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Do countries fail to raise environmental standards?

An evaluation of policy options addressing ‘regudaty chill’

Abstract: It is an important prerequisite of sustainablealepment that countries are
able to raise their environmental standards. Enwirentalists are concerned, however,
that with enhanced international capital mobilitye tfear of capital loss might induce
countries not to raise standards — a phenomenomooiy described as ‘regulatory
chill’. This article argues that while it is diffiit to prove the validity of this claim, there
exists substantial anecdotal evidence that ‘regojathill’ is relevant with respect to
one issue at least: global warming. Several pajmyons are evaluated to deal with this
problem according to a specified set of criterias Found that upward harmonisation of
environmental standards and multilateral traderictisins as part of multilateral envi-

ronmental agreement are the preferred policy option

Keywords: regulatory chill, capital flight, global warmingnergy tax, harmonisation,

multilateral trade restrictions

1 Introduction

This article addresses a concern by environmetgaligh respect to international mo-

bility of capital. The concern is that countriesghti fail to raise environmental stan-

dards for fear of capital flight - a phenomenort iea&ommonly described as ‘regulatory
chill’ or, less commonly, as ‘stuck in the mud’ (Eky 1997; Greenpeace 1999; Maybey
and McGilvray 1999; Porter 1999). This article valtamine what evidence is there in

favour of this claim and evaluate policy optiongl&al with the problem.



Sustainable development is an intensively contesi@acept (Neumayer 1999).
However, no matter what the concrete definitioons wants to apply, a necessary con-
dition for its achievement is that countries arkedb raise environmental standards. In
other words, ‘regulatory chill’, if existent, isimical to sustainable development. It is
therefore important to assess the evidence witberdo this phenomenon and evaluate
policy options to deal with it.

A priori, we would expect ‘regulatory chill’ to bmore prevalent with respect to en-
vironmental standards concerning pollutants afifectihe so-called global commons,
such as the global climate, the ozone layer, aodinersity. We would expect it to be
less significant for environmental standards camogy pollutants affecting the national
environment only. This is because in the case efglobal commons, the benefits of
raising environmental standards have to be shardal or at least many other coun-
tries as well. In as far as capital flight is péved to be one of the costs of raising envi-
ronmental standards, it will become relatively monmgortant in this case then, as the
costs are balanced against dispersed benefits.

What aggravates an examination of the evidence iegpect to ‘regulatory chill’ is
that the claim refers to the absence of somethag would otherwise have happened
(namely, the raising of environmental standard$jusTit makes in effect a counter-
factual claim for which systematic statistical eande is, almost by definition, difficult,
if not impossible, to gather. In the words of Malad McNally (1999, p. 38): ‘That
there is little statistical evidence of this ‘chily effect’ is unsurprising, because evi-
dence is needed of what has not happened. This isgst be investigated by historians
and political scientists, not econometriciansfoltows that one needs to look at anec-

dotal evidence to gauge the validity of the hypsihe



The next section presents some of this evidende megpect to one environmental
issue for which the existence of regulatory chdhdoe demonstrated quite well and
which is caused by emissions that are clearly uaswble: global warming. The main
part of this article is contained in section 3, le@er, which evaluates various policy
options to deal with ‘regulatory chill’ according & specified set of criteria. Section 4

concludes.

2 Some anecdotal evidence with respect to global mang

Esty and Geradin (1998, p. 19) believe that the ééaapital loss has a ‘most signifi-
cant impact (...) on the environmental policy-makiorocess’. They suggest that ‘in
almost every political debate over environmentdicgan the United States, competi-
tiveness concerns are cited as a reason not to toeged tougher standards’ (ibid., p.
20). While this quote refers to ‘competitivenesaa@ns’ more generally, it is relevant
for investment issues as well, as exit of its @pitould be the ultimate effect of a ju-
risdiction’s ‘loss of competitiveness’.

What Esty and Geradin suggest for the eminent itapoe of ‘competitiveness’ is-
sues for environmental policy making in the Unit&tes holds true for Germany as
well. The Bundesverband der Deutschen Indus{B®Il) and other industrial associa-
tions have continuously warned policy makers thather raising environmental stan-
dards, especially with respect to a so-called epcéd tax reform, would damage the
competitiveness of German industry and would leadapital flight out of Germany
(BDI 1998, 1999). But do these concerns and thresdfly translate into ‘regulatory
chill'? Are policy makers scared away from raisistgndards or do they regard these
threats by industry groups as cheap talk whose fomigtion is to prevent policies that

would raise costs to the industry and (potentidfyer its profits?



In the following | will concentrate on one issue Which | believe that we have suf-
ficient evidence to show that the fear of capitasl has actually led to a ‘regulatory
chill'. The issue is how much developed countriesusd reduce air emissions, particu-
larly greenhouse gas emissions, and, specificalgther they should introduce a tax on
fossil fuels to achieve reductions in these emissidAs concerns the United States,
President Clinton’s initial plan to introduce a2%ents per million of British Thermal
Units (BTUs) energy tax over a period of three gamas defeated not least by the mas-
sive resistance by the ‘American Energy Alliandsghind which stood the National
Association of Manufacturers, and the Affordableeigy Alliance as well as the
American Petroleum Institute, behind which in tetands the US oil industry (Erlands-
son 1994). These lobby groups claimed that suelx avbuld reduce their ‘competitive-
ness’ with a consequent loss of jobs and mighinaitely lead to a flight of capital out
of the U.S.

