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ABSTRACT

The paper discusses the current developments concerning the environment and trade,
as wdl as its implications for South Africa This is followed by a brief outline of the
threats and opportunities that are created for the economy by this renewed emphasis
on sustainable devel opment



1. INTRODUCTION

At current world growth trends, the per capita income will double by 2035 and quadruple by
2070. Given these numbers, and the associated tendency in environmental degradation, one
can gppreciate the view that, based on past experience, such growth would be unsustainable.

The optimigs put their fath in technology. Such technologica developments will dlow for
continued growth and a the same time reduce pollution and inputs of virgin resources. This
will be redised by the use of more efficient abatement equipment, less resource demanding
production processes and recycling rather than disposd. This outlook presupposes that
incentives are set according to the objective of sustainable development.

A pessmidic view is tha of the continuing growth in population with mgority of births
occurring in the deveoping countries. With low per capita income levels ther priorities
might be such that the resources to pay for new or cleaner production technologies and
pollution abatement equipment will not be avalable. To the extend tha there is vadidity to
thisview it will have to be factored into mechaniams to ded with sustainable development

This paper attempts to provide the rationde for more research in South Africa on a topic that
0 far atracted limited attention. The reaionship between trade and the environment has
received some attention( Goldblatt, Cassm, Frimpong & Visser, 1999) but further research is
necessxy. This is an emerging fidd of study internationdly and the authors beieve it could
be very important to the economic future of South Africa.

The paper begins with a short summary of current developments concerning the environment
in the international trade arena, concentrating, amongst others, on how the World Trade
Organisation(WTO) may be affected in the foreseegble future by changing public attitudes to
the environment in the developed countries. Two broad issues are identified that need to be
examined more rigoroudy in subsequent discussons and research. Taken together these
isues can provide the darting point for the much-needed further sudies referred to
previoudy.

These issues, if subgtantiated, lead to the concluson that South Africa may be overlooking
both thrests and opportunities in its economic policies that in turn can affect its internationd
trade flows. An example is provided of an issue of internationd concern namey, climae
change mitigation, where it gopears as if South Africa is faling to identify both thrests and
opportunities, where policy makers are “missng the boat”. Findly, the paper offers some
suggestions for addressing this Stuation that may be worth further examination.

2. THE ISSUESRELATED TO TRADE AND THE ENVIRONMENT

In this section the chdlenges flowing from concerns about environmenta degradation and its
relaion to trade will be explored.

2.1 Theorigin of the problem



Globa GDP has grown six-fold since 1950. Reduced barriers to trade and foreign investment
together with great advances in information technology have led to a much more integrated
world economy over this period. At the same time, however, and & least in pat as a
consequence there has been worldwide environmenta degradation ranging from climate
change to deforedtation, from desetification to over fishing, from threatened loss of the
ozone layer to continuing loss of bio-diversty.

There is a tendency to infer from this observation that, to the extend that internationa trade is
one of the mgor sources of this remarkable growth trend it is associated with environmental
degradation

This assartion is not vaid. Trade per se is not bad for the enviroorment. Trade can be
beneficiad to society provided that the agppropriste environmenta policies are in place.
Environmenta policies are however complicated by anumber of factors such as:

The basic cause of environmental degradation can be ascribed to market failure.

Ecologica systems do not respect nationd borders.

The globd naure of most environmental problems necesstates internationd
solutions.

The interdependence of the world economy has reduced the regulatory power of
individua nations

Vagt differences exist in per capita income levels between countries and thus aso
differences in immediate priorities that can push back longer-term  environmentd
ISSues.

Since the root cause of environmental degradation is market falure, environmenta problems
ae best dedt with a the source by interndisng externdities, such as for ingance the
production process or the sub-optima use of resources because of its common property
characterigtics. In addition, due to the globd nature of most of the environmenta problems,
unique globa mechanisms should be established to dedl with this aspect.

The fird best solution is that of correcting for market falure, the second best solution,
through trade measures is often proposed. The reason why trade measures are put forward as
a way of deding with environmentd degradation is because it can provide a ussful
mechanism for encouraging paticipation and the enforcement of  multi-nationd
environmenta agreements.

Given these underlying factors one cannot but agree with Nordstrom & Vaughan (1999) in
their assessment of the present state of the trade/ecology debate, namely that,

“Trade is not the issue nor is economic growth. The issue is how to reinvent
environmental policiesin an ever more integrated world economy so as to ensure
that we live within ecological limits.
The way forward seem to us is to strengthen the mechanisms and ingtitutions for
multilateral environmental cooperation, just like countries 50 years ago decided that it
wasto their benefit to cooperate on trade matters’.



2.2 Market failure

In this section a few of the mgor sources of pollution that thresten the environment will be
discussed. To a large extend the sources of pollution are due to market falure in the sense
that the full cost or benefit to society have not been consdered in determining the optimum
utilisation of inputs or the optimum levels of output. The fird best solutions to rectify the
externdities will be discussed briefly and it will be indicated to what extend internationa
trade measures are proposed to deal with the problem. Five such sources identified by
Nordstrom&Vaughan (1999) namely chemicd intensve agriculture, deforestation, globa
warming, acid rain and over fishing are listed below

Sour ce Origin of First best solution | Trade measures
externality

1. | Chemicd Over-use of Tax the specific Import duty on

Intensive chemicals, costto | inputsto reflect the | specific inputs
agriculture the environment damageto Increased tariff on
not included in environment agr. products
indivi- duas No subsidy for
decison making agriculture

2. | Deforestation Competition, Create markets for | Increased tariff on
agriculture more carbon agr. products
profitable: All sequestration, bio-
benefits of forestry | diversity etc. No
not reflected i.e. subsidies for agric.
carbon sink, bio-
diversity etc.

