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1. Introduction

In the 1970s and 1980s most developed nations created a host of new regulations aimed at
curbing environmental degradation. The approach taken was typically one of “command and
control,” which specified in law the standards to be met, often in the form of specific technologies
that had to be adopted. Industry fought these new regulations vigorously in many cases, and was
repeatedly surprised by the political effectiveness of environmental activists. From the beginning,
command-and-control regulation had been criticized by economists for its costliness and
inflexibility, and by the late 1980s market-based instruments for environmental
regulation---especially emissions-trading programs---became increasingly common. One of the
most striking environmenta developments of the 1990s, however, goes beyond even this type of
environmental regulation. Under the emerging “voluntary approach” to pollution abatement, firms
make commitments to improve their environmental performance above and beyond the level
required by law. The purpose of this survey is to make sense of this new and rapidly spreading
phenomenon.

We begin, in section 2, with an overview of the types of voluntary programs in existence
throughout the United States and Europe. Even a cursory examination reveals that these
programs differ significantly amongst themselves, and that the threat of traditional regulation
often lurks nearby. In section 3 we present an intellectual framework in which these plans can be
understood without ignoring their considerable variety; in the process we survey the nascent
theoretical literature on voluntary programs. Section 4 turns to the modest empirical evidence that
is available on the efficacy of voluntary programs, while section 5 identifies some key areas for
further research and draws together our conclusions.

2. A Survey of Voluntary Programs

Many terms of art are used to identify voluntary environmental programs, including: business-led
environmental strategies, corporate environmentalism, self-regulation, negotiated agreements,
environmental covenants, voluntary codes, etc. The European Union Research Network on
Market-based Instruments for Sustainable Development offers the following taxonomy of
voluntary programs':

1. Unilateral commitments by industrial firms. Business-led corporate environmental
programs come under this heading.

2. Public voluntary schemes, in which participating firms agree to standards that have been
developed by public bodies such as environmental agencies.

! See “Voluntary Approaches," Environmental Policy Research Brief #1, European Union Research Network on
Market-based I nstruments for Sustainable Development, undated



3. Negotiated agreements created out of a dialogue between government authorities and
industry, typically containing atarget and a timetable for reaching that target. Such
agreements may take on the status of legally binding contracts if legidation empowers
executive branches of government to sign them.

We describe these different types of programsin more detail below, and then provide brief
overviews of programs that illustrate each type in the above taxonomy.

2.1 A Taxonomy of Voluntary Programs
Unilateral Commitments

Many companies and trade associations have initiated environmental programs in recent years.
Examples include the Chemical Manufacturers Association's “Responsible Care” program for
reducing chemical hazards, Arco's voluntary introduction of reformulated gasoline, McDonads
replacement of its styrofoam “clamshell” containers with paper packaging, and the German
Industry and Trade Association's plan to reduce carbon dioxide emissions.? While these programs
may be developed after consultation with government bodies, the initiative for the programs rests
with industry itself.

Public Voluntary Schemes

Self-regulation in the form of voluntary environmenta agreements has a much longer history in
Europe than in North America. Furthermore, according to the 1997 report on environmental
agreement by the European Environmental Agency (EEA 1997) the number of voluntary
environmental agreements in Europe has been rising steadily since the late 1980s.? The report
notes that there has been little critical assessment of the effectiveness of European voluntary
agreements mainly due to the lack of reliable monitoring data and consistent reporting. The 1997
report was aimed in part to fill that gap. The general conclusion of the report concerning
voluntary agreements was that they can be an effective tool in complementing existing
regulations, and are most effective when they are used to raise awareness of environmental
initiatives and provide a forum for information sharing among various parties. However the report
was critical of the fact that many voluntary agreements do not include monitoring and reporting
requirements. Clearly, as the report points out, this damages the credibility of the voluntary
agreements since it does not allow for accountability, and makes ex post evaluation of the
effectiveness of the agreements difficult.