Similarly, the United States’ position in the Kyd®ootocol negotiations was signifi-
cantly influenced by the opposition of some ofitdustries, which gathered in the so-
called Global Climate Change Coalition (GCC), adl aw® the AFL-CIO, the major US
trade union, which again warned that millions digonvould be lost due to decreased
competitiveness and capital flight if a climate i@ protocol did not encompass the
major developing countries (BNA 1997; APl 2000; gkar 1997, p. 36f.J.As a result,
the U.S. Senate voted 95-0, with five senatorsvntihg, in favour of a motion that the
U.S. must not sign a treaty which does not manttese specific scheduled commit-
ments to limit or reduce greenhouse gas emissmmnddveloping country parties within
the same compliance period’ or would result initses harm to the economy of the
United States’ (BNA 1997) - ‘where by “serious hartine Senate meant, in the words

of Senator Robert Byrd, a co-author of the resoiyticapital flight and a loss of jobs in



the United States™ (Barrett 1998, p. 21). In thelethe U.S. government signed the
Kyoto Protocol, which does not include any emissiogduction obligations for devel-
oping countries. But whether this signature willfblowed by the necessary ratification
through the U.S. Senate is far from clear. Inmetifaafter the U.S. government’s sig-
nature under the Kyoto Protocol, the GCC, the Caditipe Enterprise Institute as well
as Republican Senator Chuck Nagel, co-sponsorechliove mentioned motion, called
for President Clinton to bring the Protocol to 8enate floor so that it could be rejected
(BNA 1998). The Clinton administration wisely refals saying it will not submit the
treaty until more developing countries agreed moitlitheir emissions of greenhouse
gases (ibid.).

As concerns the European Union (EU), its Commiss$iad originally proposed a
community-wide introduction of a tax on carbon déaexemissions and energy in 1992
(European Commission 1992), which, among othemgthimould have raised the price
of petrol by about $10 per barrel in 2000. Eighargelater, at the time of writing this
article, this tax has still not materialised andsihighly unlikely that it ever wilf. At
least partly this failure is to be explained by oegiion from business groups, which did
not leave policy makers, even those from envirortaléleaders’ such as the Scandina-
vian countries and Germany, unimpressed. Maybe nmoportantly, however, the
Commission’s original proposal had the possibifity ‘regulatory chill' already in-
cluded. This is because in its Art. 1 it conditidrtee realisation of the tax within the
EU on the introduction ‘by other member countri€she OECD of a similar tax or of
measures having a financial impact equivalent éséfprovided for in this Directive’. In
other words, the Commission was so much impresgdtebthreat of ‘loss of competi-
tiveness’ and, ultimately, loss of capital, thaaétepted not raising environmental stan-

dards if other OECD countries did not follow suis the likelihood of this to happen,



especially with respect to the US, was very smaleed, the EU’s regulatory efforts
were effectively chilled.

As concerns Germany, the ecological tax reform ineceealised after a Social De-
mocrat-Green coalition took over power at the fatievel in October 1998. However,
the tax reform had to be downsized and had to declu number of exceptions for en-
ergy-intensive industries due to immense presgswm fndustrial lobby groups. Ironi-
cally, the Federal Environment Minister himselflred to persuade industries and the
public alike that with so many exceptions and ratbe tax rates capital flight out of
Germany has been effectively prevented (BMU 20@)ite similarly, in the case of
Sweden the manufacturing industry is exempted fnaith of the energy and carbon di-
oxide tax and the electricity production for themagacturing industry is not taxed at all
(OECD 1999, p. 67).

Are policies trying to overcome ‘regulatory chilecessary? The conclusion from the
anecdotal evidence is that the fear of ‘loss of petitiveness’ in general and loss of
capital in particular, seems to have exerted sagalatory chilling effect on developed
countries with respect to reducing greenhouse &met @ir emissions and, in particular,
with respect to introducing taxes on fossil fudlkis chilling effect did not completely
prevent the introduction of carbon abatement pediciAfter all, the United States and
other developed countries did sign the Kyoto Pratgbut have not ratified it yet),
Germany has entered into an ecological tax reftime Scandinavian countries had ear-
lier already introduced carbon/energy taxes (Br&ukibb and Windram 2000, pp. 59-
70) and a European Union wide carbon tax mightrs@iterialise. But it is also true that
policy makers in developed countries did not introgl abatement policies as stringent
as they would have otherwise done had they not beecerned about ‘loss of competi-

tiveness’ and loss of capital.