3. | Globd warming Fossl fud burning | Multilatera co- Transport of
damage across operation. Setting | goods. Use WTO
borders, damage emission standards | measure to
not costed and taxes enforce

multilateral co-
operation

4. | Acidran Low qudity fossil Emission standards | WTO measures to
fuels, loca and Emission taxes enforce
internationa Prescribed multilateral
damage not costed | abatement environmenta co-

Multilateral operation
agreements

5. | Overfishing Common property | Managing common | ?
rights, open access | property resources
Internationa co-
operation
No subsidies

The examples liged are just a few of the locd as well as international sources of pollution.
The first best solutions are not dways as smplistic as sated above (Kennedy, 1994), but a
leet the mgor ingruments such as taxes internationd dandards and internatiord
cooperation being mgor fird best solutions are mentioned. The issue and role of trade
measures are discussed more fully in the following paragraphs.
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2.3 TheWTO and environmental issues

Notwithstanding arguments to the contrary the environmenta issue as it relates to trade are
now firmly linked to the multilaterd trading sysem. The WTO specificaly recognises the
principle of sustainable development, which is defined as, development that meets the needs
of the present without compromisng the ability of future generations to meet their own
demands. The internationa inditutiona machinery has been created to address this issue. The
WTO created a Sub-Committee on Trade and Environment (CTE) in 1995 in order to identify
the rdationship between trade measures and environmentd measures so that sustainable
development can be promoted . The Committee can make appropriate recommendations on
whether any modifications of the provisons of the multi-laterd trading sysem are required
that is compatible with the open, eguitable and non-discriminatory nature of the system. In
subsequent reports of this sub-committee it States that the committee supports that multi-
laterd environmentd agreements (MEA'S) as the best way for governments to address globd
and trans-boundary environmenta problems. It pointed to the cear complementarity that
exigs between this approach and the work of the WTO in seeking multilateral solutions to
trade concerns.

One such dgnificant MEA initigtive originated under the auspices of the United Nations on
green house gasses (GHG). In 1992 in the Rio de Janeiro Conference, the United Nations
Framework Convention on Climate Change (UNFCCC) edtablished a god for indudtridised
countries to return to the 1990 GHG emisson leves by the year 2000. Redidng that this
agreement was non-binding a complementary agreement was decided on that would quantify
the emisson limitations and reduction obligations for developed countries. This negatiations
lead to the establishment of the Kyoto protocol in 1997. The provisions of the Kyoto protocol
were scheduled to be approved at the Marrakesh conference in 2001 but due to some
oppogtion, notably from  the USA, the protocol has not yet entered into force
(Rosenzweig,Varilek, Feldman, Kuppdli & Janssen, 2002 ).

Environmentdids, as represented by NGO's and the WTO do not aways agree. At the
fundamenta levd many environmentaists argue tha the WTO should employ broader
criteria to evduae the multi-laterd trading system. Although sustainable development is a
principle objective of the WTO it does not gppear in the legdly binding rights and obligations
of the agreements. The chalenge is to incorporate the environmenta concerns and ill
preserve the wadl-functioning characteridics of the rules based trading system (Sampson).
The origin of these chalenges centre around three issues.

The percaived link between trade liberdisation and environmenta
degradation;

The sovereign status of members of the WTO; and

The mission of the WTO.

The argument from the trade community is frequently that environmentd damage coupled
with trade liberdisation is bad environmenta management and not bad trade policy. This
statement cannot be generalised because the maintenance of trade distortions @n be both bad
trade and bad environmenta policy. The removad of market redtrictions and digtortions can
have beneficid effects in tha damege to their own environment is curbed, deveoping
countries can gain when their exports increase due to the lower redrictions and the additiona
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resources created by trade can be used to improve the environment. In this sense their can be
no fundamentd difference between NGO's and the WTO. A case in point could be the
reduction of agriculturd subsdies Thee changes can be implemented without changing
WTO rules

Environmenta groups dso criticise WTO rules which do not respect the rights of
democrdicdly dected governments such as denying naions the posshility of redtricting the
importation of goods that are produced in an environmentaly unfriendly way. Furthermore
they say that the inditution is undemocratic and unresponsve to public concerns. The
involvement of NGO's in WTO affars have been negatively recaved by them and the
adlegations denied. A case in point is the non discrimination rule which Sates that ther can be
no discrimination agang any country’s products regardless of the way in which it is
produced, even if environmentdly unfriendly production processes are used.  Should, for
indance, this rule be scrapped it would change the foundation on which the rules based
trading sysem is based. This provison serves to minimise the encroachment on nationa
sovereignty by powerful countries on less powerful ones by forcing them to produce goods
according to more stringent environmenta or other standards. In this sense the WTO respects
the sovereignty of its members.

Another case where there is a difference in approach between environmentdists and the
WTO is in connection with the Precautionary Principle which dates that in Stuations where
there are threats of serious irreversble damage, lack of full scientific certainty should not be
used as a reason for pogponing cost effective measures to prevent environmentd
degradation. The WTO rules, as we have seen, permits any country to set its own standards to
protect the environment and public hedth amongst others. The non-discrimination rule sates
the you cannot discriminate againgt producers on the bads of these nationd standards. The
WTO agreements further want to ensure that standards are not used to create unnecessary
bariers to trade. This is done by requiring scientific evidence to judify any import
regtrictions, which is contradictory to the precautionary principle.

The precautionary principle has led to disputes as is evidenced in the case where, faced with
the same stientific evidence of the effects of consuming hormone trested beef, the United
States and the European Union could not agree on how the possble hedth risks should be
managed. When the EU redtricted the imports of US hormone treated beef, the US brought a
complaint to the disoute-settlement system of the WTO. Due to the absence of sufficient
scientific evidence they ruled that it would be illegitimate discrimination agang the US. This
provoked negative reaction from EU consumer groups.