2 Thefirst three of these are described in the Appendix. The German program is described in the text below.

3The bulk of the material presented in this subsection, including our discussions of the operation and
effectiveness of specific voluntary agreementsin Europe is taken from the 1997 report titled “ Environmental Agreements:
Environmental Effectiveness’ authored by the European Environment Agency. The interested reader should consult that
report for more detail on the examples we discussin this section, in addition to more examples of voluntary agreements.
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Narrowing the definition of voluntary agreements to include “only those commitments undertaken
by firms and sector associations which are the result of negotiations with public authorities, or are
explicitly recognized by the authorities,” the EEA reports that every EU member country had at
least one voluntary agreement.*

Although the United States has fewer public voluntary schemes than does the EU, such schemes
do exist, sponsored by such government agencies as the Environmental Protection Agency (EPA),
the Department of the Interior, and the Occupational Safety and Health Administration (OSHA).
For example, EPA has sponsored the 33/50 Program (discussed in the text below) and the Green
Lights program. The Department of Interior has developed a“No Surprises’ policy under which it
signs agreements with companies or individual landowners committing not to change the rules
applying to a particular piece of property for afixed period of time. In addition, OSHA has
developed a variety of “Voluntary Protection” programs.

Negotiated Agreements

The two foregoing categories deal with cases where either business or government, respectively,
is the prime mover behind a new program. The third category addresses cases where these two
actors are both active participants. Not surprisingly, negotiated agreements are more common in
Europe, with its tradition of relatively cooperative business/government relations, than in the
United States, where adversarial relations between business and government are the norm.
European examples include the French agreement on the treatment of end-of-life vehicles
(described more fully below), the Swedish agreement of produce responsibility for packaging, and
the Dutch policy on implementing target emissions levels in the chemical industry. There are
numerous examplesin the U.S. as well, including the EPA's Common Sense Initiative and its
Project XL.°

2.2 Three Examples

We present below short summaries of three voluntary programs that illustrate the different
categories introduced above. A variety of other programs are summarized in the Appendix.

Chemical Associations “Responsible Care’ Plans: Canada, U.K. and U.S.

In 1984 the worst industrial accident in history killed 2500 people and injured 200,000 more when
methyl isocyanate gas leaked from a Union Carbide storage tank in Bhopal, India. In 1985 the
Canadian Chemical Producers Association established a program called “Responsible Care”
designed to improve the industry's environmental and safety performance, and to communicate the

4 Note that this definition rules out vol untary initiatives such as trade associations' voluntary codes of conduct.

® The Swedish and Dutch cases, aswell as the Common Sense Initiative and Project XL, are discussed in the
Appendix.



industry's improvements to the public. The U.S. Chemical Manufacturers Association and the
British Chemical Industries Association followed with similar programs in 1989. According to
Frank Whiteley, President of the Chemical Industries Association (CIA), these initiatives were
needed to “help regain society's trust.” (Fischer and Schot, p. 201) Another key objective,
according to industry observers, was “limiting state intervention to alevel that is acceptable to the
industry.” (Fischer and Schot, p. 205.)

Participants in the CIA's Responsible Care program agree to adhere to a set of six guiding
principles, al of which aim to ensure that the companies * present an acceptably high level of
protection for the health and safety of employees, customers, the public and the environment.”
(Fischer and Schot, p. 209) The entire CIA membership of roughly 200 companies has signed
onto the program, and new firms must accept its principles if they wish to join the association. In
the U.S,, the industry's self-regulatory activities have become easier for the public to monitor
since the creation of the Toxic Release Inventory (TRI), mandated under the Emergency Planning
and Right-to-Know Act, Title I11 of the Superfund Amendments and Reauthorization Act (SARA
Title I11). In the U.K., however, “[t]he industry is very cautious about the types of data that it
makes available” (Fischer and Schot, p. 213.) According to outside observersin the U.K., “[a]t
best, the CIA's performance index can be seen as atransitional step toward a much fuller form of
disclosure” (Fischer and Schot, p. 213).°

The Responsible Care Programs fit quite neatly into the category of unilateral commitments, since
the industries were clearly the originators of the programs.