Whether this evidence in favour of the ‘regulatchill’-hypothesis holds true for
other environmental issues as well is not fullyacleNot many case studies have been
undertaken on this matter and there is a clear faefliture research. But greenhouse
gas and other air emissions cause major envirorahpriblems, so that it is appropri-

ate to move one step further and evaluate politipog to deal with ‘regulatory chill’.

3 An evaluation of policy options to deal with ‘reglatory chill’
3.1 Policy options and criteria of evaluation
In this section, | will examine a number of poliggtions to deal with the problem of

‘regulatory chill’:

Harmonisation of environmental standards and minimun standards. This can ei-
ther refer to the harmonisation of environmentaldand regulations or to the harmoni-
sation of environment-related taxes. An existingregle for this on a regional level are
Art. 93, 95 and 175 of the Treaty establishingEue Art. 93 provides for the harmoni-
sation of indirect taxes. Art. 95 has as its olyecthe adoption of ‘measures for the
approximation of the provisions laid down by laggulation or administrative action in
Member States which have as their object the astabént and functioning of the in-
ternal market’ (Art. 95:1). Art. 175 has as itsadijve the harmonisation of ‘measures
answering environmental protection requirementst.(A74:2). EU harmonised stan-
dards are in principle to be interpreted as settimigimum standards that can be ex-
ceeded by member states under certain conditions98:10 allows for harmonisation
measures to include, in appropriate cases, ‘a gafdgclause authorising the Member

State to take, for one or more of the non-econamasons referred to in Article 30,



provisional measures subject to a Community corgrotedure’. Art. 95:4 allows EU
member states, more generally, to maintain natipr@alisions if it deems them neces-
sary for the protection of the environment. SintylaArt. 176 proclaims that harmonisa-
tion based on Art. 175 ‘shall not prevent any Mem®B&te from maintaining or intro-
ducing more stringent protective measures’.

Enforcement agreementsAn existing example are Art. 3 and 5 of the Nortimn&ican
Agreement on Environmental Cooperation, the enwiremtal side agreement to

NAFTA, which reads as follows:

Recognizing the right of each Party to establishoitin levels of domestic environmental protectiod a
environmental development policies and prioritesd to adopt or modify accordingly its environménta
laws and regulations, each Party shall ensureithétws and regulations provide for high levelseafi-
ronmental protection and shall strive to contimu@riprove those laws and regulations. (Art. 3).

With the aim of achieving high levels of environrt@rprotection and compliance with its environménta
laws and regulations, each Party shall effectiwgiforce its environmental laws and regulationsugto
appropriate governmental action... (Art. 5:1).

Each party shall ensure that judicial, quasi-judicir administrative enforcement proceedings aagl-av

able under its law to sanction or remedy violatiohis environmental laws and regulations. (Ar2)5

Multilateral trade restrictions. These play an important role in multilateral envi-
ronmental agreements (MEAS). Their purpose is terdegon-compliance by parties to
the agreement (internal free-riding) and to encgeinaarticipation (deter external free-
riding) (Neumayer 2001a). Many of the most impartsiieAs - the Montreal Protocol,
the Basel and Rotterdam Convention, the Converdiointernational Trade in Endan-
gered Species - contain substantial trade restnist(Neumayer 2000). Another prob-
lem, which can be addressed by restrictive muttikdttrade measures is so-called leak-

age. Leakage describes the phenomenon that a seg¢reamissions by the participants



to an agreement is counter-acted by an increasen@sions by non-members. Such an
increase can be a deliberate decision by the fd&ggrcountries or can be unintended.
To understand this point, take the example of qaidioxide emissions. If a sub-set of
all countries agrees on limiting their carbon ddeiemissions, then production of car-
bon-intensive goods and services becomes relatimelg expensive in these countries.
Comparative advantage in these goods and senhdts t® the non-participating coun-
tries who increase their production of carbon-isie@ goods and services. Similarly,
some especially carbon-intensive industries mighgrate from signatory to non-
signatory countries. Also, the reduction in deméordfossil fuels due to the limitation
of carbon dioxide emissions by the participanttheagreement will lower world fossil
fuel prices which increases demand for fossil fuglson-member countries.

Border tax adjustments (BTAs).These are defined as the imposition of a domesstic t
on an imported good, which has been taxed eitheanall or at a level less than the
domestic tax, and the remission of a domestic tagroducts to be exportéd.
Subsidies.These could be granted in the form of per unitraidpction or lump-sump

payments to ‘footloose’, pollution-intensive or egeintensive industries.

I will apply the following set of criteria in ass#sg these options:

» Effective: A policy option should achieve its objective of dmetting ‘regulatory
chill’.

» Politically realistic: A policy option should be politically realistic. drwise it has
no chance of being realised.

* Closed to abuseA policy option should not be open to abuse bytgutionist fac-

tions in high standard countries under flimsy emwinental pretexts.
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* Not unnecessarily restrictive:A policy option should not restrict internatiorfiaiws
of capital and trade beyond the necessary exteist.this author’s conviction that a

liberal capital and trade regime is desirable,reefaribus.