The future incluson of an enforcing role with respect to environmentd sandards as pat of
the misson of the WTO is controverdd. The status quo is important for developing countries
that consder discrimination based on how they produce their goods as an infringement on
ther nationd sovereignty and in many cases disguised protectionism. The thought of
importing and consuming goods that have degraded the environment is however unacceptable
to public interest groups in developed countries. Developing countries and NGO's find
themsalves a opposte ends and a solution as to how the WTO should deal with production
and other standards should be found

The problem is not the redtricting measures as such. There are agreed on redtrictions in place
on stolen goods, trade in endangered species and ozone depleting substances because member
governments have agreed on these cases. On a Smilar basis member countries should idedlly
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aso agee on other environmental dtandards. In such cases universadly agreed on standards
will be in place that can be goplied when problems arise. This would obviate the need for the
WTO to act in the role of arbitrator on environmental issues on which it does not have the
ability or expertise.

It would appear as if WTO members are fundamentaly opposed to any reinterpretation of the
non-discrimination rule that would give it a tandard setting and enforcement role.

They ague that there is no limit on other internationd tresties to establish standards and
compliance measures. Agencies under the auspices of the United Nations can fulfil this role.
So far there are no treaties that have been creasted with similar dispute settlement mechanism
to that of WTO agreements. Nations are as yet unwilling to forego thelr nationa sovereignty
and accept strong compliance mechanisms in tregties negotiated under the auspices of the
UN. If this could happen it would leave the WTO with its narrower tasks for which it was
designed. Such a scenario would be one that would be preferred by the WTO. The redlity
might not be so smple and most probably the WTO will have to find ways to accommodate
the environmenta concerns with minimum damege to ther rule based multi-laterd trade
arangements. A case in point is the exigting trade distortion measures such as subsidies and
other entry barriers the markets.

2.4 Therole of public sentiment in creating a clean environment

For at least 30 years, economists have agued that merket and policy fallures have to be
corrected for if economic activities are to be shaped in line with ecologica bariers. It is
necessary “to get prices right”. This has sedom been done anywhere in the world for the
obvious reason that it is very difficult to get international cooperation and even, in cases of
local pollution, strong vested interests complicate matters.

In the context of internationd trade, it may be even more difficult to get prices right
(Norstrom & Vaughn, 1999) since there are both lega and political economic condraints to be
faced such as.

It is often clamed that WTO rules circumscribe environmenta  policy-making
and that the WTO rules provide legd cover for foreign countries to
chdlenge domestic environmentd policies that interfere with ther trading
rights as was the case of the USA/EU dispute on hormone treated besf.
Competitive pressure from the world markets sometimes makes it impossible
to forge the necessary palitical support a home to upgrade environmentd
standards.

The percelved codts of acting done in terms of lost investment and jobs often
dampens regulatory inititives.

Environmenta regulations may even be bid down in the reentless competition
for market share, investments and jobs.

On the other dSde is the perception that trade liberdisation can undermine the sugtainability of
the naurd environment which result in the internationa environmenta community ressting
further trade liberdistion until sound environmenta policies are in place. Given that public
concern over environmental degradation is mounting rapidly in especidly the richest trading
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countries, this may increasingly put pressure on the multi-laterd trading system to adapt to
environmenta congraintsin order to preserve itsdf.

It is often suggested that public sentiment in developed countries will soon be strong enough
to force governments into a number of such “prior commitments and agreements as to thar
obligations in the fidd of environmenta policy” and that this devdopment will have an
increasingly pervasive influence on the shgpe of trade policy. This issue is discussed further
as part of the so-cadled Environmental Kutznets Curve (EKC).

It would be prudent therefore, that any country that wishes to prosper from trade in future
had better be aware of how such internaiond public sentiment is changing and the threats
and opportunities that will result. It is dso argued that, as a generdisation, South Africas
awarenessin thisregard is inadequate.

So far internationd organisations and agendas rather than domestic politicd activity was
responsble for adopting many of the environmental standards. This is illustrated in the case
of the now dsandard use of environmenta impact assessment that has been adopted
worldwide not as a result of nationa policies but largely due to efforts of internationa
agencies. Especidly donor agencies required such andyss as a prerequisite for funding and
provided the infrestructure such as to provide for the training of practitioners (Hironaka,
2000).

It is however clear that the extend of degradation, the effect and ways of deding with the
environment is not uniform across countries and the perceived and red thrests of MEA’s are
that it might be acceptable some but might be extremey detrimentd to others.

3. OVERVIEW OF LITERATURE

The debate on the environment can become very subjective and it is therefore necessary to
asess the vdidity of many populaly hdd views. The economic effects of environmentd
degradation and measures to remedy this Stuation have been sudied intensvely. This review
is not an exhaustive one and is included to give an indication of the different approaches
proposed and the potential impact on the globd economy when viewed from a theoretica as
well as an empirical perspective.

3.1 Links between trade and the environment

Although the totd effect of trade on the environment is rdevant, this effect is sometimes
divided into different components (Copdand & Taylor, 1994). The three ®mponents are the
composition effect, the scale effect and the technique effect.

The compogtion effect is driven by the tendency of internationd trade to favour
gpecidisation. There is a tendency for a country to specidise in a subset of products and
import the rest of its needs. This tendency results in economic benefits through increased
efficiency and economies of scde in production. The net effect on the loca environment will
be pogtive if the expanding sectors are less polluting than the contracting import competing
sectors and negative in the reverse Stuation. Loca pollution problems will become worse in
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countries with a compardive advantage in polluting industries and improve in countries with
a comparative advantage in clean indudtries.

Given the production structure in a country, the scae effect leads to an increase in economic
activity and to an increase in pallution. The scae effect in turn is counteracted by the demand
for a cdeaner environment, the so-caled technique effect, that is associated with higher per
capita income, where consumers are demanding dricter environmental standards and are
willing to pay more for such goods.

Such a classfication is convenient for descriptive purposes, it is however the net effect that
is relevant. A review of literature shows that there is no one to one relationship between trade
and the environment. Empiricd dudies, on the other hand, confirm the theoreticd assartion
that trade liberdisation can harm the loca environment as a result of the compostion effect.
Such dudies (Lee& Roland-Holgt, 1997) however, dso indicate that the income gains from
internationd trade can more than compensate for the additiond abatement cost associated
with the increase in production. In this sense there is no conflict between the two objectives.
The conflict arises due to the falure of politica inditutions to resolve pollution issues
whereby the net gain from trade can be redlised.