The EPA's 33/50 Program for Reducing Toxic Chemical Emissions: United States

Starting in 1987, the Environmenta Protection Agency (EPA) stepped up its collection of toxics
dataasaresult of Title 1l of the Superfund Amendments and Reauthorization Act (SARA) of
1986, aso known as the Emergency Planning and Community Right-to-Know Act (EPCRA).
This law mandates that companies report releases of over 400 different toxic chemicals, many of
which are otherwise unregulated. It appliesto all manufacturing facilities that have 10 or more
employees and that manufacture or process more than 25,000 pounds or use more than 10,000
pounds of any of the reportable chemicals. The EPA makes this information available to the public
through the Toxic Release Inventory (TRI). The first year for which data are available is 1987,
this information was released to the public in June of 1989.

The availability of the TRI data supported the use of a new voluntary regulatory strategy by the
EPA. In February 1991, the EPA announced the” 33/50 Program,” a voluntary scheme designed
to induce firms to cut their emissions of 17 key toxic chemicals 33% by 1992 and 50% by 1995,
relative to a 1988 baseline, by providing some favorable publicity and some limited technical

® The above account is taken from Peter Simmons and Brian Wynne, “Responsible Care: Trust, Credibility and
Environmental Management,” in Kurt Fischer and Johan Schot, editors, Environmental Strategies for Industry,
Washington, DC: Island Press, 1993.
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assistance. The EPA has been criticized for the program's weak incentives (there are no penalties
for failure to participate or failure to achieve the stated goals), and for overstating its results.
Nevertheless, the existence of the program may have signalled an increased threat of federa
regulation for these chemicals; at any rate, emissions of the 33/50 chemicals fell 42% from 1991
to 1994, while emissions of all other TRI chemicals fell only 22%.

The 33/50 Program fits quite neatly into the category of public voluntary schemes, since the EPA
was clearly the originator of the program.

Agreement on the Treatment of End-of-Life Vehicles: France

This program, started in 1993, had the goal of reducing the total weight of each automobile
destined for alandfill site to be less than 15% of the original weight by 2002 (with an ultimate
goal of 5%). From 2002, new model must alow 90% recovery, reuse, or recycling. The
participants in drawing up the agreement were the French Ministries of Industry and the
Environment, 2 French car manufacturers, 12 French automobile importers, and 8 trade
associations covering dismantalers, shredders and recyclers, material producers and equipment
suppliers. The agreement carried no explicit sanctions for failure to meet the targets but there was
an implicit threat of legidation should there be a failure to meet the program’s goals.

Two important initiatives influenced the negotiation of the this voluntary agreement. The first was
the EC's (European Commission's) Priority Waste Streams Work on end-of-life vehicles (ELVS),
and the threat of stringent legislation concerning such vehiclesin Germany. The French
government took the lead in coordinating the EC's Priority Waste Streams work. This involved
collection and sharing of information on the issue of ELVs at the EU level. While the work on
priority waste streams was being undertaken there were moves in Germany to introduce
regulation on ELVs. By 1992 this legidative threat by the German Environment Ministry was
introduced in draft from. According to the EEA report “The French Environment Ministry, in an
attempt to pre-empt German legislation, began preparing a decree on ELVs. The threat of
legidation, and the need to address the threat posed by the German approach led car
manufacturers to push for discussions on a[voluntary agreement] with the French government.”

One major problem with voluntary agreements highlighted by this case involved monitoring and
reporting. Initially the agreement was being monitored by a committee, made up representatives
of the agreement's signatories. After criticism over lack of public scrutiny a number of NGOs
were invited to attend certain meetings as observers. Initially monitoring provisions were quite
poor, with the 1996 progress report containing little comprehensive quantitative data. There are
now attempts to improve monitoring and reporting by including progress indicators such as the
proportion of ELV's being recycled and the recyclability of new models. To date these provision
have not yielded any comprehensive quantitative information.

The French program is a good example of a negotiated agreement, with the government a very
active player, but with industry taking an active role as well.