3.2 Effective
The introduction of minimum standards in itselfikely to be ineffective. The essential
problem of ‘environmental chill’ is that countridsil to raise standards above other
countries’ standards for fear of capital flight.igfear might be alleviated, but will not
be overcome by setting a minimum standard, whidhmerely mean that those coun-
tries with the lowest standards have to raise tht@indards to the minimum. A ‘com-
petitive disadvantage’ can still be perceived reéato countries at the minimum stan-
dard. The same applies to countries above the mmirstandard, but below the current
or future raised standard of the country considenaising its standards. Minimum
standards can be more effective if they themsedvesaised continuously, because then
the environmental frontrunners can trust that tlalvance will sooner or later be
matched by proportional increases in the minimwsndards faced by other countries.
Whether harmonisation of standards is an effeqiwicy option depends on what
kind of harmonisation occurs. If harmonisation @viward, that is if high standards
countries lower their standards considerably mben tlow standards countries raise
theirs in order to agree on a common, but relatil@l, standard, then this option will
be completely ineffective. Instead of overcoming tibstacles to raising environmental
standards, these same standards are lowered. Tdandse different if harmonisation is
upward, however. In this case, high standards cesnvill lower their standards con-
siderably less than low standards countries rhisest In the extreme case, they might

not lower their standards at all. Because countt®s agree on a common, but rela-
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tively high, standard, advanced countries have tess reason to fear that further rais-
ing their standards will lead to considerable losapital. However, high standards
countries might only induce low standards countteeagree on upward harmonisation
if they commit to not further raising their standisior, more realistically, if they commit
to not insisting on further rounds of upward harisation in case they raised their stan-
dards after the initial upward harmonisation. lhestwords, upward harmonisation of
standards might only be achievable at the expehsgotuding or at least making more
difficult further upward harmonisations. In thissea ‘regulatory chill’ would only be
alleviated once, but not permanently.

Enforcement agreements are likely to be ineffeciivevercoming regulatory chill
as they do nothing to raise standards, but meteynat to enforce existing standards.
They might even lead to the perverse effect of estating the problem. This is because
it might impose a further fear on a country contkatipg a rise in environmental stan-
dards: that it would be obliged via internationgte®ement to enforce these higher stan-
dards.

Multilateral trade restrictions can be effectiveéhéy are part of the instruments of a
multilateral environmental agreement (MEA) to eesaompliance with the treaty and
deter free-riding. The idea is that instead of ateflal action a multitude of countries
agree on raising their respective environmentaid#teds. This collective action over-
comes the prisoner’s dilemma in which countriesnigcregulatory chill’ are caught:
countries would like to raise their environment@nslards, but only if all other coun-
tries raise their respective standards as wellesotherwise the costs of loss of capital
are feared to outweigh the benefits from unilatetahdard raising. But, in order to be
successful, this kind of collective action neederisure compliance of the participating

countries (deter internal free-riding). Also, itels to ensure that as many countries as

12



possible participate in the multilateral agreemdtmiat is, external free-riding needs to
be deterred. Trade restrictions can be an effectisgument to deter both internal as
well as external free-riding (Barrett 1997). If yrere effective, then they can overcome
‘regulatory chill’.

Subsidies to ‘footloose’ or pollution-intensive emergy-intensive industries can in
principle be an effective policy option. If theylljucompensate the industries for any
cost increases due to higher environmental stasdbesh there is no incentive for these
industries to flee the country. However, dependinghe way in which subsidies take
place the initial environmental objective can beeqgpartly defeated. If some industrial
sectors receive an implicit subsidy in simply exéingpthem from the taxes or offering
them a lower tax rate, then the environmental benefill be lower than they would
otherwise bé. Alternatively, the tax rates facing all non-exeetbagents have to be
raised to secure achieving the same level of enmemtal benefits. Also, exemption of
certain industries from taxation leads to all saftsnter-sectoral allocative inefficien-
cies. Furthermore, it will attract firms into thelsidised industries as it raises their rela-
tive profitability. If the ‘footloose’ industriesra also pollution-intensive industries, this
re-allocation of capital will again partly defebetenvironmental objective. To avoid the
negative effects of subsidisation on the enviroraldrenefits achieved, the full tax rate
should equally apply to all industries and the tfoose’ industries should receive a
lump-sum subsidy to compensate them for their tat increases. It should be noted,
however, that this option will still lead to alldsee inefficiencies as subsidised indus-
tries become more profitable relative to non-subsii industries.

BTAs can in principle be an effective policy optidhforeign competitors have to
pay the differential in environmental compliancestcat the border and if domestic ex-

porters are fully compensated for complying witgHar environmental standards, then
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there is no incentive for capital to flee the coyntHHowever, because compensating
domestic exporters for cost differentials is eglemaito providing them with a subsidy,
BTAs can face the same kind of problems with aliveainefficiencies and defeat of
the environmental objectives as discussed withe@dp subsidies above. The higher is
the share of domestic production that becomes &qbothe more prevalent will these

problems become.