The reason why political inditutions are reuctant to introduce legislation and enforce
environmental laws could be the compliance cost associated with dricter  environmenta
dandards. Critics of such dandards dlege that it will force the production of pollution
intensive products to overseas countries with the associated |0ss of jobs.

Competition, on the other hand, to attract international business can then create pollution
havens with no net gain to the environment. This argument is based on examples from the US
experience where individuad dates initidly addressed the pollution problem each one in
accordance with the loca conditions it faced. This decentraised way of deding with the issue
was not optima because of inter-jurisdictiond spillovers of pollution effects and the ingbility
to regulate mobile indudries from moving to daes where dandards were lower
(Friedman,Gerlowski& Silberman, 1992).

The same kind of argument is caried over to the international level where economies have
become much more open. The concern of environmentalists is that international competition
will lead to governments willing to sdl thar environment rather than to condder the
ecological effects of such action. Such compstitive behaviour could dow down the
environmental as well as the trade agenda leading to the so-cdled “regulatory chill”
hypothesis with a reluctance by governments to indtitute or enforce regulations.

Whether there is a basis for this argument depends, amongst others, on the cost of
environmenta regulations. Studies indicate that such abatement cost as a percentage of
production cost could range between 1% for the lower and 5 % for the high pollution
intensive products (United States Census Bureau, 1996).

The edimates are based on engineering cost caculations and could be substantidly lower due
to innovative gpplication of technology. This subdtitution effect, dso known as the Porter
hypothesis (Porter& van der Linde, 1995) dates that environmental pressure encourages
indudrid innovation. For ingance, a comparison of the profitability of firms with a superior
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agang those with a lower environmenta profile did not indicate any detrimentd effects.
Many sudies have investigated this hypothess and there is empirica evidence to support this
hypothesis athough the results are not gpplicable to dl Stuations. Palmer,Oates and Portney,
(1995) point out that dthough some cost saving/quaity improving innovations did take place,
environmenta protection and regulation, amounted to a net production cogt addition. It can
therefore not be inferred that environmenta regulation will cost nothing but that the cost must
be weighed up againgt the benefits to society (Cropper, 2000). Judged purely on a cost basis
however it is suggested that competitiveness concerns could have been overdated. In US
dudies, environmenta control messures account for a smal percentage of production cost
and are overwhelmed by other cost considerations.

Although the totd effect of trade on the environment is rdevant, this effect is sometimes
divided into different components(Copdand & Taylor,1994) . The three components are the
composition effect, the scale effect and the technique effect.

The compogtion effect is driven by the tendency of internationad trade to favour
gpecidisation. There is a tendency for a country to specialise in a subset of products and
import the rest of its needs. This tendency results in economic benefits through increased
efficiency and economies of scde in production. The net effect on the loca environment will
be pogtive if the expanding sectors are less palluting than the contracting import competing
sectors and negative in the reverse Stuation. Locd pollution problems will become worse in
countries with a compardive advantage in polluting indudries and improve in countries with
acomparative advantage in clean industries.

Given the production dructure in a country, the scade effect leads to an increase in economic
activity and to an increase in pollution. The scae effect in turn is counteracted by the demand
for a ceaner environment, the so-cdled technique effect, that is associated with higher per
capita income, where consumers are demanding dricter environmental standards and are
willing to pay more for such goods.

Such a classfication is convenient for descriptive purposes, it is however the net effect that
is rlevant. A review of literature shows that there is no one to one relaionship between trade
and the environment. Empirical sudies, on the other hand, confirm the theoreticd assertion
that trade liberdisation can harm the locd environment as a result of the compodtion effect.
Such gudies (Lee& Roland-Holst, 1997) however, aso indicate that the income gains from
internationd trade can more than compensate for the additional abatement cost associated
with the increase in production. In this sense there is no conflict between the two objectives.
The conflict arises due to the falure of politica inditutions to resolve pollution issues
whereby the net gain from trade can be redlised.

The reeson why politica inditutions are reluctant to introduce legidation and enforce
environmental laws could be the compliance cost associated with dricter environmentd
dandards. Critics of such standards dlege that it will force the production of pollution
intengve products to overseas countries with the associated |oss of jobs.

Competition, on the other hand, to attract international business can then create pollution
havens with no net gain to the environment. This argument is based on examples from the US
experience where individud dates initidly addressed the pollution problem each one in
accordance with the loca conditions it faced. This decentraised way of deding with the issue
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was nhot optima because of inter-jurisdictional spillovers of pollution effects and the indbility
to regulate mobile indudries from moving to dSaes where dandards were lower
(Friedman,Gerlowski& Silberman, 1992).

The same kind of argument is caried over to the international level where economies have
become much more open. The concern of environmentaids is that internationad competition
will leed to governments willing to sdl ther environment rather than to condder the
ecologica effects of such action. Such compstitive behaviour could dow down the
environmental as wel as the trade agenda leading to the so-cdled “regulatory chill”
hypothesis with a reluctance by governments to ingtitute or enforce regulations.

Whether there is a bads for this argument depends, amongst others, on the cost of
environmentd regulations. Studies indicate thet such abatement cost as a percentage of
production cost could range between 1% for the lower and 5 % for the high pollution
intensive products (United States Census Bureau, 1996).

