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Enthusiasts for green taxes promise a double blessing: a better environment and a healthier economy. Is this too good to be true?

THIS week’s Earth Summit in New York (see article) has shown how easy it is to talk about cleaning up the planet—and how difficult it is to do it. Few governments have kept the promises they made five years ago in Rio de Janeiro to cut emissions of “greenhouse gases”. Few seem keen to try much harder now.
There is, however, no lack of ideas for making a greener world. In recent years some governments, mainly in Europe, have been trying out economic tools, particularly taxes on pollution. The next may be Britain’s, which in its budget on July 2nd is expected to raise green taxes. The argument for these levies is seductive. Their keenest advocates say that environmental taxes will be good not only for the earth but also for the economy as a whole. Although there is some truth in this, green taxes are not the environmental and economic panacea they may seem.
Regulation may be the most obvious way to cut pollution. Governments can simply ban dirty activities, or force companies to use “clean” technology, such as catalytic converters in cars or desulphurisation equipment in coal-fired power stations. But regulation tends to make polluters use a specific technology, rather than investing in cleaner production methods, and it often forces all polluters to undertake the same sort of clean-up although individual clean-up costs vary enormously. Economic theory suggests that market mechanisms can offer more efficient ways to resolve the problems.
To economists, pollution gets out of hand because the prices of goods and services do not reflect the costs of environmental degradation. The passengers in the aeroplane flying low overhead do not pay for the disturbance the engine noise causes on the ground. Car buyers pay for labour, steel and paint, but the price sticker may not reflect the full cost of the noxious goo the car factory spills into a river. Drivers, of course, spread exhaust fumes as they motor along. The costs are borne by others, perhaps for many years, in the form of discomfort, health damage, and the loss of the pleasures and benefits of a clean environment.
The point is not that there should be no pollution at all. It is worth putting up with some, in exchange for the benefits of economic activity. Rather, the objective is to make polluters face the true costs of what they do. Taxation is a way to do that.
Some economists add to this a second argument. Without green taxes, governments have to raise revenue through other taxes. But these have an economic cost. Income taxes reduce the incentive to work; payroll taxes reduce the incentive for employers to take workers on. With the revenue from green taxes, governments can cut other taxes and still raise the same total amount. In particular, cutting the taxes clogging up the labour market should create jobs. Hence green taxes have a “double dividend”: not only do they reduce the distorted price signals about the cost of using the environment, but they also allow distortions elsewhere in the economy to be alleviated.
To some governments, these arguments are proving persuasive. Although regulation remains the most usual form of environmental policy, green taxes are gaining ground. Several countries have raised petrol taxes, and now tax leaded petrol far more heavily than unleaded fuel. Sweden taxes batteries; Belgium has a levy on disposable razors; Italy taxes the polythene in carrier bags; charges for household rubbish collections are now common in America. Keenest of all, Denmark, Finland, the Netherlands, Norway and Sweden now tax emissions of carbon dioxide, the main greenhouse gas.
Moreover, green-tax revenues are being recycled in the hope of yielding the double dividend. The Danes, Dutch, Finns and Swedes are all using revenues from environmental taxes to reduce taxes on labour. Britain’s tax on the disposal of waste at landfill sites is being used to pay for a small cut in payroll tax.
A free, green lunch?
But how much can green taxes achieve? Although a welcome addition to the fiscal armoury, they are far from being a cure-all. For starters, there may not be much scope for using green taxes to cut labour taxes and boost employment. Taxes on polluting industries will raise the price of their output, cutting consumers’ demand for their products—this is, after all, precisely the purpose of the taxes—and hence the industries’ demand for labour. Higher prices, in turn, leave people with less to spend on other things, costing jobs elsewhere, at least in the short term.
A second difficulty is that there is a trade-off between the efficacy of green taxes as instruments of environmental policy and their power as revenue-raisers. Taxes that cut pollution dramatically will not yield much revenue in the long run. If companies responded to a sulphur tax by eliminating sulphur emissions, say, the tax revenue would fall to nil. Governments would have to go back to more conventional sources of revenue.
This is likely to happen when clean, lightly taxed substitutes can replace heavily taxed goods. Thus the OECD says that in Sweden, where dirtier automotive diesel has been taxed relatively heavily since 1991, almost all diesel is now of the cleanest type and sulphur emissions from diesel vehicles have fallen by 75%. In Norway, the carbon-dioxide tax has prompted a switch away from fossil fuels, cutting emissions from power stations and factories by one-fifth since 1991.
In other instances, however, substitutes are harder to find. Green taxes are then promising sources of revenue, but will do little in themselves to change people’s behaviour and reduce pollution. Higher petrol taxes and prices, for example, have done little to curb car use in OECD countries. Even in Norway, the carbon-dioxide tax has cut emissions from vehicles by perhaps 2-3% a year.
So are green taxes a good thing? Yes: they signal to polluters that the environment is valuable, and a tax system that includes them will distort economic activity less than one that does not. But governments should not need greenery as an excuse to make labour taxes less damaging. Like environmental protection, that is worthwhile anyway.
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