3. Alternative Theories of Self-Regulation

Corporate environmental initiatives have been attributed to a variety of different motives,
including cost-cutting, marketing to “green” consumers willing to pay extrafor
environmentally-friendly products, and pre-empting government regulation. Understanding what
really motivates corporate environmentalism is important for policymakers, since the effectiveness
of government environmental policies depends in large part on how corporations will respond to
them. It is also important for businesspeople thinking about jumping on the environmental
bandwagon, for otherwise they may not obtain the results they hope for. In this section we discuss
three general “models’ of corporate environmenta activity, and consider the social welfare
implications of corporate actions within each model. In addition, we attempt to identify the
empirical implications of each model, setting up a framework within which we will survey the
empirical literature on voluntary environmental activity in the next section. The three hypotheses
we consider are:

1. Corporations may have improved the efficiency of their manufacturing processes,
generating environmental improvements as a happy byproduct.

2. Shifts in the demand and supply of environmentally friendly products, through the actions
of “green” consumers and investors, may be driving changes in corporate behavior.

3. Companies may be taking proactive measures to shape regulatory decisions. They may
preempt or mitigate the effects of future government regulations, or alternatively “raise
rivals costs’ by signaling that new regulations are inexpensive for firms to implement, and
hence should be implemented.

Asinmany areas of life, more than one of these factors may play arole in motivating corporate
behavior in any given situation. We discuss each of them in turn.

3.1 Improving cor por ate productivity

Many writers have argued that companies can cut their costs and improve their environmental
performance simultaneously by improving the efficiency of manufacturing processes.” Probably
the most frequently cited example is 3M Corporation's “Pollution Prevention Pays' program,
begun in 1975. For the first time, line workers were involved in identifying opportunities for waste
reduction, and between 1975 and 1990, 3M cuts its total emissions of pollution by 50% (530,000
tons). At the same time, the company claims to have saved over $500 million by cutting the costs
of raw material, compliance, disposa and liability. Results of this sort, if replicable by other firms,
provide support for a“win-win” perspective in which environmental performance and corporate

" Smart (1992) provides a number of examples along these lines. Groenewegen et al. offer an extensive guide to
the literature on corporate environmental activity.



profits walk hand in hand.

From an economic perspective, of course, the puzzle is why there should be any sudden surge in
opportunities for making money by cleaning up. Were companies previously sloppy in ignoring
internal profit-making opportunities? Has technological change presented new opportunities for
reducing the use of raw materias, thereby lowering costs and environmental effluents
simultaneously? Has global competition intensified to the point where formerly margina projects
now look attractive? Have workers' attitudes shifted, so that employee morale now depends
heavily on corporate environmental performance? None of these questions, to our knowledge, has
been satisfactorily answered. In fact, Walley and Whitehead (1994) argue that the opportunities
for painless pollution prevention are rapidly being exhausted. Furthermore, Boyd (1998) offers
in-depth case studies of three widely-discussed “failures’ to adopt pollution prevention, and finds
that straightforward economic considerations explain al three.

From the perspective of social welfare, of course, corporate actions that lower costs and aso
improve the environment are surely beneficial.

3.2 Responding to “green” consumers and investors

Another common explanation for corporate environmentalism is that there have been shifts on the
demand and supply sides of the marketplace that make environmental activity more profitable.
Increasing numbers of consumers, at least in the devel oped nations of the world, have achieved
income levels at which they are willing to pay a premium for environmentally-friendly products.?
Companies want to appeal to these “green” consumers, and to do so are willing to go above and
beyond the levels of care required by environmental regulations. Examples of such
environmentally friendly products include organic produce, tuna caught with dolphin-safe nets,
biodegradable plastic bags, reformulated gasoline, and McDonalds Corporation's substitution of
paper wrapping for styrofoam “clamshell” sandwich containers. The basic notion here is that firms
can differentiate their products by improving their environmental qualities, and thereby charge a
higher price to high-income consumers.

There isasmall but growing economic literature that studies theoretical models of the “green”
consumer phenomenon. These models typically build on the basic model of “vertical" product
differentiation developed by Gabszewicz and Thisse (1979) and Shaked and Sutton (1982).° In
this setup, consumers have identical preferences, but income differences lead to differencesin the

8 The existence of an “environmental Kuznets curve' showi ng the connection between income growth and
demand for environmental improvement has been well documented. See, for example, Grossman and Kruger (199*).

