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EXECUTIVE SUMMARY 

 
 

What is environmental fiscal reform 

“Environmental fiscal reforms” (EFR) refers to a range of taxation and pricing 
measures which can raise fiscal revenues while furthering environmental goals. The 
international community has committed itself to the Millennium Development Goals 
(MDGs), including the overarching target of halving extreme poverty by the year 2015. 
To help achieve the MDGs, developing country governments need to mobilise revenue to 
invest in schools, healthcare, infrastructure and the environment.  

EFR can play an important role in pursuing the Millennium development goals of 
“halving absolute poverty” and of “reversing the loss of environmental resources by the 
year 2015”. Indeed, the UN Summits on Financing for Development and on Sustainable 
Development in 2002 recognised the potential contribution of EFR-related approaches. 
The latter stressed that poverty reduction and improved environmental management go 
hand-in-hand. 

How can EFR contribute to poverty reduction and development? 

EFR can contribute to poverty reduction directly by helping address environmental 
problems – such as water contamination and air pollution – that impact the poor. EFR can 
also help indirectly, by generating or freeing up resources for anti-poverty programmes in 
such areas as water supply and sanitation, or for pro-poor investments such as health and 
education. 

What are the objectives of this document? 

This document outlines the key issues to be faced when designing EFR. The objective 
is to provide insights and “Good Practice” on how development co-operation agencies 
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can help developing countries take advantage of EFR approaches in their development 
and poverty reduction strategies.  

Experience shows that despite its potential fiscal, poverty reduction and 
environmental benefits, EFR measures are constrained by political and institutional 
factors. Overcoming these factors requires thorough analysis of the political context, 
followed by effective management of the reforms as an inclusive political process. 
Accordingly, following a review the instruments of EFR and related technical issues, the 
document focuses on the political economy and governance aspects of EFR. This 
includes an examination of the precondition for successful design and implementation, 
the various steps involved through the EFR Policy Cycle, the challenges to be faced at 
each stage and the main stakeholders involved. The role of donors in supporting EFR 
processes is also outlined. In Part II of the document, these issues are reviewed in relation 
to sectors of particular relevance for developing countries: forestry, fisheries, fossil fuel, 
electricity, drinking water and industrial pollution control. 

Who is this document for?  

This document is in the first instance primarily intended for decision makers and 
development policy experts in donor organisations who support developing country 
partners on fiscal or environmental policy issues, notably in the context of Poverty 
Reduction Strategies and Sector-Wide Approaches. They include finance and 
environmental experts as well as sector specialists working in such areas as forestry, 
fisheries, energy, water and transport. We also know from experience that the most 
effective assistance is that which supports country-led development programmes, and that 
builds on, rather than substitutes for, partners’ own efforts. We therefore hope that the 
analysis and recommendations in this document will be of use to policy makers as well as 
to representatives of civil society groups and the private sector in partner countries. 

Which EFR approaches apply to developing countries? 

The range of EFR instruments is wide. Different EFR approaches and instruments 
are applicable to different sectors and issues. This document covers instruments most 
relevant to developing countries. These includes taxes on natural resource extraction such 
as fisheries and forests, cost recovery and pricing measures to improve access to basic 
services such as water and energy, taxes and subsidy reforms to discourage the use of 
environmentally damaging products, as well as taxes and fees to control harmful 
industrial pollution and waste. 

EFR measures are feasible in most developing countries and indeed are applied 
by many. However, different measures may be more appropriate for different countries 
and sectors. While there can be no simple generalisation, broadly: 

• Natural resource pricing measures, such as taxes for forests and fisheries exploitation, 
are relevant for most resource-rich countries – which tend to be low-income 
countries.  

• Reforms of product subsidies and taxes are applicable to most countries, but 
particularly energy producing countries where fuel subsidies are often high. 
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• Cost recovery measures, such as user charges on energy and water, are applicable to 
most countries but must be implemented carefully to protect the poor. 

• Pollution charges are particularly relevant for rapidly industrialising middle-income 
countries where industrial pollution is a serious problem but administrative capacity 
relatively strong.  

