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10 Economics Lessons for the Environment

My training and work experience has been as an economist.  I have no comparative advantage in issues such as the science of climate change or what environmental objectives should be pursued.  I do have views on how economic principles can inform environmental policy.  For any environmental objective we would surely wish for the optimal economic path.  Conversely, policies that inflict severe damage to the economy would ultimately be abandoned before the environmental objectives are achieved.  So economics and the environment must be joined.


Today I would like to offer 10 economic lessons for environmental policy.  These are drawn from a March 2007 TD Economics report on market-based approaches to environmental policy.  
1. Economists Wear a Hard Hat


O.K., the first point is more an observation than a lesson.  The environmental debate is not an easy space for an economist to enter.  For the most part it is driven by emotion rather than analysis.  Various groups put forward environmental objectives.  Economists have little to offer on this front.  We are better suited to sinking our teeth into policy proposals to achieve the objectives.  But there’s little to chew on because few comprehensive plans have been proposed.  And the ones floating around do not tend to have rigorous underpinnings.  For example, how often do you see benefit-cost ratios attached to proposals?  Did you ever see a benefit-cost ratio for the federal tax credit on public transit passes?  I once suggested the cost of the green house gas (GHG) emissions reduced would be as high as $1,000 per tonne.  That compares to a host of other domestic and international policies that reduce emissions for less than $60 per tonne.  The reaction from many quarters was to brand the suggestion as patently anti-environment.  At a more general level the current debate basically leaves the null set between being for the letter of the Kyoto Protocol and being completely disinterested in the environment.  


We need economists and others to inject some analytical rigour into the environmental debate.  But they had better wear a hard hat.

2. Market failure is the root of the problem


Environmental issues leap out as one of the most basic economic principles.  Market failure.  The market cost of polluting is lower than the total cost assessed by society.  So it is too cheap to pollute and too expensive not to pollute.  At the heart of any policy approach should be an attempt to alter price and cost signals to appropriately reflect the social cost of environmental degradation.  A corollary is the polluter should pay.  Taxes, subsidies and tradeable permits are possible vehicles.  They can be used in conjunction with more traditional tools such as regulation and moral suasion.

3. Establish certainty


The longstanding uncertainty over environmental policy is exacting an economic cost.  For years any company contemplating an expansion or even a retrofit would have had little idea what critical elements of their cost structure – such as for energy – would have been in future.  In many cases this has led to cancellation or at least deferral of investments.  Investments that have proceeded have not likely been optimal given the cost structures that will ultimately be faced.  Canada must move forward expeditiously to establish clear policies for the sake of the environment and the economy.

4. Regulation may be useful but is inefficient on its own


Regulation is a very blunt instrument that can have unintended consequences.  If the regulation is too stringent compliance costs could be higher than the benefits.  Too lax and the regulations could impede progress where companies could relatively easily and cheaply go beyond the limits set.  


Regulation almost always involves economic inefficiency.  It coerces a company to do something that is not perceived to be profit maximizing under prevailing prices and costs.  Or it coerces an individual to do something not perceived to be utility maximizing.  A superior approach can be to directly affect the price and cost signals.  Then with the price and cost signals in the market, firms and individuals will act toward the desired outcomes by following their own perceptions of profit and utility maximization.  In the case of regulation of GHG emissions, combining regulation with a scheme to trade credits could mitigate some of the efficiency cost of regulation on its own.  


Care must also be taken as to what is regulated.  It seems likely that Canada and the U.S. will regulate fuel standards for cars.  This will make it cheaper to drive and could well result in an increase in kilometers driven with little or no impact on total energy consumption.  In contrast, higher consumer prices for fuel would act as an incentive to reduce driving.


Care must also be taken to take a full cycle perspective.  Not being a scientist I can only say that I am intrigued and concerned by claims that regulations forcing greater use of ethanol, for example, may not be environmentally-friendly when the full cycle including fertilization and erosion of soil is accounted for.  The alleged impact on skyrocketing prices of corn must also be considered.
5. Moral suasion has a role, but its impact will be limited


Any successful environmental policy must have a buy-in from citizens.  Communications, or to go a bit further, moral suasion, can support the necessary buy-in.  But experience in Canada and elsewhere suggests that campaigns to coerce people to “do the right thing” for the environment have a limited impact on behaviour.  And the ones who pay attention are likely already “doing the right thing”.