% Vertical differentiation refersto a situation where al consumers agree on what constitutes higher quality, e.g.,
most consumers agree that a Mercedes-Benz is preferable to a Yugo. Horizontal differentiation, in contrast, refersto acase
where consumers differ in their preferences over a set of similar products, e.g. some bicyclists prefer mountain bikes while
others prefer touring bikes.
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willingness to pay for product quality. In the standard duopolistic model, two firms offer products
of different qualities in one market. The firms bear convex quality-dependent fixed costs and
compete in qualities and prices in atwo-stage industry game. Since greater product differentiation
reduces substitutability and price competition, even firms with identical cost functions will offer
distinct qualities in the resulting market equilibrium. In fact, a standard characteristic of such
modelsis that the firms---in their attempts to avoid price competition---engage in “too much”
differentiation from the perspective of socia welfare.

In the typical version of this model, the consumption of a particular product of a certain quality
only affects the utility of the individual consumer. This can be interpreted in two ways. Either
individual consumption does not create any externalities, or externalities created by consumption
are fully internalized in the utility of the buyer. Some products, such as professiona services,
generate few externdlities. Products involving safety or environmental standards, in contrast,
typicaly create at least some externa impacts, and here the assumption of full internalization is
less natural, so care must be taken in interpreting the models' results.

Arora and Gangopadhyay (1995) study a standard vertical product quality model where higher
quality attracts high-income consumers who internalize the benefits of environmentally friendly
products. They replicate some of Ronnen's (1991) results on minimum quality standards, in
particular the notion that a minimum quality standard (MQS), if set appropriately, is
welfare-improving. The rationae for a standard is that without a standard the firms, in their zedl
to avoid price competition, engage in excessive product differentiation. An MQS forces up the
quality of the low-quality firm, making it a closer substitute for the product of the high-quality
firm, and intensifying price competition. While the high-quality firm responds to an MQS by
further raising its quality, thisis not enough to offset the effect of the standard, and the quality of
the two firms' products moves closer together while prices are forced down.*

Bagnoli and Waitts (1995) study several vertical differentiation models where environmental
friendlinessis only partialy internalized by consumers, thereby alowing for aformal anaysis of
externalities in the context of a*“green consumer" model. Their focus is on whether unregulated
market forces lead to the socially optimal level of environmental friendliness. They find that in
some but not most cases unregul ated competition for “green” consumers can provide the socially
optimal level of the environmental public good. In particular, when the firms compete by setting
prices (“Bertrand competition"), the public good is always underprovided. If firms compete by
choosing quantities (“ Cournot competition™), then for some parameter values the efficient level of
public good provision can be obtained, but only if the public good involves the elimination of a
detrimental activity (rather than the expansion of a beneficial activity) and only if al costs of
provision are fixed costs as opposed to variable costs.

There appear to be two main lessons to be learned from these models. First, a clear and coherent

10 Aroraand Gangopadhyay & so consider the effects of government taxes and tradeable permits, but since our
focusis on voluntary approaches to environmental regulation we do not detail those results here.
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theory can indeed be developed around the notion that firms may voluntarily make their products
more environmentally friendly in order to attract high-income “green” consumers. Second,
voluntary action by corporations is unlikely to provide socially optimal results. Government
action, at least in principle, can improve the workings of the market. This suggests that a full
understanding of corporate environmentalism requires models that combine firms' strategic
choices of environmental quality with regulators' strategic choices of environmental standards. We
turn to models of this sort later in this section. First, however, we consider another marketplace
shift that may also be fueling the move toward corporate environmental activity.

In recent years there has been growth in “socially responsible” mutual funds, which avoid
investing in companies deemed irresponsible. Examples of stocks that may be avoided are
tobacco, firms with high levels of certain types of pollution, nuclear power, etc. “Green investors’
who participate in such funds reduce the supply of capital to the excluded firms, raising capita
costs to these firms and shifting the supply curve for the industry upwards. As we discuss below,
there is some empirical evidence that stock prices do respond to unfavorable news about
corporate pollution, so green investors may be an increasingly important factor determining
corporate environmental activity. The theoretical issues here are fairly straightforward; the more
important question is the empirical one regarding the relative importance of green investors as a
driver of corporate environmentalism.