Comprehensive approaches to development, such as sustainable development 
strategies, “poverty reduction strategies” and “sector-wide approaches” provide important 
opportunities for EFR. These approaches provide new opportunities to integrate EFR in 
the context of country-led national and sectoral development plans. Medium-term 
expenditure frameworks (MTEF), in particular, address directly issues relating to fiscal 
revenue collection and tax and pricing reforms. A number of Poverty Reduction Strategy 
Papers make reference to EFR approaches to address either fiscal or environmental 
objectives relevant to the poor. 

What key principles should EFR design follow? 

Taxing “bads” rather than “goods”. It is generally preferable to tax actual 
pollutants (e.g. sulphur emissions) rather than inputs or products which are associated 
with the generation of pollution (e.g. fuel which contains sulphur). Similarly waste 
collection treatment charges should take account of actual volumes discharged and 
qualitative factors (such as concentration of toxic substances), and discriminate against 
the most harmful emissions. In some cases, however, discriminating approaches are not 
practical and more blunt instruments (such as taxes on inputs or outputs) must be used.  

Setting the level of taxes. Ideally, from an environmental standpoint, a tax should be 
equal to marginal cost of abatement to provide incentives for actual pollution reduction. If 
it is lower than that, firms will generally prefer to pay the tax. The charges would thus 
operate primarily as revenue-raising mechanism with little pollution-reduction benefits. 
In practice, however, low levels of taxes or charges can help establish the principle that 
industries should pay for pollution and allow experimentation with new instruments.  

Allocating the proceeds. Principles of public finance argue against allocated 
revenues from taxes to pre-determined purposes (earmarking). At the same time, 
allocating at least a share of the proceeds from environmental taxes to monitoring and 
enforcement activities (partial earmarking) can be justified. This may be a price worth 
paying for having predictable financing for environmental monitoring and enforcement 
activities, notably in countries where environmental agencies are poorly resourced or 
heavily dependent on donor assistance. It may also reinforce incentives to enforce 
environmental regulations and collect associated taxes and fees as well as, importantly, to 
help generate public support for EFR. Allocating some part of the proceeds from 
pollution taxes to the industry (“revenue recycling”) may also be considered, in order to 
make the introduction of pollution charges politically more acceptable. In such cases, it is 
essential for the financial reflows to industry to discriminate between good and bad 
performers, and discourage continued bad practice.  

Respecting the principles of sound public finance. Revenues from EFR allocated to 
environmental purposes must be managed in line with internationally-recognised 
principles of sound public expenditures management, relating to fiscal discipline, 
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efficient allocation of public funds, operational efficiency, accountability, transparency 
and comprehensiveness of the budget. Rigorous and regular evaluation is needed in this 
context. Where revenues are used to encourage investment in environmentally preferable 
equipment and methods, this should be strictly time-bound.  

Matching instruments and implementation capacity. New instruments should be 
developed within the context of existing regulatory and institutional frameworks. Their 
type and scope must match the institutional capacity to implement them. Pollution 
charges can, for example, be designed to be collected and managed by environmental 
protection agencies, which are responsible for monitoring and enforcement of existing 
laws are good mechanisms. Pollution taxes “built in” to the national fiscal system and 
collected by fiscal authorities may be more complex to implement. China, for example, 
first experimented with the first approach for several years before moving to the second. 

Building the capacity and credibility of Environmental Agencies. Monitoring 
agencies must collect accurate and timely information on industrial pollution flows, their 
origins and their impacts on, e.g. water and air quality. Partial earmarking of pollution 
taxes can help develop and maintain the capacity of environmental monitoring agencies 
and protect them from politically motivated attacks on their budget. 

EFR implementation: the “political economy” dimension 

• The fiscal, environmental and poverty-reduction benefits of EFR can go hand in 
hand. But this is not automatic. There can also be trade-offs between various 
objectives which must be addressed explicitly. EFR requires careful policy design, 
taking account of issues relating to i) equity; ii) fiscal and environmental 
effectiveness; iii) administrative feasibility and efficiency and, iv) political feasibility. 
The “political economy” dimension is critical. Key aspects of policy design and 
implementation include:  

• Identifying likely winners and losers and understanding the perspectives and 
interests of affected stakeholders – political leaders; poor and vulnerable groups; the 
private sector; the government; civil society groups; and the media. How the revenue 
raised (or freed up) as a result of reform is allocated is also crucial.  