6. The “shock” from an environmental policy needs to be substantial to achieve meaningful results


GHG emissions have only declined in Canada during the Great Depression and the deep recession of the early 1980s.  Even the surge in oil prices from less than $10 U.S. per barrel at the end of the 1990s to a peak of $78 U.S. didn’t dent the annual rise in emissions.  An appreciable reduction in emissions over a relatively short period was only recorded anywhere as a side-effect of the collapse of the Russian economy.  


In the economists’ parlance, there are inelasticities involved.  Companies and individuals don’t tend to radically and quickly change behaviour in response to marginal changes in price, cost and regulatory signals.  Whether the catalyst be regulation, taxation or technology subsidies, one must think bold.  Environmentalists, economists and others then need to determine the optimal tools and timing for proceeding on a bold path.  For example, it is commonly suggested that behaviour will not change substantially unless the cost of emissions is raised at least $30 a tonne.  The suggestion needs to be more rigorously tested.

7. Technology is key but won’t do the job on its own


Technology is the ultimate mitigator between environmental objectives and economic cost.  Indeed it could be a facilitator of economic benefit.  But technological advances will not proceed optimally and be fully adopted if the price and cost signals are inappropriate.


We do not come close to using existing technology because the signals don’t warrant it.  Why don’t we all live in R2000 homes, drive more fuel-efficient vehicles and work in energy-efficient buildings?  The technology is there.  But its too expensive to use or, viewed conversely, its too cheap not to use it.


Technology can be supported through subsidies or making it more expensive not to use and accelerate it.  The litmus test for a subsidy must not, however, be just that it leads to environmental benefit.  The benefit-cost ratio must be examined and compared against alternatives.

8. Be careful what you subsidize


From 23 years of experience at Finance Canada I can tell you most Canadians think subsidies are free.  But there is always a cost.  It either directly raises a tax, lowers a competing expenditure or even if it “comes of the surplus” it represents a foregone tax reduction or alternative spending increase.  Somebody pays.  So one has to ask who.  Often the incidence isn’t where you would like it to fall.  You could have subsidization of polluters financed largely by non-polluters.

Sorry to again pick on the tax credit for transit passes.  But it is one of the few recent, concrete environmental measures.  The benefit-cost ratio is terrible because the majority of the subsidy simply goes to existing transit users.  It does not encourage many new users.  And even if it did, in most jurisdictions that would simply aggravate existing capacity pressures.  While the incidence of the subsidy in part falls on drivers and public transit users, it also falls on cyclists and pedestrians because it is being financed out of general revenue.  So the benefit-cost ratio is terrible and the incidence is problematic.

9. Environmental taxes can play a role


It is considered by many to be heresy to suggest a role for taxation in environmental policy.  This was probably the most misunderstood part of the TD Economics report on market instruments.  It was frequently interpreted as a call for higher taxation.  But we went to great pains to say any role for taxes was not as a revenue grab.  All the revenues would be recycled through cuts in other taxes or increases in environmental subsidies.  The purpose would not at all be to raise revenue but to better align market and social costs of pollution.  And in a way that ensures that the polluter pays.  It is also generally perceived that any taxation would be an attack on Alberta.  Yet with a principle that the taxation should be levied at the point the pollution occurs, much of the tax incidence would be on consumers and hence would be distributed across the country.  

10. A comprehensive approach to environmental policy is called for

A successful environmental policy – one that achieves credible environmental objectives without a major economic cost – likely consists of a blend of policy instruments.  Regulation likely has a role, but only if supported by market instruments such as cap-and-trade, perhaps initially within Canada but hopefully soon on the international front.  Environmental taxes can play a powerful role with the revenue recycled through cuts to other taxes or to finance environment subsidies.  As Canada accounts for a small portion of worldwide GHG emissions, participation in the international credit market should be included.  The international aspect is a good example where the environmental debate in Canada is soft.  Many agree Canada shouldn’t buy Russian “hot air” credits, but do they understand what they are?  There is a notion that international credits must be bought and this would be a drain on Canadian resources.  But there appear to be business opportunities where credits can be earned by investing in international projects.  Other countries are becoming active in this area but Canadian businesses, and yes, economists too, seem to have limited awareness of the opportunities.  It once again begs the question of why the analytics of this market have not been set out in a straightforward manner.

Last week Environment Minister Baird released a plan for industrial emitters.  It has been found wanting by many environmental groups.  And it is incomplete, not dealing with consumers and many of the important details, such as how a trading scheme would work, are yet to come.  But while alternative, tougher objectives have been suggested by many, few have offered precise policy prescriptions with detailed analysis underlying the results to be expected.  The debate needs to move to that more analytical space.  Economists should be full participants, hard hats and all.
