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CHAPTER 4

HOW CAN ECONOMICS EXPLAIN THE CHOICE FOR UNIFORM EMISSION STANDARDS AND ITS RESULTS?

4.1 Introduction

The main purpose of this Chapter is to give reasons that may explain why Uruguayan regulators have chosen uniform emissions standards instead of a more cost-effective economic instrument, and how this choice may have determined the policy outcomes just described.

As a baseline for the analysis I propose first to keep in mind the several criteria under which environmental policy instruments can be judged. These criteria are (Böhm and Russell, 1985): Static cost-effectiveness, Information and Computation Intensity, Ease of monitoring and enforcement, Flexibility in face of economic changes, Long-term incentives and Political viability.

According to these criteria, Uruguayan’s emission standards defined in terms of concentration of pollutants per liter discharged, together with the mandatory requirement of holding and correctly operating an effluent treatment plant are (1) cost-ineffective; (2) impose large requirements of information gathering and computation for regulators; (3) monitoring and enforcement is particularly very demanding; (4) flexibility is null; (5) does not create incentives to abate emissions beyond the standards. Nevertheless, the present system is less costly to all firms individually than some alternative system of direct incentives (as emission charges).

How can economics explain the choice of an instrument by Uruguayan policy makers that ranks so poorly? The answers given by the economic literature for the general case of cost-ineffective instruments choice in Less Developed Countries (LDC) highlight two of the above mentioned criteria: political economy considerations and ease of monitoring and enforcement. 

4.2. The Political Economy of the Choice of Policy Instruments

On the demand side of the “political market” the question of why command and control instruments are more commonly used can be answered by examining the incentives of each of the aforementioned interest groups. Profit maximizing firms demand those policy instruments that minimize their costs of compliance. In general, firms will prefer standards to emissions charges. On the other hand, preferences over tradable permits are firm specific. Environmental organizations may also prefer standards to taxes or tradable permits because these are seen as licenses to pollute. Unions tend to defend jobs. Consequently they will commonly be on the side of their employers in the case of pollution control. Finally, either because of the free-riding problem or because a lack of understanding, One should not expect consumers or citizens defined in general terms to lobby on the issue of instrument choice.

 From the supply side of the “political market”, first, legislators and environmental regulators are predominantly not trained in economics. Second, ideology may play a significant role in instrument choice. Politicians, legislators and regulators will be more prone to promote incentive-based instruments if they are free-market oriented, independently of their true understanding of the instruments. Third, politicians will prefer instruments for which the costs of regulation are less visible. This is not the case of charges and tradable permits. Fourth, politicians often engage in “symbolic politics”. Command and control instruments may be seen as stronger “statements of support for environmental protection” than emission charges or tradable permits. Fifth, politicians may be more interested in the distribution of costs than in the their minimization, the main advantage of incentive – based instruments. Politicians may therefore be reluctant to implement instruments that may cause some firms to close, re-locate or lose jobs. Sixth, legislators may view command and control instruments as assuring a greater degree of control in implementation. And finally, incentive – based instruments shift control decisions from regulatory staff to polluting firms, possibly affecting their prestige and job security.

4.3. Lack of “institutional capacity” in Less Developed Countries

This literature states that even assuming that environmental policy makers in Latin American countries are committed to the implementation of economic instruments, they face what Russell and Powell (1996) and Russell (2001) have called a lack of “institutional capacity”, which makes it impossible to implement economic instruments in the short run. The authors conclude that the choice of policy instruments must be compatible with a country's institutional capacity.  This concept of institutional compatibility of instruments implies “…an evolution from those instruments more easily defined and enforced, and the least closely connected to ambient quality goals; toward those involving more difficult definition tasks and closer connections to desired ambient results, aiming at tradable permits in the long run.” (Russell and Powel, op.cit., p. 20) 

4.4. Relevance of these two explanations for the case of industrial water pollution in Montevideo

In this section I identify which of the above-mentioned factors are the most relevant for the case at hand.

The answers given by the economic literature to explain the choice of inefficient and cost ineffective command and control type of instruments in less developed countries are based on political economy arguments and their lack of “institutional capacity”. But these answers are given in a theoretical ground. Better explanations require case-specific field researches like the one undertaken here to identify which of these factors have influenced the most in the commented choice.

This research has identified the following two factors as the most important answers to this question. 

In the first place, in spite of the fact that the economic argument calling for the internalization of an externality had gained support among IMM policy makers, there exists an important lack of knowledge regarding this type of instruments from the part of legislators and policy makers. This could be explained by the lack of environmental economists in the regulatory offices or advising groups of policy makers and legislators. Secondly, given the economic situation of the country policy makers and legislators have been unwilling to implement economic instruments in the face of possible industry closing and loss of jobs arguments. Regulators proved to be very sensitive to imposing costs on production activities. In other words, regulators proved to be willing to sacrifice environmental amenities in favor of investments that could have some multiplicative effect on the very depressed economy of some communities.

The lack of institutional capacity is undoubtedly present in issues like understaffing of regulatory offices, the “immaturity” of the legal system, the lack of coordination between the IMM and the DINAMA, apart from the already mentioned most important argument of the lack of environmental economists in the regulatory offices or advising groups of policy makers and legislators. But the lack of institutional capacity argument plays a second role in terms of the explanatory power of its main corollary: the lack of capability to implement a monitoring and enforcement policy. In Uruguay, the choice of policy instruments was never discussed in the ground of cost-effectiveness taking into account monitoring costs, as suggested by the lack of institutional capacity literature. The demand of information on the regulator in the current system is enormous. The regulator must monitor emissions, operation of the effluent treatment plant and production variables. In other words, the implemented instrument does not seem to have any monitoring advantage over direct incentive based instruments. 

Nevertheless, the institutional capacity plays a much more important explanatory role in other respect. Under the present normative framework any emissions tax proposed by municipal governments would be unconstitutional. This casts doubts of whether municipal governments will ever be able to implement such instruments, besides it would probably be possible to apply some emissions charge given the quantity of information presently managed by regulators.
 Municipal governments may need to look for another solution when implementing incentive-based instruments (like pollution permits, perhaps) or emissions charges would need to wait to be implemented by the national government. In this sense it is the Uruguayan legal framework (more specifically the Uruguayan Constitution) that prevented the implementation of incentive-based instruments for pollution control in the past (and presently) by preventing municipal governments to develop emissions taxes. 

For all these reasons I believe that the possibility of implementing direct incentive based policy instruments for industrial water pollution control in Montevideo is limited in the short run.

� It would also be pointed out that an emissions charge would increase the incentives to under-report, which could mine the above argument.
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