The edimates are based on engineering cost caculaions and could be subgantialy lower due
to innovative agpplication of technology. This subdtitution effect, dso known as the Porter
hypothesis (Porter& van der Linde, 1995) dates that environmental pressure encourages
indugtrid innovation. For indance, a comparison of the profitability of firms with a superior
agang those with a lower environmenta profile did not indicate any detrimentd effects.
Many sudies have investigated this hypothess and there is empirica evidence to support this
hypothess dthough the results are not gpplicable to all stuations. Pamer,Oates and Portney,
(1995) point out that dthough some cost saving/quaity improving innovations did teke place,
environmenta protection and regulation, amounted to a net production cogt addition. It can
therefore not be inferred that environmenta regulation will cost nothing but that the cost must
be weighed up againgt the benefits to society (Cropper, 2000). Judged purely on a cost basis
however it is suggested that competitiveness concerns could have been overstated. In US
dudies, environmental control measures account for a smdl percentage of production cost
and are overwhelmed by other cost considerations.

Mog sudies (Gray, 1997) dso indicate tha environmenta regulations are not an important
factor in internationa plant location decisons. Once a locdity is decided on, the location
within that country could be influenced by loca environmenta regulations a result in line
with the experience in the US. There are dso other complementary factors that inhibit firms
from relocating to exploit the presumed smal percentage of higher abatement costs
associged with dricter  environmental  regulations.  International firms do not base ther
decisons only on present environmental regulations but dso on what they expect to happen
in future. In addition, firms increeangly demondrate their readiness to assume environmentd
reponsbility such as for ingance demondrated by the rgpid adoption of voluntary
environmental management dandards as promulgated by the Internationd Organisation for
Standardisation (1S0). Although these standards are voluntary it is more and more seen as a
commercid necessty. Certified firms in turn often require ther suppliers to be certified as
well. The drive to qudify for eco-labels suggest that a green profile is a vauable marketing
asst that fits in with the market pressure applied by environmentaly conscious consumers.
Firms can therefore not escgpe ther respongbility by moving polluting plants offshore. In
another example, many prominent firms commit themsdves voluntaily to reduce or
compensate for their GHG-emissions resulting from burning oil, gas and cod 0 as to arive
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a a neutrd impact on the dimae (Fortune, 2002). Inditutions such as the World Wildlife
Fund peform an overseeing function by verifying an audited program of greenhouse gas
emisson reduction. Such “climate cool” firms can the use that characterisic to ther
advantage. Whether being dimate neutra is profitable is not definite but firms are
participating because mainstream groups are getting involved and adso because, in this case,
USfirms are afraid of losing ground against more ecologica friendly European firms.

Although there is little evidence that environmenta regulations are of primary importance for
competitiveness or location decisions there is dill a concern among environmentaists thet the
further remova of trade and investment barriers will undermine efforts to Stop degradation.
The ability of investors to move ther capitd freedy to where ever the highest returns are
obtained can result in a “race to the bottom”. This is the term used to describe the case where
environmental regulations are driven down by competition between countries to attract
internationd mobile investments. Based on theoreticd models developed by Kanbur (1995)
and Kim & Wilson (1997) some support for this hypothesis could be found. On the empirical
level, evidence in support of this effect is however purely anecdotd (Esty & Gerddin, 1998).
At present thereislittle support for the “race to the bottom” hypothess.

The milder form of this phenomenon is “regulatory chill” namedy where indudries often
gopeal to competitiveness concerns to lobby againgt environmental regulaions, sometimes
with ©me degree of success. In this case, if competitiveness concerns are troublesome, it can
be turned into a podtive force by opening up the posshbility for countries to look for
international cooperative solutions. In this case the problem is shifted from te nationd to the
multi-nationdl level.

The oppodite effect is one of a “race to the top” where regulatory regulations are raised for
fear of activities not desirable as manifested by an attitude of not in my back yard (NIMBY)
The only empirica case to support this occurrence is that of hazardous waste products.

3.2. Thelink between trade, economic growth and the environment

The pessmidic predictions in the past of the disastrous consequences of growth on the
environment have not redised. This is largey the result of the adoption of environmenta
regulaions to combat the negative effects of growth. Actions have however not been equdly
rgpid in dl countries. The reason for dow progress in some countries can be ascribed to the
prevalence of a low income per capita. Such countries find it difficult to afford the resources
needed for pollution abatement. In addition they might question the wisdom of sacrificing
their growth prospects to hdp solve globa pollution problems, which has been caused in a
large part by the lifestyle in richer countries.

The counter argument is that if poverty is the problem then economic growth is pat of the
solution. There is some empiricad evidence that suggests that pollution increeses a the exlier
stages of development and decreases after a certain level has been reached. This phenomenon
is cdled the Environmentd Kutznets Curve (EKC). It might be vdid for some types of
environmental indicators of notably loca pollutants (Barbier, 1997). With respect to the more
globa pollutants this does not seem to be the case.
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If the EKC hypothesis can be verified then it would mean that previous warnings on the dire
consequences of growth is without foundation. Then improved environmenta qudity would
flow from gans in per capita income and not the other way around. Policies should then be
geared to economic growth in especidly the developing countries to speed up the
convergence in environmentd standards

There is no inherent reason tha indicaes that pollution will turn down with incressng
income per capita One must guard agang a smpligic argument that income growth by itsef
will generate forces that will curb pollution. The best that can be sad is that income growth
by itsdlf will generate forces to curb the effects of pollution. The best that can be sad is that
income growth might be a necessary condition for focussng on environmenta issues but it is
not a sufficient condition to reverse environmentd degradation (Grossmann & Krueger,
1995) If the incentives facing producers and consumers do not change with higher incomes,
pollution will continue unchecked with rigng incomes. Democrdic inditutions with
governments hed responsble for implementing these measures (Torras & Boyce, 1998) are
an important success factor.

This is especidly applicable in the case of globd pollution where it would appear as if
countries are willing to accept the consequences of rather than carry the cost of curbing
emissons

Alternatively as borne out by the Kyoto stdemate there is a strong incentive for free-riding
which in combination with wesk inditutions for collective decison making and enforcement
a the internationa leve is a recipe for non action. That is why the WTO is a focd point
because of its built-in adjudication mechanisn and eventudly the impodtion of trade
sanctions.

