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“Taxes’ and “the environment” are two concepts that typically are not uttered in the same
sentence. Current events, however, may encourage us to more readily link them together over
the coming years. The Bush Administration recently called for federal tax reform and the
country isfacing persistent budget deficits. In addition, the nation continues to encounter a
number of environmental challenges including urban smog, water pollution, and climate change.
This paper outlines four observations suggesting changes to the tax code that can help address all
three of these issues; changes that improve not only fiscal responsibility but also environmental
quality.

1. Taxesand theenvironment: A two way street

Thefirst observation isthat there is arelationship between the federal tax code and the
environment, and it’s atwo way street. Tax policiesimpact many of the decisions that
individuals and businesses make such as how much to work, spend, and save; where to start a
new business; and when to make business investments. Often unrecognized, however, is the fact
that tax policy also can influence how much we consume, how we use our natural resources, and
how much pollution is released into our air and water.

Some tax policies have intended, positive impacts on the environment and human health. For
example, since 1989 excise levies on ozone-depleting chemicals have played arolein reducing
the production and use of chlorofluorocarbons.® Others have unintended, negative
environmental effects. For instance, farmers who irrigate in the Great Plains get atax deduction
for extracting groundwater in volumes that exceed what is naturally replenished each year.?

Thus farmers are receiving atax break for being inefficient and for depleting a national asset, our
aquifers.

Moreover, not only can fiscal policiesimpact environmental health, but also environmental
policies can impact fiscal health. Thisrefersto the fact that policies such as environmental
levies can raise revenue. Thisisan important consideration as the Administration tackles fiscal
policy issues such federal deficit reduction and tax reform.

Consider for amoment the budget deficit. It reached arecord $412 billion last year and many
analysts expect that large deficits will continue, especially as baby boomers retire and collect
Social Security and Medicare benefits.> Some observers have concluded that spending restraint
aonewill beinsufficient to solve this problem.* Just six weeks ago, in fact, Federal Reserve
Chairman Alan Greenspan stated that he expects new revenue measures to be part of any
eventua agreement to reduce the deficit.” Environmental levies could be one such revenue
measure.



Alternatively, consider the President’ s tax reform initiative. Some reform proposals being
suggested include provisions to further shield savings and investment from taxation and to
eliminate the AMT.® Since the President has stipulated that any reform must be “revenue
neutral,” there will be aneed for a suite of counterbalancing revenue enhancements. Some of the
environmental fiscal measures outlined below could be part of such a package.

2. Eliminating tax expenditures with adver se environmental impacts

One action that policymakers could take to meet tax reform or deficit reduction goalsisto
eliminate a number of existing tax expenditures that are both fiscally and environmentally
damaging. “Tax expenditures’ are tax exemptions, deductions, loopholes, and so on. In other
words, subsidies provided through the tax system. Most notable among these are provisions for
mature industries such as oil, mining, timber, and automobiles. The tax code, for example, gives
independent oil and gas producers as well as hard-rock mining companies income tax deductions
reflecting the depletion of the non-renewable resources they extract.

This “ percentage depletion allowance” works against common sense notions of free markets,
innovation, environmental protection, and fiscal responsibility. For instance, although this
provision may have made sense 90 years ago when originally implemented,” it doesn’t now.
These industries are clearly mature and should be governed by the free market. This subsidy
aso inhibits development of more efficient technologies and discourages recycling, which can be
more efficient for aluminum and certain plastic resinsrelative to using virgin stock. By
rewarding extractive activities beyond what is warranted by market demand, the provision
encourages additional environmental damages such as groundwater contamination that we later
have to clean up. And if that’s not enough, the American public is paying for al of this, to the
tune of nearly $4 billion over the next five years.? There are many other similar provisions that
could be eliminated and thereby simplify and improve the tax code.’

Some may argue that it is nearly impossible to eliminate tax expenditures such asthese. Itis
difficult; behind every tax preference there is a powerful constituency. But such reform has been
done before. Last October, for instance, Congress was able to significantly reduce the size of the
infamous “SUV tax loophole”.

