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ENVI RONVENTAL PROTECTI ON AND ECONOM C REFORM | N RUSSI A

Maj or environnmental disasters in Russia, such as Chernobyl, are
i nfamous [note 1]. There is w despread belief that environnenta
protection was of little inportance in social and economc
managenent in the former USSR [note 2]. VWhile this has been
common know edge for years, [note 3]. the conplete picture of
environnental neglect is only now energing.

O course, in many ways, the same is true of the state of the
econony in the former USSR I n the 1970s, sone perceived the
Sovi et econony to be growi ng faster than American or other
Western economes. Only now, with the collapse of the USSR is
an accurate picture of the Soviet econony energing. The reliance
on central planning and the disdain for prices as signals of
scarcity have resulted in deep structural problens. Current
governments in the forner republics of the USSR are having a
great deal of difficulty solving these probl ens.

O necessity, environmental reform nust go hand-in-hand with
economc reform In the largest republic of the former USSR --
Russia -- econom c reformhas many facets although there are two
primary thrusts: marketization and privatization. Marketization
means noving to use decentralized prices, instead of central

pl anning, to direct the economy. Privatization converts state
ownership to private ownership. Wile difficult to carry out
separately, they are interconnected, and governnents nust pursue
themjointly.

You cannot privatize industry w thout realistic prices, and

pai nful price reformcannot achieve anything if state enterprises
do not respond to nmonetary incentives. Hyperinflation makes
everything difficult, and currency stability cannot cone w thout
maj or successes in price reformand privatization. These are big
probl ems. They make painful but nore nodest Western efforts at
econom ¢ reform such as energy deregulation in the USA or
British privatization of the tel ephone system seemlike child s

pl ay.

How i s environnmental protection tied to economc reforn? "G een"
parties, in Eastern Europe and el sewhere, worry that |ax
environnental regulations will encourage polluting industries,
which can't neet Western standards, to |locate in Russia and

other fornerly centrally-planned econonies. Wile this is a rea
concern, |lax environnental regulations may prevent Western firns,
who want to uphold their environmental reputations, fromentering
these countries. |In fact, a lack of environmental protection

| egi slation can significantly hold back econom c reform
particularly privatization.

Here's how it works. Risk is the greatest barrier to economc
investnment. It would appear that not having to conply with
environnent al regul ati ons woul d be advant ageous to busi ness. But,
if investors think that the laws will eventually tighten up, then
the I ack of environnental policy increases the investnent risk.
This situation can slow privatization or even stop it for sone
particularly dirty industries.



A sinple exanple illustrates this. Let's say you are considering
buying a steel mll that presently is subject to m nimal
environnental regulation. However, you know that, over the life
of your investnent, you may incur major costs to neet future
strict environnental regulations. If you know the environnenta

| aws before you invest, your risk is much |ess.

Western firnms that operate world-wi de may believe that operating
factories that neet Russian, but not international, |laws risk
their reputations too nuch. However, if they operate their
factories to international environnental standards, then it wll
be hard to conpete with nore | ax counterparts. The upshot is
that weak environmental |aws can di scourage Western firns from
investing in the country.

State of the Russian Environment

The environnent in any soci ety enconpasses nmuch. Here, the term
refers to air, land, and water resources that are subject to
pollution. Also included are natural resources such as forests
and m neral deposits. Russia possesses amazingly vast and rich
deposits of natural resources. Not surprisingly, its econony
depends on exploiting those natural resources.

Table 1 shows a snapshot of air pollution in 1987 in the USSR and
t he USA, excluding autonobile em ssions. The Table is telling.
In many ways, the USSR pollutes at |evels conparable to the USA
al t hough, on a per capita basis, the USA produces nore

pol lutants. However, per unit of gross donmestic product (GDP),
the USSR is extrenely wasteful in enmitting far nore pollution per
unit of output than the USA. This is probably because pollution
follows the use of raw materials, which are underpriced and thus
used heavily in Russia.

Table 1. Stationary Source Air Pollution, USSR & USA, 1987

Annual Emi ssions, mllion tons

Sul fur Di oxi de Ni t rogen Oxi de Car bon Monoxi de
USSR 18.6 4.5 15.5
USA 17.8 10.3 18.3
Annual Em ssions, kg/capita
USSR 66 16 55
USA 73 42 75
Em ssions/GDP, tons/mllion $
USSR 14.3 3.5 11.9
USA 3.9 2.3 4.1
Sour ces:

USA em ssions: Executive Ofice of the President, Council on
Environnental Quality. 1991. ENVI RONMENTAL QUALI TY. Washi ngton
D. C



USSR emissions: Pryde, Philip R 1991. ENVI RONVENTAL MANAGEMENT
IN THE SOVIET UNION. New York, and Canbridge: Canbridge
Uni versity Press.

O her USSR statistics: I M, World Bank, and OECD. 1991. A STUDY
OF THE SOVI ET ECONOWY. Washington, D.C.: International Monetary
Fund, 3 Vols. (assuned official exchange rate $1= 0.6328 Rubl es).