3.3 Politically realistic

The introduction of minimum standards as well as tlarmonisation of international

standards or an enforcement agreement does nendyrseem to be pursued with any
great vigour by developed countries, at least datdie EU. Even within the EU there is
no great momentum apparent towards the harmonisafi@nvironment-related taxes.

However, should developed countries decide to gusimonisation there would be no
hindrances by international trade rules as the Wi@s not prohibit consensually
agreed upon minimum or harmonised standards. Time s$& true with respect to an

enforcement agreement.

Trade restrictions have become a common instrunmeNMEAS. Their consistency
with WTO rules is not entirely clear, but no MEAated trade restriction has ever been
challenged before the WTO (for more informationg $éeumayer 2001b, chapter 9).
What is of interest here is whether the MEAs thdweseare politically realistic. Multi-
lateral action with respect to the environmentfigero difficult to bring about, takes a
long time and is regarded by many environmentagistssufficient since countries tend
to agree on the lowest common denominator. The d&{&rbtocol represents a case in
point: It took nearly six years after the Rio Surhioi conclude a binding agreement.

The past difficulties in bringing about this agresmare legendary as are, and even
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more so, the future difficulties of bringing theoRycol into force and of deciding on the

many particularities left unaddressed. Indeed, @nihe issues still to be addressed is
whether and how trade restrictions should playl@iroensuring compliance and deter-
ring free-riding. Finally, many environmentalistensider the Protocol as falling so

much short of what they regard as necessary atitetnpresumably they would regard

the Protocol as further proof for ‘regulatory chithther than as a significant step to-
wards its overcoming.

BTAs are usually liked by domestic policy makersowiind the notion that foreign
competitors must face the same environmental camgdi costs as domestic producers
appealing. However, BTAs can clash with internatlomade rules. WTO rules allow
BTAs for taxes on environmentally-damaging produetisich are quite common. They
also allow for BTAs for product-related environmartaxes, as can be seen by a WTO
panel decision upholding a US tax on luxury card argas guzzler tax (WTO 1994).
BTAs for non-product related taxes, usually knowrntaxes on process and production
methods (PPM), are much less common, but therénarggrominent examples. One is
BTA for chemicals manufactured using base chemmasleedstock, which were subject
to product taxation in the US. As this tax was mdrthe US Superfund Amendments
and Reauthorization Act of 1986 it is commonly redd to in the literature as the super-
fund tax. The other example is BTA for ozone-deptethemicals, which were subject
to product taxation in the US as part of its eftorphase out the production and use of
these substances. Whereas the BTA for the ozonesiaxnever challenged under the
rules of the international trade regime, the BTA tiwe superfund tax was. In 1987 a
GATT panel basically upheld the BTA for the supaduaxbecause the taxed input
was to some extent physically incorporated in thal foroduct(GATT 1987). If, on the

other hand, the taxed input is not physically ipooated in the final product, then the
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relevant WTO Agreement on Subsidies and CounténgaMeasures does not seem to
allow for BTA.> As most environmentally relevant inputs into tmeduction process do
not become physically incorporated in the finaldueat, WTO rules would forbid the
use of BTA for most cases in which countries woukht to apply them. Furthermore,
WTO rules do not allow for BTAs for cost differescihat follow implicitly from higher
environmental standards if these higher standarelsiat realised via higher taxes or
charges, but via command-and-control or other foahsegulation instead. That the
relevant WTO rules could be reformed to allow fengral PPM related BTAs is highly
unlikely. First, there does not seem to be stramgpert for such a reform even among
the developed countries. Brack, Grubb and Windra@9@, p. 86f.) cite a letter from a
US Trade Representative official referring to afoimal (‘Gentlemen’) agreement
among developed countries to the effect that thee&ment on Subsidies and Counter-

vailing Measures

was never intended to fundamentally expand thet v§ltountries to apply border adjustment for a
broad range of taxes on energy, especially in #veldped world (...). We discussed the matter wiitier
developed countries involved in the Subsidies Coeégotiations. We are satisfied that they share our
views on the purpose of the text as drafted andntipertance of careful international examinatiofobe

any broader policy conclusions should be drawnndigg border adjustment and energy taxes.

Second, because a reform of WTO rules would ne@gdhird majority according
to Art. X:3 of the Agreement Establishing the WTd&veloping countries would need
to consent as well. However, they are completebires such a reform as they rightly
fear that they would be affected by BTAs as well deen predominantly so) and not