3.3 Optimizing cor porate regulatory strategy

A third explanation for the rise of corporate environmentalism is that corporations are acting
strategically in the political and regulatory arenas to influence the actions of regulators. Thisisa
rich area of inquiry, and a number of different corporate strategies have been identified in the
academic literature. We discuss four such strategies here: 1) Preempting tougher government
regulations, 2) Weakening forthcoming regulations, in situations where full preemption is
impossible, 3) Reducing the extent of monitoring by regulatory agencies, and 4) Signalling
regulators to persuade them to raise rivals costs. We address each of these in turn.

3.3.1 Preempting Tougher Regulations

In this section we discuss three theoretical models in which voluntary environmental
improvements serve to preempt mandatory |egidlative requirements. The three models correspond
to the three elements of the taxonomy we introduced in section 2 above.

Unilateral commitments

As environmental regulation has become an established institution over the past 25 years,
corporations increasingly have become able to predict the outcomes of future legidative and
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regulatory battles. Sophisticated corporate strategists can look ahead to the next wave of likely
regulations, and attempt to take proactive steps to shape future laws, rather than passively waiting
for regulations to be imposed upon them. If they are sharp enough, firms may be able to preempt
future regulations atogether by “self-regulating” with just enough stringency to placate
environmentalists and head off the demand for government regul ation.

Although it is difficult for outside observers to infer the motives for particular corporate
programs, there are many corporate actions that could potentially be interpreted as preemptive.
America's “Big Three" automakers Vehicle Recycling Partnership is limited to creating labeling
standards for plastic components, and falls well short of the German program of comprehensive
automotive disassembly and reuse. Selective cutting in old growth forests is more environmentally
friendly than clear cutting, but many argue that such forests should not be cut at al. The
“Responsible Care" program initiated by the Chemical Manufacturers Association (CMA) may be
used as arationale for refusing to adopt more stringent environmental practices; according to
Barnard (1990, p. 5), at least one CMA member---Union Carbide---has already done just that.
Such examples raise questions about how social welfare is affected when self-regulation preempts
government action. This concern is likely to become increasingly important, since “win-win"
situations---in which pollution prevention raises both corporate profits and consumer
well-being---seem increasingly difficult to find.

Maxwell, Lyon and Hackett (1998) present a model of preemptive self-regulation in which
political action is costly for consumers to undertake. Individuals must inform themselves of the
implications of pollution control for their well-being, and of the efficacy of various feasible policy
remedies. Individuals of similar interests must then coordinate on a mutual strategy for gaining
political influence. These various costs are collectively referred to as organizing costs. Even after
individuals are organized, they must incur expenses to wield political influence, which might be
attained through a variety of means, including lobbying activities, election campaign contributions,
and tolerated forms of bribery such as revolving-door arrangements, junkets, and honoraria. Costs
that are required after consumers are organized are referred to as influence costs or lobbying
costs.

The political costs faced by consumers drive a wedge between the consumer benefits of voluntary
abatement and the benefits of mandatory abatement, and firms can take advantage of this wedge
to preempt regulation. Naturaly, if consumers costs of political action are too high then
consumers are effectively “blockaded" from the political process and self-regulation becomes an
unnecessary expenditure and will not be observed. As consumer costs of gaining political
influence fall, however, the model predicts that corporate self-regulation will intensify. In other
words, an increasing threat of government regulation induces firms to voluntarily reduce pollution

1 Firms face similar tasks, but their organizing costs are typically less than those of consumers, since assessing
the costs of regulation to the firm is usually much easier than assessing the health and aesthetic benefits to consumers, and
the number of firmsin an industry istypically very small relative to the number of consumers. Without loss of generdlity,
then, one can normalize firms' cost of organizing to zero, although they still must incur influence costs to persuade
politicians to support corporate positions.
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emissions.™ The theory predicts that government actions which significantly lower the information
costs faced by consumer and environmenta groups would thereby increase the threat of
regulation faced by firms and increase the incentives for self-regulation. We discuss some
empirical evidence on this hypothesisin section 4.