Economic growth that requires ever more inputs are not as harmless as growth driven by
technologica progress that saves inputs and reduces pollutants per unit of output. This kind
of growth will not result spontaneoudy but reguire economic incentives to steer development
in a sudainable direction. Trade can play a role in this process in the sense that it can
fadilitate the diffuson of environmentaly friendly technology.

4. SOUTH AFRICA AND THE TRADE AND ENVIRONMENT DEBATE

No country can ignore the impact of the present debate of sustainable development on its
economy. Environmenta issues asit relates to the South African economy are briefly
outlined in the following paragraphs.

4.1. South Africa’s economic growth potential

Trade is but one aspect that contributes to economic growth. The primary factors that drive
economic growth are investments in physica capita, human capita and technology.

Savings are important in this regard because mogt invetments are financed by domedtic
savings. Internationa capital flows assgt the process but is sendtive to the economic policies
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that are followed in a country. Factors included in this context are; a financia sector cepable
of mobiliang and dlocating funds efficiently, the rule of law, macro-economic and monetary
gtability, adequate infrastructure, an educated work force and an open trade regime.

Where does South Africa stand with respect to these growth factors? Fiscd and monetary
policy management are considered to be sound. The guidance of the IMF and World Bank are
followed while the other prerequisites for a sound growth performance, mentioned above, are
receiving atention. At present the redity is however that the growth performance is not
satisfactory with a GDP growth that oscillates around 3 percent.  This does not leave much
room for per capita income improvement and will leave the country in its present date as a
developing country for the foreseegble future. The trickle down effect of the growth that did
occur is very low, leaving the poor in a dire date since they are margindised by growth in the
main indudtries.

It is not the purpose of this aticle to evaduate the country’s growth potentid and limiting
factors, but it would appear as if a least one of the reasons for the low growth is that the
country has logt its comparative advantage, which was mainly based on the production of
drategic minerds. What should replace this growth sector? It is difficult to answer postively.
Sills have emigrated, labour is largdy unskilled and unschooled, we are far from world
markets and governance a al levels needs improvement. This suggedts that a present our
man internationa trade advantage and perhgps dso for the immediate future is the week
exchange rate, which is atemporary symptom of the problem and not a permanent solution.

This unsatifactory  picture suggests that a search must be launched for new, nonttraditiond
comparative advantages from which to create trade opportunities. In this regard one could
investigate the new opportunities created by the worldwide concern with conserving the
naturd environment of the planet. In this regard one does not refer to eco-tourism but to the
new awareness of the necessty of the importance of sustainable resource use and the
restructuring that will accompany this shift in emphesis.

The posshbilities of this new growth source will be accompanied, at least in the short n, by
potentid negative impact on the pollution intensve indudries in South Africa where the
necessary policy actions are needed to protect these growth sources.

4.2. The ecology/economic revolution

Notwithgtanding the current uncertainty on implementation it is believed tha the world has
entered a new era of growth based on sound environmenta principles. It must be emphasised
that reference is made of an economic revolution, not one based on a trade-off between
economic growth and environmental conservation but growth that is shaped by corrections of
market and policy failure.

Some of the provocetive ideas on the shape of such a new economy in contained in Brown
(2002).

A redructuring of the globa economy into one that is sudainable can provide the grestest
investment opportunities in history, comparable to the agricultura and industrid revolutions
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that preceded it. This eco-economy revolution that will affect the world will however have to
be compressed into a much shorter time period.

The dements of this eco-economy will consgt of:
An economy tha is in sync with the earth’'s ecosysem which will be in contrast with
the polluting, disruptive and ultimately sdlf-destructing economy of today.
All economic sectors will experience restructuring of which the more obvious ones are:

0 The energy <sector will have to ift from oil, cod and naurd gas to
environmentdly friendly form of energy such as, anong others, wind, solar~ cdlls
and geothermd energy.

0 The maerids used, where the mgor shift will be away from the linear economic
modd where materials go from the mine or forest to the landfill, to a modd based
on reeue and or recycling. In this closed loop system, recycling industries will
replace extraction indudtries.

0 The food sector where the emphags will be on the change of the way in which
the sector is managed. Natural capitd will have to be managed more efficiently
in order to dabilise aguifers by increasing water productivity, conserve topsoil
and means to increase productivity on a sustainable basis that obviates the clearing
of forests to produce more food.

The ideas expressed by Brown can be described as visonary. Apart from broad indications of
policy matters that should receive dtention to achieve the new eco-economy, the detall ill
needs a lot of public debate, andysis and research. It is nonetheless a clear indication of the
direction in which the globd economy will move in the future.

The chdlenge would therefore be for researchers to invedtigate the following two broad
topicsin the South African context namely:

a) Future economic structure:
i) The extend to which the view put forward by Brown, amongst others, is a
regdigtic one;

i) How it will affect the present structure of the South African economy; and
i)  Themessuresto direct the economy in the required direction.

b) Opportunities - Growth opportunities, in the short as well as the long term, that flow
from the new economy

4.3. Consequences

The two broad issues put forward requires the adjustments so that the existing growth sectors
can continue to play a role as well as new sources of growth that will come from an early
underganding of the pending economic revolution. In this section some of the resuting
overlooked threats and opportunities that face the country in this regard are discussed. The

andysis is not exhaustive and is more of an indication of possble trends. A more exhaugtive
andyss should follow in future.
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In order to focus the discusson, is the issue of dimate change mitigation is teken as an
example. It seems as if the threats and opportunities that climate mitigation generates for
South Africaillugtrate the centra theme of this paper. Among the reasons for this choice is:
- The issue is il debated as part of the ongoing refinement of the Kyoto Protocol and
provides opportunities for new thinking.
Until quite recently, South Africa was content to consder hersdf  officidly as a
developing country in the Kyoto context and therefore not so directly involved in the
debates, despite the fact that the rest of the world was well aware that the country’s
carbon footprint, as measured by the carbon efficiency of its economy, is amongst
the heaviest in the world
Recent research concerning the issue was first recognised by the researchers
outside the government sector. Officia involvement is however needed.