just developed countries themselves (ICTSD 1999).
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Subsidies seem to be politically realistic as theght be considered an easy option
less overtly intrusive into foreign countries’ righHowever, as they might be regarded
as giving domestic industries an unfair advantagg might still be regarded as harmful
to foreign countries and might therefore clash witiernational trade rules. The WTQO’s
Agreement on Subsidies and Countervailing Measdrglthguishes between subsidies
that are widely available within the economy antissdies that are specific to certain
enterprises, industries or regions (Art. 2). It oses rules only on the latter category.
Specific subsidies are prohibited if they are auggint on export performance or local
content (Art. 3). Otherwise, with few exceptionsey are actionable, that is subject to
challenge if they cause adverse effects to thedste of another WTO member country.
To cause adverse effects, a subsidy must causyg amd serious prejudice to the indus-
try of another country which would nullify or impats benefits under the GATT treaty
(Art. 5). As serious prejudice is difficult to preyvthere exists a presumption of serious
prejudice if subsidies are greater than 5 per adntalorem, cover operating losses or
accrue in the form of direct forgiveness of debtt(4). One of the types of subsidies
excepted from the rules laid down in the WTO Agreatmon Subsidies and Counter-
vailing Measures and therefore non-actionable ssstce to adapt existing industries
to new environmental requirements (Art. 8.2 (c)pwéver, to qualify such assistance
must occur only once, not cover more than 20 pet akthe adaptation costs and has to
be made available to all firms which can adoptrbe equipment and processes. As
most subsidies would not fall in this category ammlld well exceed 5 per cent ad
valorem of benefited firms, subsidies to prevempited flight might be challenged under
WTO rules. This has not been tested yet as thesdodan no dispute over this kind of
subsidies so far, but it could well be that thidiggooption becomes partly barred and

therefore rendered politically unrealistic.
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3.4 Closed to abuse

Minimum standards as well as harmonisation of steslgland an international enforce-
ment agreement are relatively closed to abuseegsdépend on the consent of all par-
ties involved. Things are different with trade riesions, which partly are targeted to-
wards non-participating and therefore non-consgnpiarties. These restrictions can be
abused as participating countries (or a subsdtayh} might install restrictions against
non-participants under the pretext of fulfilling imandatory obligations according to a
MEA, but with proper protectionist intentions inste BTAs and subsidies are also open
to abuse. They open a pandora’s box in that atkswoir industries will lobby policy
makers to grant them protection from ‘unfair’ f@meicompetition. The incentive for
protectionist abuse might be higher with BTAs rgkatto subsidies, as subsidies cost
money to the domestic taxpayers, whereas in thee@aBTAsS the costs are partly borne
by the foreign producers and partly, but much esibly, by higher prices for domestic

consumers.

3.5 Not unnecessarily restrictive

Minimum standards as well as harmonisation of siesh&lare not very restrictive in the

sense that once the standards have been estalimbital as well as goods and services
are allowed to cross borders without constraintweler, in so far as some countries’

environmental standards might rise above theiciefiicy levels, these countries would

be implicitly confronted with inefficient restricins towards their exports of goods and
services. An enforcement agreement is not restei@t all as it merely aspires to ensure
that a country’s existing laws and regulations artually enforced. Trade restrictions

are restrictive by definition. However, if tradestiéctions as an instrument of a MEA to
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ensure compliance and deter free-riding are fufigcéive, then ironically they will not
be restrictive at all, as there is no need to eyngilem. The best restrictions are the ones
that will never come into force. BTAs can be resive as well. If they are applied in a
protectionist or non-transparent manner then thalyrestrict the flow of capital and
goods and services. Subsidies can be restrictiveelisf they are applied in a protec-
tionist manner. If they are then they will disttre comparative advantage of countries
such that the non-subsidising countries would faaglicit restrictions towards their

exports of goods and services and their imporapital.

4 Conclusion

In a world of imperfect information about what ctinges efficient environmental stan-
dards, it is not easy to assess whether countrefBdiently fail to raise their standards
or not. ‘Regulatory chill’ is a potentially seriqusut difficult to detect phenomenon. As
one is looking at counterfactual claims, the redsarhas to rely on anecdotal evidence.
Some of this evidence has been presented in ticgeatt seems fair to say that ‘regula-
tory chill’ has not been proven - neither in gehe@ with respect to the case of reduc-
ing greenhouse gas emissions. But enough evidertbere to warrant an evaluation of
policy options to address the (potential) probldrregulatory chill’, which this articles
has attempted to do.

Table 1 provides a summary of the findings on eafatig policy options. As can be
seen, no option fares clearly better than all sthdowever, harmonisation of standards
and multilateral trade restrictions do relativelgllon our criteria so that they are rec-
ommended here as policy options to deal with pakmegulatory chill’ problems. The
challenge with harmonisation of standards wouldidetrive for upward rather than

downward harmonisation to make it effective in @eening ‘regulatory chill’ and to
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gather political support to make it more politigakalistic than it currently seems to be.
As experience with the EU has shown, one way tilitite upward harmonisation is to
make increased usage of majority voting in placeamfunanimity requirement. The
challenge with multilateral capital and trade resbns would be to gather political
support for fast and effective multilateral action international and global environ-

mental problems.

< INSERT TABLE 1 HERE >

How these challenges can be met, that is, whabeaitone to facilitate upward har-
monisation and multilateral environmental actioléyond the scope of this paper and
the subject of ongoing research. Another objeabivéuture research would be an ex-
amination of the evidence with respect to ‘reguaichill’ on issues other than global
warming. If ‘regulatory chill’ really is a signifant and widespread phenomenon, then
the payoff to research demonstrating its evidemckefanding ways to overcome it will
be very high indeed in terms of achieving sustdadevelopment. This is because, as
mentioned in the introduction, ‘regulatory chil§ inimical to the very idea of sustain-
able development which requires that countrieateleterred from raising their envi-
ronmental standards for fear of capital flight.