3. Introducing pollution charges

The third observation is that an additional opportunity for tax reform in amanner that improves
not only fiscal responsibility but also environmental quality isto utilize pollution taxes or
charges.™® Political debates about taxes usually deal with the question of how much to tax. An
equally important issue, however, iswhat to tax. Our taxes currently fall primarily on activities
that make the economy productive: Work, savings, and investment. Such taxes can discourage
people from pursuing these important activities. A better system would place more of the tax
burden on activities that make the economy unproductive and that reduce our quality of life;
activities such as pollution and resource waste.! In other words, things that society wants to
discourage.

One way to do thisisthrough pollution charges. These are fees on the amount of pollution that a
firm or product releases into the air, water, or soil.*> They are ameans of tackling “ market
failures’ that arise when businesses and consumers are not confronted with the full health and



environmental costs associated with their activities. If designed appropriately, a charge can
address market failures by providing price signals that more accurately reflect these costs. Quite
fairly, they make polluters pay for their damages and incorporate these costs into their decisions
and product prices.

By affecting behavior through prices, pollution charges harness market forces to improve
efficiency and environmental quality. Thusthey can have several advantages relative to more
traditional environmental policies that mandate polluters to cut emissions by exactly the same
amount or with the same emission control technology.™® For instance:
¢ Pollution charges encourage cost-effective emission reductions; companies that can cut
back at little cost will while those facing higher costs will cut back less.
e They areflexible, allowing firmsto make their own decisions on how to reduce emissions.
e They can stimulate continuous technological innovation for better pollution-control
methods and cleaner inputs.
e Inaddition, pollution charges generate revenue that can be used to meet other objectives.™

Pollution charges are not new; they are being used in many OECD countries and several U.S.
states.” Even Chinais using charges to address some of its environmental problems such as
water pollution.™®

When should pollution charges be used? Economists generally agree that they are an appropriate
policy instrument for dealing with certain, but not all, types of environmental problems.*” For
instance:

e They are effective at addressing pollution caused by alarge number of different sources,
S0 many sources that permit trading or direct regulations would be difficult to administer.

e They arewell suited for situations where emission reduction costs differ significantly
between polluters, such that a“one-size-fits-all” policy would be inefficient.

e They are effective at addressing environmental problems where thereis no single
technical fix.

e Likewise, they are appropriate when the environmental problem is not in danger of
reaching a catastrophic threshold in the near future. Thisis because charges do not
guarantee a ceiling on the amount of pollution released, just on the cost of pollution
control.

e From an implementation perspective, they are appropriate when emissions or the
products associated with emissions are relatively easy to measure or monitor.

Given these conditions, which pollution charges could make sense nationwide? The following
are afew examples:

Nitrogen fertilizer charge

One option is a pollution charge on fertilizers to address the growing problem of nutrient
overloading in our waterways and coasts. The appearance of “dead zones’ in places such asthe
Gulf of Mexico and the Chesapeake Bay has recently made headlines. Dead zones are vast
regions of oxygen-depleted waters in which bottom-dwelling organisms die and fish are driven
away. These zones damage shrimp, crab, and oyster communities as well as other industries
such as commercia and sport fishing.



Dead zones are triggered by nutrient pollution, especially nitrogen, often from agricultural
sources. Experts estimate that half the nitrogen overload in the Gulf of Mexico, for instance,
comes from agricultural fertilizers and soil nitrogen from farmland in the Mississippi River
basin.'® A big part of the problem isthat American farmers waste alot of fertilizer. According
to the National Academy of Sciences, approximately 20% of nitrogen applied to fields is not
used by crops; instead, much ends up in lakes and coastal waterways via run-off and drainage.™

A nitrogen fertilizer charge, easily administered at the point of purchase, could help address this
issue. It would create an incentive for farmers to eliminate inefficient fertilizer use yet still allow
them to maintain yields.® Furthermore, it meets the criteria discussed above and may be one of
the few practical approaches for tackling this issue given the large number of pollution sources.
Modeling conducted by the World Resources I nstitute indicates that a charge incentivizing a
10% decrease in fertilizer usage could generate over $3 billion per year.?!

Carbon levy

A second pollution charge to consider is alevy on the carbon content of fossil fuels. The levy
would be proportional to the amount of carbon dioxide that is released when coal, oil, and natural
gas are burned for energy. A carbon levy would be a good, market-based first step for
addressing the challenge of man-made climate change. In order to give individuals and
businesses time to adjust, it could be phased in gradually and then the market could figure out the
most efficient solutions.??

