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I. Research Objectives 

In this research project we seek to accomplish three objectives: (1) to develop a conceptual model to analyze the selection of cost-effective instruments for environmental policy in a context of incomplete enforcement due to weak institutions; (2) to evaluate the conclusions we derive from the model studying cases of current pollution control regulatory programs in Latin America, and (3) to derive and disseminate policy recommendations.
II. The Issue

Environmental economists advocate the use of economic instruments as a cost-effective way to control pollution. Given that these instruments minimize aggregate abatement costs in theory, less developed countries should be particularly interested in their implementation, because they could save scarce resources and avoid further compromising economic development possibilities. Nevertheless, environmental policy in Latin America does not validate this presumption. Pollution control regulation in Latin America has been based on “command and control” instruments. Environmental and natural resources policies based on economic instruments are in very early stage of development. It is only in recent years that some countries have incorporated economic instruments to their set of policy tools. 

Even more, environmental regulations are poorly enforced (Russell and Powell, 1996; Eskeland and Jimenez, 1992; O'Connor, 1998; Tietenberg; 1996). Enforcement regimes in several parts of Latin America are characterized by fairly frequent contact between regulators and regulated agents (monitoring) but infrequent penalties. Continuous or intermittent levels of violations are tolerated as part of negotiations for improvement. These enforcement regimes, frequently called “compliance regimes” (see Garvie and Keeler, 1994), are often encountered in countries with lack of institutional capacity (Russell and Powell, 1996).

The main result of this lack of institutional capacity is the inability to implement parallel monitoring and enforcement strategies in order to attain some adequate level of compliance when applying economic instruments. The cost of administering these policy programs can be a very high price for less developed countries. 

The main conclusion of Russell and Powell’s work is that the choice of policy instruments must be compatible with a country's institutional capacity, implying “…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 Powell, op.cit., p. 20) 

Several authors have agreed with this conclusion (Barbe, 1994; Eskeland and Jimenez, 1992; O’Connor, 1998), and some have also stated that institutional compatibility leads policy makers in developing countries to look for alternative indirect instruments. Examples of these include: technological standards and other indirect command and control instruments, taxes on polluting consumption goods or production inputs (Eskeland and Devarajan, 1995), taxes on complements (or subsidies on substitutes) of polluting goods; combinations of indirect taxation and command and control instruments (Eskeland, 1994); import quotas on polluting goods or inputs (O’Connor, 1998), private enforcement of environmental regulations (Tietenberg, 1996); voluntary agreements on pollution abatement between the government and polluters (O’Connor, 1998), and public disclosure of the environmental performance of firms (Pargal and Wheeler, 1996; World Bank, 1999).

These issues open up a wide range of interesting questions: What instrument (direct or indirect, economic incentive or command and control) should an environmental regulator in Latin America implement? Is it possible that the option for command and control instruments responds to the fact that regulators in Latin America obtain larger compliance levels with them than with economic-incentive instruments, because firms have larger incentives to violate the latter? How the enforcement of these programs should be designed? What distinguishes countries that have already implemented economic instruments from those who still base their pollution regulation on command and control instruments? 

III. Policy Implications for the Region

Extract conclusions and lessons on: 

i) Opportunities for the use of cost-effective economic incentives and command and control approaches for environmental regulation in Latin America, 

ii) How to properly design enforcement strategies to induce adequate levels of compliance within these programs.

IV. Brief Outline of the Research Methodology

The chosen course of action at this stage of the project is to extend existing literature (namely Garvie and Keeler (1994), Malik (1992) and Russell and Powell (1996)), comparing how the lack of institutional capacity affects the effectiveness of regulators in maximizing compliance when applying four types of instruments: direct (end of pipe) and indirect (production or pollution abatement process) economic incentives and command and control. We also plan to gather information on the design and implementation of current pollution control programs applied in Latin America. 
VI. Project Time Frame:  2 years.