QG her USA statistics: Wrld Resources Institute. 1990. WORLD
RESOURCES 1990-91. New York: Oxford University Press.

Envi ronnental Protection in Russia

The Past

Despite the current state of the environment in Russia, the
country has had environnmental regulation for some years [note 4].

However, for the past 70 years, the government has planned the
econony, dividing it into mnistries in charge of specific
sectors, for exanple, the Mnistry of Steel. These mnistries
woul d oversee production within their specific areas. In effect,
these mnistries were | arge nonopolies with goals nore simlar
to a conventional nonopolist than a governnent agency bal anci ng
di verse public interests.

As a result, people often viewed environnental protection as

di sruptive, costly, and burdensone. |In fact, national ministries
tended to concentrate production into a few production
facilities, making environnmental problens worse. Because the
envi ronnent can di ssipate sone pollution, concentrated production
is much worse than di spersed production, even if the total anpunt
of pollutants is the same. Mnistries intensified the problem by
concentrating manufacturing into small "production towns" with
many | arge factories.

The way that the government planned the econony and generat ed
transfer prices for sales between firns was al so detrinmental to
the environnent. Under the |abor theory of value, natura
resources and ot her "non-produced” resources, such as
environnental quality, have no | abor content and thus no val ue.

Consequently, people use nore of them conpared to the anount they
woul d use if supply and denand set the prices. This is apparent
fromthe underpricing of conmodities associated with | arge
amounts of pollution, conpared to products that are relatively
nore benign. The | abor theory of value also results in overuse
of minerals and other natural resources. For exanple, since nost
air pollution comes fromthe conmbustion of fossil fuels,
underpricing of energy |leads to even nore air pollution



The Recent Past

VWi | e peopl e have been aware of environnental problens for sonme
time, it was not until the |late 1970s that Russia nmade a
significantly greater effort to solve these problens [note 5].
In 1988, the government established the State Committee on

Envi ronnental Protection, Goskonpriroda, which has now evol ved
into the Mnistry of Environnental Protection and Natural
Resources. But, because of the way in which the Russian econony
continues to operate, one of the Mnistry's major tasks was to

i ntervene in dispersal of investnment funds and in the planning
and building of new factories. Together with the State Pl anni ng
Agency (Gosplan) and the appropriate nministries, Goskonpriroda
and the Mnistry of the Environment sought to assure the right

| evel of investnent in pollution control [note 6].

Regi onal and | ocal branches of the Mnistry oversaw

i npl enentati on of centrally devised plans, supervised pollution
cl eanup, and reviewed the operation of all pollution sources. In
fact, Russia del egates environnmental nanagenent nore to | oca
authorities than does the USA, which made an early decision to
limt the ability of states and localities to independently
devel op environnental |aws [note 7].

Experinments with Pollution Fees

Russia recently tried an innovative approach to environnenta
protection by using pollution fees. This is an approach to
control pollution that Western econom sts advocate but consider
too radically nmarket-oriented to try in |eading capitalist
countries like the USA. The theory is that if firms nust pay a
fee based on how nmuch they pollute, then they will have

ani ncentive to pollute |ess.

Furthernore, if the fee is high enough, it is possible to reduce
pollution to any level. And if the fee is equal to the |level of
i ncrenental environmental damage, it is possible to bal ance

pol lution control costs and pol |l ution damage.

In the Russian experinent, the goal was not so nuch to provide an

incentive for firms to reduce pollution. After all, nost firnms
operate with a soft budget constraint, meaning that |osing noney
is not as inmportant as mssing a production target. In this

situation, a pollution fee has little incentive effect.

The fee systembegan in a 1986 |aw, giving |ocal authorities the
power to take nonies fromenterprises for the use of "certain
natural resources.” The original and primary purpose of the fee
systemwas to generate noney to pay for investment in pollution
control [note 8]. Since the state owned the enterprises, it was
logical that it use public noney to clean up these firns.
Because conpanies with nore em ssions paid higher fees, the

bi gger polluters contributed nore to the investnent fund. Table
2 shows the typical level of pollution fees in January 1991 [note
9]. Wiile not enornous, the fees are significant. For
conparison, sulfur allowances have been trading for $100-200 per
ton in the USA under the 1990 Clean Air Act.



Table 2. Sel ected Pollution Fees, Rubles Per Ton, January 1991

Under Limt Over Limt
Ni t rogen Di oxi de 82.50 395. 00
Ni t rogen Oxi de 55. 00 263. 39
Sul fer Di oxide 66. 00 316. 00
TSP 22.11 105. 86
Lead 10, 999. 89 52, 666. 14
Benzopyr ene 3. 3x10[ 6t h power ] 15. 8x10[ 6t h power ]

Sour ce

Freeman, WIlliam verbal translation. 1991. DECREE (EXECUTI VE
ORDER) OF RUSSI A (RFSFR), 9 JANUARY 1991. Washington, D.C.: U S
EPA.

Not e:

Exchange rates (January 1991): Tourist, 1 US$ = 27 Rubl es;

pur chasi ng power parity involves considerably fewer Rubles to the
dol I ar.