How much would thisraise? Assume a price range of 5-25 U.S. dollars per metric ton of
carbon.? The low end of this range reflects prices currently on the Chicago Climate Exchange®
while the high end reflects the “ cost cap” suggested by the National Commission on Energy
Policy.® Interms of consumer prices, this translatesinto just 1-6 cents per gallon of gasoline.?
Such acarbon levy would yield between about 8 and 38 billion dollars per year given current
fossil fuel consumption levels.”

Energy-related levies have been politically controversia in this country. But new challenges call
for new ways of thinking. For example, prior to becoming Chairman of the President’ s Council
of Economic Advisors, Gregory Mankiw argued in favor of increasing the gasoline tax to finance
tax reform.?® This spring, editors of the news magazine The Economist recommended levies on
energy as ameans of addressing America s energy security issues.®® Duke Energy, one the
country’ s largest electric utilities, publicly announced in April its support for a carbon levy.*

Furthermore, since January of this year, Americans have been living with what is essentially a 30
to 40 cent per gallon levy on gasoline, yet the country have outsourced the tax collection
function to OPEC. Thus Americans receive absolutely no benefits: No revenue for deficit
reduction, for assistance to low income households, or for technology R&D.

Other candidates

There are other candidates to consider, aswell. For instance, pollution charges could be applied
to airborne mercury emissions from industrial sources besides utilities® The U.S. also could
utilize user fees* for public lands and natural resources to a greater extent than we do today.

One arearequiring further research is the broader consumption tax. Some proposals being made
to the Advisory Panel on Tax Reform include value added taxes or a national salestax. There



are mixed views on what implicationsa VAT would have for the environment. Does resource
consumption decline due to higher consumer prices? Or do other factors lead to increased
pollution? Little research to address such questions has been recently conducted.

4. Incorporating into tax reform or deficit reduction packages

Introducing new pollution chargesin the U.S. would be a challenge in today’ s political climate.
But this leads to the fourth and final observation, which is that initiatives to reform the tax code
and to reduce budget deficits actually provide atimely opportunity for considering such charges.
In both contexts, policymakers will have to make difficult tradeoffs and will be looking for new
revenue measures. So why not consider fiscal policies that provide revenue and at the same time
increase efficiency, stimulate technological innovation, protect human health, and improve
environmental quality?

Consider tax reform for amoment. Revenue from pollution charges could be utilized to lower
other distortionary taxes as part of an innovative, revenue-neutral tax reform package. For
instance, revenue from the charges mentioned above could be part of afiscal package that lowers
payroll or marginal income tax rates. Alternatively, if the President’ s Advisory Panel on Tax
Reform recommends eliminating the double taxation of corporate dividends, the foregone
revenue could be offset by a carefully crafted carbon levy.

This essentially entails atax shift. We reduce taxes on things we want more of—namely work
and savings—and compensate by increasing taxes on things we want less of—namely pollution
and waste. A tax shift could help mitigate the impact of pollution charges on low-income
households, affected businesses, or others. Some tax shifts may be more beneficial in terms of
economic efficiency while others better in terms of equity,* so policymakers should carefully
consider the designs.

Alternatively, we could go beyond revenue-neutrality and use the proceeds from pollution
charges to contribute to federal deficit reduction. Thiswould help ensure that the government is
able to meet commitments to important policy goals such as social and national security, and it
would help us avoid passing the burden of higher taxes onto our children. Again, as Alan
Greenspan and others have recently noted, new revenue measures likely will be part of an
eventual deficit reduction package. Although they alone won't solve the deficit crisis, pollution
charges could be an attractive part of the solution.

Summary

In conclusion, these four observations suggest that taxes and the environment have quite a bit to
do with one another. First, fiscal policies impact environmental health while environmental
policies can contribute to fiscal health; it’s atwo way street. Second, there are a number of
current tax expenditures that, if eliminated, not only would improve the environment, but also
would simplify the tax code, reduce the deficit, and improve market efficiency. Third, when
considering what to tax, we should consider placing more of the burden on activities that make
the economy unproductive and that reduce our quality of life, namely resource waste and
pollution. Finaly, we could incorporate revenue from pollution charges into tax reform or
deficit reduction initiatives and thereby achieve both fiscal and environmental improvements.
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