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Historical Backaround

The poiluter pays principie (PPF) was adaopted by OECD countries
in 1972. The E£Louncii of OEC? recommended a set of ‘guiding
principles’ that shauld be fgllowed by member governmenits. In
order to reduce pollution and improve the allocation of
resqurces, public measures are required to ensure that

=2 grices of goods depending on the guality and/ar

guantity of eaenvircnmentai rescuces reflect more
closely their relative scarcity and that economic
agents concerned react accardingly. - {OECD, 1975,
p.l12).

These principles included a definition of the PPP as meaning

"wotihat the poiliuter should bear the expenses of
carrying out the ahgve mentioned measures decided by
pubiic guthorities to ensure that the envirenment is - in

an acreptable state. In othier words., the cost  of these
measures showld  be refiected in Ihe cost of goods and

servives which cause pollution in  production and/or
consumption. ' (OECR, 1975, p.13. Our emphasis).

The Underiying_Econemics af the PPP

The FFP requires that +the polluter should bear the costs that
pallution damage gr pellution control  imposes on society. By
"internalising” these costs they become part of  the normal
(private) costs of producing goods and services. Essentially, the
otharwise free cervices o0f the natural environment are DEing
priced and treated as if they are sigilar in aature to0 labaur or
capital cests., The effect of this internalisation is threefold:

(2} costs of preoduction rise and hence putput of the polluting
product may declines

(i1} the poliuviter may pess on part of the jincreased cost of
production to the censumer in the form of higher prices, i.e. the
‘consumer pays’ o some extent;

(iii} the palluter may switch from polluting to less polluting
technologies in an e=ffort to avoid the cests of adding on
poliution control {a existing technology, or may switch out of
polluting products into less poliuting cnes.

Any or all of these effecis may occur and ail are anticipated
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effects af the EPF. That is. all these effects schould ooeur.

HMisunderstandings About the FPF

Amirg many misunderstandings sbout the PPP two stand owvi. First,
it is thought that ‘pcelluter pays’ means that ihe manutacturer or
provider of the sarvice is 'the polliuter and hence only he or she
should pay the costs of cleasn—up,. damage or pollution prevention.
That the cost is shared with the consumer appesrs unfair. In
fact, however, the consumer should receive signals in the market
place that the product in guestion is potiutinpg. It .is {herefore
wholly consistent with the PPP that market prices for polluting
praducts should rise relative to less poiluting ones. Donsumsers
ther have an incentive to respond by altering their behaviour,
just as the PFF guiding princigles require. The idea that
consumers should ot pay tends to be expressed in concerns about
the effect on inflation. Since the prices of polluting products
rise, %he overall 1level of inflation may rise. This tends to
raflect the confusion over the purpose of the FPP and =haws up in
the second concern.

Second, the PFP is widely thoughi of as a tax, and therefore as a
means to generate tax revenuss. In  fact the PFF is consistent
with any means of making the poiluter pay., 2.g09. by seiiing
anvironmental standards which reguire expenditure on polluaticon
abatement eguipment. But sven if the PPP takes the farm of a tawx,
it is, hoawaver, an incentive charge — its aim is  to alter
behaviour, net to raise revenues. It will have the effect of
raising tax revenues if producers ar consumers are locksad in” to
existing techneloagies orF products, i.e. they cannot find ready
siibsktitutes. But then the PFF encourages hoth agents to iook Tor
new technologies snd sobstitute praducts. In the long roan the tax
burden tc each agent can be minimised because consumers and
produrers will substituie Isss poliuting for polluting products,
while the tax authorities can return any revenues raised to
industry and the conrsumers in the form of cuts in ather faxes. By

making the polluation tax ‘reveous ndutral’ there is no need for

the tax to maks anyore worse off.