Maxwell, Lyon and Hackett (1998) investigate whether voluntary abatement raises social welfare.
When consumer organizing costs are high, firms may be able to preempt regulation with a very
modest amount of voluntary abatement, which might be much less than would have been imposed
by government. Poorer environmental performance, however, must be weighed against the
reductions in regulatory and legidative costs when abatement is voluntary rather than mandatory.
The authors show that the regulatory savings more than outweigh any reduced environmental
performance.’® The key ideais that giving consumers some abatement for “free” strengthens
consumers position in the influence game, if it is actualy played: they obtain a higher level of tota
abatement at alower political cost. Hence, if consumers alow themselves to be preempted, they
must be even better off than they would have been had they fought the influence game. Thus, if
preemption occurs, one can presume that both firms and consumers are better off than if
consumers had fought to impose standards on an industry that undertook no voluntary
abatement.™

Maxwell, Lyon and Hackett employ a very general model that builds on the Chicago-style model
of interest group pressures developed by Stigler (1971), Peltzman (1976) and Becker (1983).
Under this approach, the details of political structure are suppressed in order to focus on the
incentives of interest groups, who are viewed as the primary actors. This modeling approach is
thus particularly well suited to the analysis of business-led environmental initiatives. The approach
could readily be extended to consider aworld where it is more costly for interest groups to initiate
legidation than to influence the actions of regulatory officials. One could then create a model
where firms and consumer/environmental groups press for regulatory actions that may preempt
future legidation. All interest groups will then have incentives to preempt legidation whenever

215 theory, the cost of preemption may be prohibitiveif the threat of regulation is too high. Thus, government
policies that subsidize consumer involvement in the political process could paradoxically reduce the level of voluntary
environmental improvement.

13 This conclusion holds as long as corporate political |obbying does not directly interfere with the production of
political influence by consumer groups. Of course, greater corporate lobbying further offsets consumer lobbying, but
welfare reductions only arise if corporate lobbying directly and negatively enters the “production function” by which
consumers produce political pressure.

% The model of Maxwell, Lyon and Hackett (1998) can be interpreted as a model of entry deterrence, since the
firmsinvest in pollution control to deter “entry" by consumersinto the political influence game. Unlike standard entry
deterrence models, however, here the “fat cat” strategy--under which investment raises the rival's welfare in the event entry
occurs—--is effective in preempting entry. (See Tirole (1989), p. 325, for adiscussion of “fat cat” and other entry-deterrence
strategies.) The reason isthat in ordinary deterrence games staying out yields the potential entrant a fixed reservation level
of profits. Here, in contrast, consumers' utility of staying out of the influence game rises as firms invest. Welfare-enhancing
preemption is possible because as voluntary abatement increases, consumers' utility of staying out rises faster than the
utility of entering.
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possible. The models we discuss next place more emphasis on the separation between legidators
and regulators, and are more specifically tailored to study public voluntary schemes or negotiated
agreements.

Public Voluntary Programs

Segerson and Miceli (1998) present a model in which legidlation is threatened if corporations do
not produce satisfactory results “voluntarily.” In their model, a new piece of environmental
legidation mandating pollution reductions is forthcoming with probability p € (0,1). The
welfare-maximizing regulator cannot unilaterally impose new binding regulations, but is delegated
authority to offer the firm avoluntary agreement calling for a greater level of pollution reduction;
if the firm accepts the offer, the background threat of legislation is assumed to be removed. Both
the physical and the transaction costs of compliance on the part of the firm are assumed to be
lower under avoluntary agreement; in addition, the transaction costs faced by the regulator are
lower under the voluntary agreement. The costs of legislation are not modeled explicitly.