• “Building in” compensatory measures. Revenues from EFR can be allocated to 
poverty reduction and environmental management purposes. In some cases, time-
bound support for affected communities and industries is necessary to secure political 
and public support for reform.  

• Building on public pressure. Public awareness and participation invariably play a 
key role in building the necessary political will to enact and enforce pollution 
regulation, and overcome resistance of industry. A key requirement is the public 
disclosure of information on the health hazards from pollution as well as on industry’s 
impacts on the environment. Such information must be made available to the public in 
ways that are easy to understand. In some countries “shaming the polluters” by 
publishing information on the performance of individual firms is an effective way to 
pressure them. 
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• Helping firms comply with standards. There are many low-cost ways for industrial 
producers to reduce pollution and waste. Compared with standard methods, “cleaner 
production techniques” use energy, raw materials and other inputs more efficiently, 
leading to cost savings. By focussing on prevention, cleaner production approaches 
reduce the need for “end of pipe” pollution control equipment.  

• Sequencing reforms and combining instruments: Scheduling and announcing 
future increases of charges or taxes in advance and allocating the proceeds to help 
firms invest in pollution control can facilitate adjustment and reduce resistance to the 
introduction of charges. Gradual approaches also provide room for the necessary 
consultation with affected industries. 

How can donors contribute? 

The EFR policy cycle involves a number of linked and often over-lapping phases. 
Donors can play important roles at each stage: 

a) “Agenda setting” stage 

EFR must start with a clear identification and sound understanding of the issue to be 
tackled, including notably its impact and causes and its relative importance in view of the 
many pressing issues facing a country. Donors can play an important role in this regard 
by supporting conferences and round tables placing the problem on the agenda as well as 
the work of universities, research groups and international organisations in relevant areas.  

b) Policy development stage 

“Policy development” involves an assessment of the mix of instruments (fiscal and 
non-fiscal) which could be used to address the problem identified most efficiently, given 
existing socio-political and institutional conditions. It also includes identifying potential 
“winners” and “losers” from reform and possible compensatory measures. Through their 
support to various economic sectors, sustainable development strategies, Poverty 
Reduction Strategies and sector-wide approaches, donors can encourage integrated, 
cross-sectoral policy reforms including in relation to EFR. This includes, in particular, 
ensuring that available opportunities for “win-win” EFR approaches are not missed.  

Donors can also support those sectors of government (such as finance or environment 
ministries) who favour reform to overcome bureaucratic inertia or resistance from hostile 
ministries or agencies. They can also encourage transparency, access to information 
concerning public finances, public participation, and accountability, which are key 
preconditions for sound policy development and, more generally “good governance”. 
They can support capacity development, notably in the relation to the measurement of 
implicit taxes and subsidies and the quantification of impacts.  
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c) “Dialogue, information dissemination and advocacy” stage 

Identifying a problem and possible solutions is not enough. Securing political 
acceptance and public support for EFR proposals often requires active advocacy, 
including through public awareness campaigns. Where the problems associated with 
corruption and patronage are serious, resistance to EFR and particularly around natural 
resources will be particularly strong and building strong alliances is vital. 

Donors can contribute to such dialogues and awareness-raising, including through 
support to civil society groups. They can also support international sharing of experience 
and dialogue on EFR among developing countries governments, international 
organisations and NGOs. Examples of this include current initiatives, for example, on the 
transparency of extractive industries (Extractive Industries Transparency Initiative –
 EITI) and illegal logging (Forest Law Enforcement Governance and Trade Process – 
 FLEGT). Donor agencies can also make available information on reform experiences 
from OECD countries, bearing in mind that many OECD countries also face various 
challenges in implementing successful EFR.1

d) “Implementation” stage 

Implementation generally starts with public announcement of upcoming reforms 
preferably early on. It is important to give affected parties the time to prepare and adapt to 
the proposed changes. Gradual phasing-in of reforms is another way to reduce the 
transition costs, although it may increase the risks of loss of momentum. 

