, and for-
eign aid programs. Germany and several other Euro-
pean Community countries are also actively promot-
ing their environmental industries, as is the EC itself.

37 See OTA, Competing Economies, op. cit., pp. 152-153 and footnote 162.

38 OTA, Competing Economies, op. cit., pp.261-262.

39**MITI To Offer Subsidies to Energy Savers,” The Nikkel Weekly, Oct. 12, 1991. Such institutions as hospitals, hotels, and schools were eligible

for the subsidies, which were scheduled to begin in April 1992.

40 y.S. Congress, OffiC.of Technology Assessment, Making Things Better: Competing in Manufacturing, OTA-ITE-443 (Washington, DC: U.S.
Government Printing Office, February 1990) and Competing Economies, op. cit.

410TA, Competing Economies, op. cit., ch. 6.