4.3.1 Structural issues

The present structure of production and consumption come about as a result of economic
incentives that did not take al the environmental costs and sometimes benefits into account.
The required adjustment to sustainable production and consumption patterns as discussed
previoudy Pamer et al (1999) may not involve Hugh outlays but it will definitdy not be
codless. In addition the more chdlenging issue is that it will not affect dl countries to the
same extend nor will the treatment of pollution emissons a the source be equdly affordable,
especidly for some developing countries.

Pallution in the sense tha it is an internationd phenomenon implies that every country must
be involved. It is often argued by smdl countries that the unilateral introduction of, for
instance, a carbon tax, and te potential loss of competitiveness they stand to incur can be
Ubgtantid while their contribution to globd warming is very amdl. This factor dso explains
why especidly developing countries are scepticd about standards and the potentid negetive
influence on their economies by having to cary the burden for pollution generated mainly in
developed countries and explains to some extend why political action is sometimes dow.

Such concerns by developing countries are not without foundation as reflected in some
empirical gtudies on this issue. In a recent study on the reaionship between trade and the
environment, (Wilson, Otsuki & Sewadeb, 2002) analysed data from 24 countries between
1994 and 1998 to determine whether environmental standards effect the exports of five
different pollution intensve goods namey metd mining, nonferrous metas, pulp and paper,
iron and stedl, and chemicas in 6 OECD and 18 non- OECD countries, which included South
Africa

The sudy found that environmenta regulations does effect export competition. A negative
relationship between the dtringency of environmentad standards and exports for the mgority
of indugtries examined may imply a trade-off between trade expanson and encouraging
improvements in environmentd dandards. If the politicd sysem in developing countries do
not place an emphass on environmentad qudity, they will be rductant to tighten
environmentd sandards. Such a dtuation supports the race- to- the bottom hypothess
because with a lack of international coordination, pollution may become concentrated in
developing countries.
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If countries do harmonise environmentd dandards globaly then developing countries will
auffer from a greater loss in exports of the pollution intensve products than a developed
country. The results a best implies that environmenta dandards should be tightened
gradudly over a trangtion period to avoid the rapid decline of pollution intensive products.
Public awareness should also be raised in developing countries so as to dert the public that
the loss of competitiveness can be weghed up againg the benefits of an improved
environmen.

The converse is dso true namey the developed countries are motivated to set high globa
environments dandards in multi-laterd  agreements for they benefit more (and loose less
exports) from a reduction in trans-boundary pollution.

International coordination to offset loss in export competitiveness for developing countries
should in the light of these results be a part of internationa discussons.

The competitiveness issue has received a lot of atention in the literature as discussed in
paragraph 3.1. This study is one of a few that approach the issue from the perspective of
developing countries (also see Dasgupta, Mody, Roy & Wheder, 2001). It must dert us to
the dightly different dant that developing countries have on both local and internationd
environmental standards.

An industry that could face possble restructuring as a result of environmental concerns is
Eskom. Encouraged by the government, Eskom produces and sdls eectricity as chesply as
posshble. This in turn encourages investment by indudries that are heavily reliant on inputs of
eectricity. Electricity is especidly chegp for these indudtries because they ae adle to
negotiate specia deds for bulk consumption. The coke that Eskom uses to generate
eectricity is very high in carbon content and hence South Africals heavy carbon footprint.
The negdive extandities resulting from Eskom's eactivity ae not intendised and
government has in the past not been in favour of the introduction of a carbon tax on
electricity generation to achieve thisinternaisation.

Given the possble direction in which the eco-economy will deveop it is clear tha Eskom's
chegp eectricity is a source of an artificid and temporary comparative advantage for South
Africa that is built on higtoricdly outdated technology thet is only sustained by atificid low
prices. South Africa exports dependent on chegp dectricity are thus vulnerable in an eco-
economy that is financialy but not economicdly vigble through implicit subsdies by not
including the cogt of the damage to the environment

The implications of environmental concerns on the energy sector in South Africa are the
subject of a prdiminary study by Scott & Veck (2001). About a third of totd energy
consumed are used by indudtries that export more than 90 percent of their output. Industries
in this category are duminium, gold and uranium, plainum, iron and ded, ferrochrome,
titanium and paper and pulp. Should environmentad standards be enforced it could influence
these industries. 1t would therefore be prudent to monitor this potentia threst.

In a different context they view environmental standards as related to the energy ®ctor as an
opportunity. This opportunity flows from the current restructuring process on the supply sde
of the energy market. The process of deregulation could open the way for new participants
that use cleaner technology for generating eectricity. Products produced with clean energy

16



might become more dtractive in the internationd makets. The extent to which such
possihbilities are available, needs to be evaluated.

Given the fact that environmentd concerns can impact dgnificantly on the South African
economy a further sudy (Nathan Associates Inc, 2001a) used the latest South African input-
output modd to identify the indudtries that will be more vulnerable to the impostion of some
kind of emisson sandard. This sudy aso attempted to determine the awareness amongst
these industries of such a potentid threast and the broad Strategies pursued in this regard.. The
concluson reached is that the level of awareness in respect of carbon emisson and its climate
change impact is high. The process of developing strategies and responses to ded with the
issue is however not well advanced.

In one of the first dudies in this area Goldblatt et al (1999) andysed the potentid effect of
environmental measures on the cod export sector, basic iron and sted production and citrus
exports as case studies.

The review presented in this article indicates that the issues have been intensvely researched
internationally. The references stated above may have omitted some loca studies but it would
appear as if locd research is 4ill in its infancy. The South African economy and society faces
unique challenges given the dructure of its economy as well as the prevalence of widespread
poverty that needs to be addressed in an environment friendly way.