Another possibility would be, of course, to trydonvince policy makers that their
obsession with ‘competitiveness’ is misguided: d¢dea do not compete with each
other the way businesses do, hence they canndy gah or lose ‘competitiveness’
(Krugman 1994). But here, as in so many other akghat really matters is what policy

makers believe, not what economic theory and egelaays, and there can be no doubt

20



that they actually do believe that countries compeith each other. To fight against

their preoccupation with ‘competitiveness’ is tHere likely to be a waste of time.

5 Acknowledgement

I would like to thank two anonymous referees fdphé comments.

REFERENCES

API (2000)What is the U.S. oil and natural gas industry’sipos on the Kyoto Proto-
col?, American Petroleum Industry, Washington D.C.

Arden-Clarke, C. (1993) ‘An Action Agenda for TraBelicy Reform to Support Sus-
tainable Development: A United Nations ConferenoeEmvironment and Devel-
opment Follow-Up’, in Durwood Zaelke, Paul Orbuctdd&robert F. Housman (Edi-
tors) Trade and the Environment: Law, Economics, anddyolsland Press, Wash-
ington D.C., pp. 71-81

Barrett, Scott (1997) ‘The Strategy of Trade Samdiin International Environmental
Agreements’Resource and Energy Economiv®l. 19, No. 4, pp. 345-361.

Barrett, Scott (1998) ‘Political Economy of the Kgd’rotocol’,Oxford Review of Eco-
nomic Policy,Vol. 14, No. 4, pp. 20-39

BDI (1998a) Die Spitzenverbande der Wirtschaft warnen: ‘Okosteusind ein
Irrweg...", Press Release 28 August 1998, Bundesverband elgsden Industrie,
Koéln

BDI (1998b) BDI anlaRlich der Okosteuerplane der rot-griinen Kten: ‘Die
gewerbliche Wirtschaft darf nicht mit zusatzlich®kosteuern belastet werden!

Press Release 5 November 1998, Bundesverband d&sdben Industrie, K&In

21



BMU (2000) Die Okologische Steuerreform - der Einstieg undeilifortfiihrung
Bumdesumweltministerium, Berlin

BNA (1997) ‘Losses of 3 million jobs predicted frokyoto Agreement by industry
group’, Environment ReporteVol. 28, No. 32, 12 December 1997, Bureau of Na-
tional Affairs, Washington D.C.

BNA (1998) ‘Reaction mixed on U.S. signing of tygabpponents urge quick vote on
ratification’, Environment ReporteMol. 29, No. 28, 13 November 1998, Bureau of
National Affairs, Washington D.C.

BNA (1999) ‘Ford leaves Global Climate Coalitionites distraction from environment
moves’,Environment ReporteNol. 30, No. 31, 10 December 1999, Bureau of Na-
tional Affairs, Washington D.C.

BNA (2000) ‘Industry lobbying group to continue agition to emission reduction
mandates’ Environment Reporteol. 31, No. 10, 10 March 2000, Bureau of Na-
tional Affairs, Washington D.C.

Brack, Duncan, Michael Grubb and Craig Windram (®Q@ternational trade and cli-
mate change policieg€arthscan, London

Daly, Herman (1993) ‘The Perils of Free Trad®tientific AmericanNovember, pp.

24-29

Duerkop, Marco (1994) ‘Trade and environment: Inétional trade law aspects of the
proposed EC directive introducing a tax on carbmxide emissions and energy’,
Common Market Law Reviewol. 31, pp. 807-844

ENS (1999) ‘European tax deal deferred to 20@&diyironment News Servic&5 No-
vember 1999, London

Erlandson, Dawn (1994) ‘The BTU tax experience: Whappened and why it hap-

pened’,Pace Environmental Law RevigWol. 12, No. 1, pp. 173-184

22



Esty, Daniel C. and Damien Geradin (1998) ‘Enviremtal protection and international
competitiveness: a conceptual framewoddurnal of World TradeVol. 32, No. 3,
pp. 5-46

European Commission (199Pyoposal for a Council Directive introducing a tax
carbon dioxide emissions and ener@0OM(92) 226 final, Commission of the Euro-
pean Communities, Brussels

GATT (1987) United States - Taxes on petroleum and certain riepgosubstances
BISD 34th Supplement, pp. 136-166, General Agre¢raerTariffs and Trade, Ge-
neva

Greenpeace (199%afe trade in the 21century Greenpeace International, Amsterdam

ICTSD (1999)Report on the WTO's High-Level Symposium on TradeEavironment

Geneva, 17-18 March 1999, World Trade Organizatizeneva.
Krugman, Paul (1994) ‘Competitiveness: a dangeohsession’Foreign Affairs Vol.
73, No. 2, pp. 28-44