Donors can play an important role by helping financing the transitional costs of 
reform, in order to protect the poor from negative impacts or to overcome politically 
powerful blockages. This also includes supporting technical co-operation to help 
industries adjust to change (e.g. by switching to cleaner production techniques).  

e) Building the credibility of monitoring and enforcement agencies 

Credibility is essential to sustain support for reform, and confront challenges. This 
includes, for example, resistance from affected industries which have direct interests in 
portraying the environmental monitoring and enforcement agency as unprofessional, 
corrupt, or abusive. Hence, support to build the capacity of agencies to monitor and 
enforce compliance with applicable regulations is crucial. Environmental agencies must 
also be credible vis-à-vis ministries of finance. This includes, in particular, conforming to 
rules and principles of public expenditure management. This is particularly crucial when 
they are entrusted with the collection and management of taxes or fees or when the 
proceeds from environmental taxes and fees are earmarked and transferred to them for 
environmental management purposes. The capacity of fiscal authorities to collect and 
administer existing taxes (including compliance monitoring and enforcement) may also 
need to be enhanced for proposals for fiscal reforms to be credible. 

Donors can play important roles in providing technical assistance to develop 
partners’ capacity in all these areas. In the case of natural resource, this may include the 

                                                      
1  For instance, while various OECD countries have substantially extended the use of environmental taxes since the 

early 1990s, there are currently still many exemptions and tax rate reductions currently granted to sectors most 
exposed to international competition. For a more detailed discussion of these issues, see OECD (2004): 
Implementing Sustainable Development: Key Results 2001-2004. 
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formulation of new management regimes as well as the formalisation and registration of 
property rights. 

General principles to guide donors’ actions in all these areas include:  

1. Country ownership and sensitivity to local context  

In their policy dialogue on EFR, donors must take full take account of local conditions. 
Donors should encourage country ownership and not force the pace. Donor agencies 
also have to be sensitive to political challenges of EFR and attuned to the cultural and 
historic particularities. They should avoid imposing “blueprints”, but instead provide 
financial, technical, institutional and political support to countries’ own efforts. Strong 
country ownership, in turn, encourages donor harmonisation and will shield countries 
from excessive donor intrusion. 
 
2. Readiness to act opportunistically and to be pragmatic 

In a politically and economically volatile environment, it is crucial to take advantages of 
windows of opportunities as and when they arise. A new political leadership –
 especially if it has popular support – can be the catalyst for major policy shifts. Donors 
should be prepared to seize on the new opportunities for reforms which this creates.  
It may also be necessary and justified in some cases to deviate from standard fiscal 
practice and to assign some part of tax revenues from EFR to a particular use in order to 
secure political will and/or public support for important reforms. In such cases, donors 
can play an important role in working with fiscal authorities to ensure that appropriate 
safeguards are put in place to ensure consistency with efforts towards fiscal 
consolidation. 
 
3. Harmonisation, alignment and policy coherence 

In EFR, as in other areas, donor support should be harmonised – with donors working 
together to avoid duplication of missions, studies or institutions. And it should be 
aligned behind country-owned and led strategies – and procedures. Accordingly, EFR 
measures should be conceived within the context of PRSPs, sustainable development 
strategies, medium-term expenditures programmes and sector-wide approaches. More 
generally, donors should also ensure that their efforts toward poverty reduction, 
environmental sustainability and sound economic and fiscal management are mutually 
supportive.  
Coherence between development policies and other policy areas is also vital: Donor 
countries can undermine the objectives of their development co-operation policies by 
inconsistent policies in other areas. Donor agencies should strive to raise this issue 
within their governments to draw attention to this risk and try to minimize it. For 
example, donor agencies should raise awareness in their governments of, 
e.g. agricultural policies which distort world market prices, or fisheries agreements with 
developing countries which run against environment and poverty-reduction objectives.  
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