4.3.2 Opportunities

In discussons on the influence of consumer prefences for products that are produced in a
clean environment and the possbility that a premium will be paid for such products opens up
this market. Notwithstanding the fact that some firms are engaged in agreements that will
dlow them to produce in pollution neutrd ways, the extent to which being environmentaly
friendly is profitable is sill being debated.

The fact that the private sector and in some cases governments are a the stage voluntarily
entering into such contracts is encouraging.

One opportunity that flows directly from measures to combat globa waming is tha of
carbon sequedtration by simulating forestry activities and the restoration of degraded naturd
environments. The Kyoto protocol, when it comes into operation will require industriaised
countries to reduce greenhouse gas emissions to agreed upon levels. In anticipation of the
required reduction levels, once the Protocal is signed by everyone, a market is evolving on an
infoomd and ad hoc basis in measures to reduce emissions. One way in which industridised
countries can meet their emisson reduction commitments is to negotiatle contracts on
reduction levels jointly with other parties, such as for ingance, developing countries. As a
result a growing number of companies and governments have begun to purchase verified
emisson reductions (VER's). One such reduction posshility is the net addition to naturd
vegetaion to absorb one of the mgor greenhouse gases namdy carbon dioxide. The natura
vegetation can thus act as a carbon sink.

Quantifiable reductions in carbon dioxide emissons, so-called carbon credits may be used to
offset emissions from other sectors such as energy use and transport. The Plan Vivo System
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(The Edinburgh Centre for Carbon Management, 2002) manages the supply of verifiable
cabon credits from rurd communities via forestry and other ways in developing countries.
As a devdopment initigtive it not only helps to mitigate climate change but it adso initiates
loca development. Plan Vivo dlows for a partnership between companies that wish to reduce
their impact on the environment and the communities in developing countries.

The feashility of such a deveopment initigtive in South Africa has been invesigaed
(Dockd, 2002). It is of particularly importance in aress that have been degraded by over
utilisetion of especidly grasdand and forests in the past  Areas that show particular promise
in this regard is former homelands such as the Transkel ( Nathan Associates, 2001b) where
cimatic conditions are such that dggnificant amounts of carbon can be restored by
rehabilitating the naura resources. The rehabilitation, in other words, dlowing the naturd
resources to return to their natura state can be achieved by adapting land use practices that
are favourable. The sdling of carbon credits in the emisson reduction markets provides a
source of income that was not previoudy avalable and provides an incentive for resource
conservation. Such resource rehabilitation projects have been subjected to a cost-bendfit
andyss and proved to be economicdly viable for both indigenous forests and grasdands in
the Transkel (Nathan Associates, 2001, c). Given that carbon credit contracts can be obtained,
such rurd projects can be managed with the aid of the private sector assisted by government.

Carbon sequedtration can thus provide the impetus for substantial rura development projects
not only in the Transkel but dso in other areasin South Africa

4.4. Corrective measur es

Basad on the andyss so far it can be concluded that in the arena of trade and the environment
as defined here, South Africa is missing the boat and will continue to do s0 as long as the
datus quo prevals. To change this dtuation, two kinds of interventions warrant further
invedigation namedy management inditutions and economic incentive sructures. It has been
encouraging to see that movement on both fronts have occurred since May 2002.

4.4.1 Institutional fragmentation

If we are indeed facing an ecology/economic revolution then the inditutional sructure to dedl
with this phenomenon must be established. The current inditutional structure is perhgps not
idedly suitable for this purpose.  Government Depatments and ther functiond
responsbilities are not geared to lead the country into a world of eco-economics. The two
departments that quaify to guide this process are Trade and Industry (DTI) and
Environmentd Affairsand Tourism (DEAT).

DTI are kept occupied by many restructuring issues but it would gppear as if the kind of
restructuring associated with ways in which concerns about the physica environment affects
the business sectors have not received adequate attention. Smilarly, DEAT has not yet fully
appreciated the possible contribution that economists can make to environmentd affairs

Undergtanding the climate change phenomenon has been developed up to now mainly by
expert consultations at the globa level. There is consderable uncertainty about the nature and
intengty of potentid impacts a the sub-regiond nationa and locd leve and especidly for
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developing countries with weak technica capacity and infragtructure.  So far the need to
address these issues on a more locd level is not goparent. In order to give the environmenta
issues the necessary prominence the gap between DTI & DEAT needs to be bridged. The
posshility of cregsting a dructure outsde the government to fulfil such a dedicated function
can also be considered.

One task could be to monitor world trends in this regard. We are dready far behind.

This function could be supported by focussed research that can involve, amongst others,
inditutions such as TIPS and the Forum for the Environment and Economics (FEE). The
initia research done in South Africa needs to be followed up.

4.4.2 | ncentives

South Africa needs to look at the posshility of introducing a variety of green taxes (perhaps
even temporary incentives to establish green industries such as those involved in renewable
forms of energy. The pros and cons of green taxes have been discussed thoroughly in the
literature and introduced successfully in many countries Why they have not been introduced
in South Africa can only be explaned by the assumption that there are more urgent other
fiscd matters that required attention. This could be a costly migudgment of the importance of
such fiscd actions. If it is, as we have argued, necessary for South Africa to prepare and
indeed start moving towards an eco-economy then it might dso be necessary to create an
inditution to lead the change and one of its firs tasks should be to give green taxes the
attention it deserves

5. SUMMARY AND CONCLUSIONS

Economic growth has been associated with increased degradetion of the environment. If the
experience of the recent past continues the world faces an environmenta disaster. This fact
has been recognised by the world community. The effects of the environment does not
recognise nationd borders and therefore requires international cooperation. Internationd
cooperation on this issues faces enormous chalenges. However, based on the severity of the
problem, and the worldwide public concern about its effects on present and future
generdtions, it is clear that the status quo will be maintained. Measures to stop ewironmentd
degradation will be implemented.

In the light of this scenario South Africa will have to begin to assess the potentid impact of

such measures on the economy and ways in which it can adjust in the best way to these rules
and even benefit from the opportunities crested by this new sStuation.
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