One of the main problens of the pollution fee systemwas that it
was an experinent, and fee payments were voluntary, in practice
if not legally [note 10]. For instance, in Mdscow, the electric
conpany Mosenergo, a major polluter, refused to pay, and nobody
could do anything about it. To solve this problem in 1991, an
Executive Order [note 11] established the fees in Table 2.
However, an Executive Order is still short of a law. Enterprises
can, and do, go to court to contest the levies, and there is no
mechani smto enforce paynment. Furthernore, inflation (which has
been significant in Russia) is a big problem requiring frequent
revisions of pollution fees for themto be effective.

In Decenmber 1991, the governnment passed a conprehensive
environnental |law [note 12]. This |law details the
responsibilities of the government in overseeing environnmenta
quality. It defines the rights of citizens to protest and even
to seek conpensatory damage, including pain and suffering, for
pollution-related injuries. The |law also outlines the right of
the authorities to collect em ssion fees. However, the lawis a
set of general goals, w thout enforcenent procedures. It does
not provide specific rules and penalties for existing and
potential polluters.

Econom ¢ Reform Process

As nentioned earlier, there are two primary prongs to the
econom ¢ reform process in Russia: marketization and
privatization. The governnent cannot pursue them separately or
even sequentially since the success of one depends on the success
of the other.

Mar keti zation requires price, financial, nonetary, |legal, and
fiscal reform Privatization calls for price reform since val ue



in a market econony has no nmeani ng without rational prices.
Price reformw |l fail w thout privatization because price
increases will not solve shortages of goods if prices send no
signal to state managers (as opposed to private nanagers). The
probl ens of reform ng the Russian econony are overwhel m ng

The marketization process involves generating the conditions to
allow a market to operate with stability. This neans setting up
the infrastructure necessary for a market, including financial
institutions, a legal framework of contracts and property rights,
and many ot her aspects of a market econony that we take for
granted. Wthout these preconditions, a market cannot operate
successfully. And without a market that can function, there can
be no hope for privatization

Clearly, part of the marketization process is in installing

wel | -defined environmental |aws and regulations. 1In fact, we can
argue that the attenpted price reformis failing, mainly from
negl ect of the institutional aspects of marketization, including
reform of environnmental |aws.

Privatization has been proceeding in Russia for several years,
but not by merely auctioning state property although there has
been sone of that. So far, nobst privatization has been

"spont aneous."” Enpl oyees and nanagers arrange to | ease the
conpany's capital fromthe state, and then eventually buy out

the state at favorable ternms. Each enterprise negotiates its own
arrangenents. The governnent has also tried a variety of other
approaches to privatization. President Boris Yeltsin has been

i ssuing decrees on privatization, and, in late 1992, Parli ament
just began to consider plans for nore w despread privatization of
state property.

Envi ronnental Reformin Russia

Uncertainty and risk dom nate the econonmic reform process in
Russia. A lack of environnental regulations is contributing in a
maj or way to that uncertainty and risk. Thus, forging a proper
environnental regul atory atnosphere will not only better protect

t he environnent but help Russia achieve its difficult economc
ref orm goal s.

Russi a cannot continue to use many of the environnenta

regul ations in place before reform particularly after
privatization. For instance, under private ownership of capital
the Mnistry of the Environnent will not be review ng investnent
pl ans for the environmental content. It is unlikely that the
government will collect emission fees fromprivate enteprises and
use themto finance private-sector clean-up. Each conmpany will
have to be responsible for its own pollution. Unless the
government takes active steps, environnental control will
actual ly regress.

Several mechani sms have been di scussed, or are beginning to be
put in place, to deal with a refornmed Russian econony. One is to
continue the em ssion fee programusing the fees nore as an
incentive to reduce pollution than to generate a fund to finance



cl eanup. Another is liability, outlined in the Decenber 1991 | aw
that holds polluters liable for their sins. It can be a

powerful incentive for themto avoid polluting. Unfortunately,
liability does not work well for many types of pollutants. This
is particularly true when there are nmany di spersed sources, and
it is difficult to identify the specific origin of the em ssions
causi ng damage. The governnent is al so considering marketable
permt systens [note 13] and conmand-and-control regul ations.

Concl usi ons

Russia urgently needs to reformits environmental regulations to
protect the environment. But the call is urgent for two
additional, |ess obvious reasons. One is that environnenta

regul ation inherited fromthe central planning days will not work
in a privatized econony; Russia needs reformjust to stand still.

The ol d command- and-control system while inefficient, did place
some restraint on polluters. That system has now di sappeared,
and the threat to the environnment is greater than ever.

Second, without a clearly-defined set of environnenta
regul ati ons, the economc reformprocess will slow down because
it wll hinder foreign investnment. A lack of regulations wll

al so increase the risk and thus reduce the value of enterprises
converting to private ownership. The conclusion is that
environnental policy reformin Russia deserves to nove to the
front of the line. The country cannot deal with it later after
solving nore urgent problenms. Rather it is a primary concern and
even a necessary condition for successful econom c reform
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