Environmental Regulation An Evolutionary Approach

Think of Environmental Regulation in the U.S. as evolutionary process.  The original legislation was written in 1970.

New Problems were identified in 1974 when a hole in the ozone layer was discovered and the world community worked out an agreement to control the use of CFC’s which was responsible for the damage.  In the early 1980’s acid rain became an issue, and in 1988 the world began discussing the problem of global warming.

New information also lead to the tightening of standards for ozone and small particulates 1997 under the Clinton administration.  There now exist standards for small particulates, 2.5 micrometers or less.  Until recently monitoring equipment was not available to measure the concentration particulates of this size.  New research evidence showed that small particulates are especially harmful to health, increased hospital admissions and are associated with premature death.

New regulation techniques have also evolved over time.

The original system introduced in 1970 in the U.S., and through the world is command and control under this system either a performance standard is imposed – car manufacturers are told that autos emissions cannot be more than a certain number of grams per mile.  Or emission standards are imposed on a large number of emission points, stacks, vents and so on.

Upon examining the available abatement technologies the regulator prescribes specific technologies.  “You must use such and such experiment.  Furniture manufacturers are to use certain types of solvents and to use specific vents to trap vapors.  Also, a common practice under C& C (command and control) is to prescribe proportional cutbacks.  All firms are told to cut back by 50 or 75 percent.  Alternatively, a large firm, Dupont, that has a plant with 100 stacks (points of emission) is told to cut back 85 percent on all stacks.  The proportionality rule is used for simplicity and for the want of information.  The regulator does not know the different costs of abatement of various polluters.

1. What are the advantages of C&C?  (command and control)

a. More flexibility in regulating complex environmental processes

b. Greater certainty in how much pollution will result

c. Simple monitoring of compliance with a regulation.

2. What are the disadvantages of C&C?

a. High administrative costs

b. Fundamental information problem, either on the level of emissions or costs of controls.  Polluters have incentives to distort information.

c. Reduced incentives to find cheaper ways of abating.  The polluter meets the standards or the requirement and has no incentive to do better.

d. Violation of the equimarginal principle.

e. New sources bias and the problem of new source review.

3. What are main advantages of taxes and permits?

a. Overall costs of reaching a particular standard are minimized

b. The cost of clean-up is reflected in the price of the commodity.

4. What are some problems associated with market oriented abatement systems?

a. Such a system may be very complex if the damage from a unit of emissions varies considerably in both space and time.

b. Maybe necessary to modify the regulation frequently.

c. There is very serious political problem in that they may involve large transfers from firms (the public) to the government.

5. Why have command and control Instruments Dominated Environmental Regulation?  The short answer is that all of the affected parties may favor them.

Firms and their associations prefer them:

1. As controls typically cost them less than taxes or permits

2. Regulations are typically more stringent for new firms (plants) and thus creates an advantage for old firms

3. There is less scope for lobbying by trade associations under permits or taxes.

Environmental groups:

1. Have long been hostile to market based instruments viewing them as licenses to polluters

2. At times it is argued that marginal damages cannot be estimated (But this is an argument against benefit cost analysis not permits or taxes.

3. Environmental groups have argued that once permits or taxes were impose they would be difficult to tighten.  If permits have the status of property rights, firms would demand compensation if some were retired.  Increasing taxes is always politically difficult.  If taxes were used this may shift authority from the environmental committees congress to more conservative tax-writing committees.

4. Taxes or permits may reduce overall emissions but they may result in “localized hot spots with relatively high levels of pollution.  In principle thus problems could be taken care of through the use of special permits or taxes keyed to special problem in local areas.

Organized labor has opposed permit because the coal miners working in high sulfur eastern coalmines feared that this would encourage a shift to western low sulfur coal at the cost of reduced demand for coal produced in the east.

Legislators 

1. Are lawyers, which predisposes them to favor regulatory approaches.

2. Standards tend to help hide the cost of pollution controls.  Increases in gasoline taxes are opposed more vigorous than fuel economy standards

3. Standards present greater opportunities for symbolic policies, because strong statements of environmental protection can be combined with less visible exemptions or law enforcement.  Certain legislation can stipulate the requirements will not take place for a number of years.  Congress may impose restrictions on the scope of executive intervention.  Such actions are more likely to be successful in the context of command and control legislation.  The voters may respond to gestures whole remaining unaware of details.  Politicians are risk averse and they prefer instruments with more certain effects.  Market based instruments create more uncertainty about distributional impact of local levels of environmental policy.  Politicians are more concerned about the geographical distribution of costs and benefits rather than with total benefits.  Politicians are also concerned with firms closing down or relocating the potential loses are more obvious under a command and control system.

Legislators are wary of systems, which are likely to be undermined by bureaucrats.  Bureaucrats may prefer command and control regulations if they have ​​​​​ expertise tied up with this legislation and so their skills may become absolute if command and control is placed by a permit system.

The movement away from a strict C and C system.  The problem of non-attainment areas, regulation in these areas had to be more strict, relative to attainment areas but some provisions had to be made for new construction and new firms.  This need gave rise to the generation of emission reduction credits ERC.  Firms could develop these credits by abating more than they were required to do so by law.  These credits could then be sold as offsets to the pollution of new firms (plants) in non-attainment areas.  This is a definite movement toward a market-based system.  Another innovative policy is the bubble concept, which is discussed in another handout.

Why has the chosen form of Market-Based Approach Always Been Freely Allocated Permits

Existing firms favor freely allocated trading permits because they convey rents to them.  These permits give rise to entry barrier, since new entrants have to buy permits from existing sources

Environmental advocacy groups favor permits over taxes because they have strong incentive to avoid policy instruments that make the costs of environmental protection highly visible to consumers and voters.  Also, advocates prefer permit systems that specify the quantity of pollution reduction.

Legislators prefer permit to taxes because the costs are less visible and no money is exchanged at the time of the initial permit allocation.  Also, freely allocated permits offer a greater degree of political control over the distributional effects of regulation.  The legislators can serve these political constituencies.

Why was a Market-Based Approach Adopted for SO2 Emissions in 1990

1. By 1990, U.S. pollution control costs had reached $125 billion annually.  It was recognized that the utilities faced very different marginal costs of abatement, because of differences in ages of plants and their proximity to sources of low sulfur coal.  EPA recognized that permits would result in a large cost savings.

2. More pragmatic environmental groups began supporting permits.

3. The program was designed to reduce emissions, and not simply to reallocate them cost-effectively.  Environmental groups recognized that cost-effectiveness could facilitate the adoption of more stringent standards.

4. Economists involved in the decision adopted the political goal of reducing emissions by 10 million tons and did not debate benefits and costs.

5. Acid rain in 1990 was an unregulated program so there were no existing groups for the status quo approach.  This implies that in the future we should be more optimistic about using market-based instruments for new problems.