Mabey, Nick and Richard McNally (199%preign direct investment and the environ-
ment: From pollution havens to sustainable develapnWorld Wide Fund for Na-
ture United Kingdom, Surrey

Neumayer, Eric (1999Weak versus strong sustainability: exploring thmaits of two
opposing paradigm<£dward Elgar, Cheltenham

Neumayer, Eric (2000) ‘Trade measures in multiEtenvironmental agreements and
WTO rules: potential for conflict, scope for recdiation’, Aussenwirtschaftvol.
55, No. 3, pp. 403-426

Neumayer, Eric (2001a) ‘How regime theory and thenemic theory of international
environmental cooperation can learn from each gtidobal Environmental Poli-

tics, Vol. 1, No. 1

23



Neumayer, Eric (2001b¥reening investment and trade: environmental pridec
without protectionismEarthscan, London

OECD (1999):Economic instruments for pollution control and rraluresources man-
agement in OECD countries: a sury@&NV/EPOC/GEEI(98)35/REV1/FINAL, Or-
ganisation for Economic Co-operation and Develogniearis

OTA (1992)Trade and environment - conflicts and opportunjtiésngress of United
States Office of Technology Assessment, WashinBi@h

Porter, G. (1999) ‘Trade competition and pollutstandards: 'Race to the bottom' or
'Stuck at the bottom'?Journal of Environment & Developmentol. 8, No. 2, pp.
133-151

Schoenbaum, Thomas J. (1997) ‘International tramepaotection of the environment:
the continuing search for reconciliatio®merican Journal of International Law
Vol. 91, pp. 268-313

WTO (1994) ‘United States - Taxes on automobilegernational Legal MateriglVol.
33, pp. 1397-1460

Zarsky, Lyuba (1997) ‘Stuck in the mud? Nationessatglobalisation, and environ-
ment’, in OECD (Editor)Globalisation and environment - preliminary persipees

Organisation for Economic Co-operation and DevelepinParis, pp. 27-51

24



Table 1: Evaluation of policy options

Harmonisa- Enforcement Multilateral Border tax Sub-

standards tion agreement restrictions adjustments sidies

effective +/- - ++ ++ ++
politically realistic - - +/- - -
closed to abuse + + - - -

not unnecessarily re; + ++ + +/- +/-

strictive

++ very good, + good, +/- neutral, — poor, -- vpopr



ENDNOTES

The GCC counts 39 U.S. corporations and indusssoeiations among its members (BNA
2000a). The companies mainly come from the steklagriculture, electricity, rail and chemical ungt
tries. The associations include such important asake American Petroleum Institute, the U.S. Giexm
of Commerce, the Chemical Manufacturers Associagind the National Mining Association. GCC lost
several prominent members, including Royal DutcgliSBP Amoco, DaimlerChrysler, Ford and Texaco.
Shell and BP changed their position and supporkKyeto Protocol by now and Chrysler had to change
its position after being taken over by Daimler. d#@nd Texaco, on the other hand, left the coalition
merely for image reasons as they considered tbaiirmued membership to be detrimental to their t&pu
tion. However, both companies have pledged to naatiopposing the Kyoto Protocol as well as any
other mandatory greenhouse gas emission cuts (E29A,1BNA 2000).

2 As a substitute EU countries are now considediggitmposition of minimum excise duties to a
wide range of energy products. However, even tather minimalist solution is currently blocked by
opposition from environmental ‘laggers’ such asanel and Spain (ENS 1999).

3 Note that BTAs are only applicable for the impiositof a tax. They are not to be confused with
so-called eco-tariffs, which are supposed to comsatenfor international differences in environmental
compliance costs, whether these differences ardaltexes or not. Daly (1993, p. 26), for examplie;
mands that ‘whoever sells in a nation’s market &helay by that nation’s rules or pay a tariff scignt

to remove the competitive advantages of lower stedgl. Arden-Clarke (1993, p. 81) from the World
Wide Fund for Nature (WWF) wants ‘environmentaldees’ to be able to ‘take trade measures that f'leve
the playing field“ between environmentally sound amsound goods.’ The International Pollution Deter
rence Act, unsuccessfully introduced into the 1028. Congress as motion S.984 by Senator Boren (D-
OK), called for countervailing duties equivalenttte cost that it would take a foreign firm to cdynp
with U.S. domestic environmental standards (OTA21L$9 92).

4 This is the case, for example, with the Germarogical tax reform, where energy-intensive
manufacturing firms can get a rebate on their e draft European Council Directive in its Articdl@

pomised this rebate for all energy-intensive firi@gnilar exemptions apply with respect to the Dhanis

and Swedish carbon/energy taxes (Brack, Grubb aindam 2000).



For a detailed explanation of the quite compliddegal issues involved see Brack, Grubb and
Windram (2000, pp. 81-90); Schoenbaum (1997, pB-RX®); Duerkop (1994, pp. 820-823). However, a

final judgement on this question cannot be madeoa#/TO panel has ever decided on it.
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