Methods of Internalising Cost

Tn the discussions leading op to the formslation of the PPP the
seconomists involved tended o regard the FPFP ss a tax ar charge.
Titis reflected the widespread academic discussion about FPigovian
externality taxes. Externality relates to any uncompenssted cost
that is impmsed on a third party by a polluter {an "extarnal
banefit woald be an unappropriasted bpenefit aceruing to third
parties). ’Figovian® refers to A.C.Pigou, the author of The
Econgmics of Welfare in the 12305 who showed how & tax could be
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used to rcorrect for market distoriions caused by what we would
now call externality. The Figovian tax would be set equal to the
monetary wvalue of the sutra damage caused by the poliution at the
point of “optimal’ pollution. Basically, optimal pollution coccurs
where the costs of abating paollution aay further are greater than
the extra benefiis obtained. To economists, than, optimai.
poilution is rarely zerg pollution. [€ can he shown that such a
Figovian tax has the property of maximising the net benefits +o
shciefly as a whoale. ' .

In practice it 3is virtually impossible +to say what the optimal
level of pollution is because of the difficulties Dpf measuring
the monretary value of pollution damage and the costs of controi.
But nardiy any economic policy has the rcapability of securing
optima in this sense, so that this difficulty is nnt a compelling
reason for rejecting the tax idea. However, even if we settle for
an ‘acoeptable’ tevel of pollution, the level of tax required te
achigve it may be wvery difficult +o compute. This suggests the
idea of "iterating’” {he tax, i.e. setting it at bne lewvel, seeing
#at happens, and then altering it up or down accordingly. Such
ideas tend to asttract their own criticism, especially as industey
may not always trust the taxing authorities te . use the tax for
anti-poliuntion pPUrposes onliy. In general, the incentive
tax/charge apprgach is not widely used in envircnmental. policy,
althoush charges with other ochijectives {E.g-. revenue raising) are
quite widespread {Opschoor and Yos (i989)).

The other means of ‘making the poliuter pay’ involve setting
enviranmental standards or using tradeabie permits. Standards
impose a cost on the polluter if he does nat already meet them as
an  intidental Ffeature of choice of technology. Those costs
increase the costs of produrtion &and bhence prices. Marketahle
permits ogerate differently. They take the standard and translate
it intc “poiluation permits’ egual in  aggregate value tao the
amount of emissions allowed under the standard. Firms are then
allocated the permits and the issuing authority receives revenue
Tor them. Firms are then free o buy and sell the permits. The
attraction ot this approach i=s that polluters who face high costs
ot abatement will tend to buy the permits, while those with low
costs of abatement will make gains by seiiing the permits and
abating the polluticon. In this way the abatement of polluticn is
concentrated among the low abatement cost polluters. The overali

effect is o minimise the costs of compliance.

Of the non—taxing approaches, then, permits are, in principle, to
be preferied to standard-setting oecause, although they should
achieve the same level of environmental guality, they de so at
lower campliance cosis. Hahn and Hester (1987) show  &#hat permit
trading wunder the US Clean Air Acts sawved industry aver $4
Billien up to 1785. Pigovian-style taxes also have a cosi-
minimising property but generally appear to be higher cost than
marketable permits.



FPPF in the Develogoed Worid

The wvery broad interpretation of fhe PPP as any mechanism
involwing pelluters bearing costs of environmental controil

means that the PFF is "in place’ in all OECE countries simply
because all countries have envircnmental golicies based on
standard setting- True “Figovian style” FPPP iz generally not
practised, but is very likely to have a more significant place in
future environmental policy. Marketable permits are in place
under U5 air guality measures and in one or twa opther
applications.

FFF in the Peveloping Worlid

The idea of charging polluters is, in pringciple,. no less
applicable in the developing countries. However, Tiscail
anthorities tend not fto have the institutional capaciiy to
impiement them even if they were. an article of envircenmental
policy. Figovian-style charges wouwuld bBe wvery difficult +to
estimate becsusse of major prablems in estimating pellation
damage. Nometheless there are signs that a1l thesea problems are
gradually diminishing.

In many develaoping countries the issue is perhaps not one of
introducing additional charges for pollution damage and conirol,
but of raising existing prices to reflect the private costs of
production. Many agricultural inpui prices [(fertilizers,
pesticides, irrigation water) and energy prices arge well below
their costs of production, or are below their internationally
traded price. The result is buge subsidies which act as a severe
drain or government revenues, By raising prices, cost racovery
tan be improved and the environment can gain as wall as there is
less waste of resources. Use of the PPP remains relevant to thes
developing countries, but price reform design to gel aven the
agrivate casts of praduction reflected in prices would seem to be
the first step {Repetic {178&8), Kosma (138%)).
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