Given the substantial savings associated with voluntary agreements, Segerson and Miceli show
that the equilibrium of this game is for the regulator to offer a voluntary agreement and for the
firm to accept. Depending on the parameters of the problem, the voluntary agreement may or may
not embody the first-best level of abatement. The first-best level is feasible when the probability of
legidation is high and voluntary compliance is much cheaper than mandatory compliance.
Segerson and Miceli also discuss the case of multiple firms, and show the importance of clear
rules regarding what happens if only a subset of all firms sign the agreement. When firms are
homogeneous, the regulator obtains better results by requiring al firms to sign the voluntary
agreement if the legidative threat is to be removed; otherwise firms have incentives to free-ride
and let their rivals be the ones to shoulder the burden of voluntary abatement. When firms have
differing costs of abatement, matters are more complex. Requiring all firmsto sign may mean that
voluntary agreement is never reached because high-cost firms are unwilling to participate. The
regulator must craft the terms of the agreement carefully to balance the benefits of getting more
firms to participate against the risk that the agreement will be vetoed by high-cost firms.

In the model of Segerson and Miceli, voluntary agreements always improve welfare if firms are
homogeneous due to the cost savings they offer. When firms are heterogeneous, it is possible that
voluntary agreements are not socialy desirable. On one hand, a voluntary agreement to which
only asingle firmis party may be less valuable than mandatory requirements imposed on al firms.
On the other hand, obtaining a voluntary agreement from all firms---even those with high
compliance costs---may require such aweak abatement requirement that again legidation is
preferred. In the model of Segerson and Miceli, the regulator is awelfare-maximizer, so
welfare-reducing voluntary agreements will not be observed. In a political economic model,
however, one can imagine cases where the regulator may have incentives to implement a
welfare-reducing voluntary agreement. The model we describe next focuses on just such
situations.
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Negotiated Agreements

Hansen (1996) presents a model in which voluntary agreements involve direct negotiation
between industry and a regulatory body, thereby bypassing the legidative process. Like the papers
discussed earlier, Hansen's model views voluntary agreements as supported by the threat of
mandatory regulation. However, Hansen's regulator (which he terms Government) and legislator
(Congress) differ in the relative weights they place on firm profitability, revenues from a pollution
tax, and environmental improvement. The utility function of Congressis taken to represent socia
welfare throughout most of the paper, and Government's divergent interests may lead it to take
actions that reduce social welfare. Voluntary agreements produce no tax revenue, and compliance
with them may be more or less costly than compliance with legidative requirements. Such
agreements come about through Nash bargaining between firms and the Government, each of
whom aims to achieve higher utility by preempting Congressional legidation.

It is easy to show that if Congress and Government have the same utility functions, then voluntary
agreements only improve socia welfare if they lower compliance costs. Conversely, if Congress
and Government have different preferencesit is easy to come up with cases where voluntary
agreements reduce welfare. For example, if Government is sufficiently pro-firm then it can gain by
weakening environmental standards and lowering tax revenues, while Congress (and society at
large) is worse off. This problem can be aleviated by granting Congress the power to veto any
voluntary agreement, thereby assuring that such an agreement must improve socia welfare.

Hansen a so presents an extension of the model in which various interest groups wield extra
influence by applying ex post “public criticism" to the actors responsible for a decision, the impact
of which is assumed to be alinear function of the actual harm suffered by the interest group. In
this setup, both political branches have incentives to avoid responsibility by eschewing action and
avoiding criticism. Of course the benefits of avoiding responsibility drive a wedge between the
utility function of Congress and social welfare. This opens up new opportunities for
welfare-reducing voluntary agreements that weaken environmental standards and lower tax
revenue, and allowing Congress veto power over voluntary agreements no longer assures that
such agreements will improve welfare. It is easy to see how welfare reductions can result from
criticism by corporate interests. Hansen shows that welfare reductions can also follow from
environmental group influence. He allows for criticism of both Congressional goals ex ante and
legidative achievements ex post; in this context Congress again benefits from ducking
responsibility and welfare may be reduced.

Summary

All three of the foregoing models explain voluntary environmental improvement as an attempt to
avoid resorting to the traditional legidative/regulatory process. Furthermore, all of them highlight
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the cost savings that come about from voluntary actions, through reduced transaction costs and/or
compliance costs. In fact, the similarities between the models suggest that the distinctions
between the three different types of voluntary programs are rather blurry. The theoretical work
suggests that voluntary abatement is welfare-enhancing in many situations, but it also identifies
certain situations in which welfare reductions might occur:

1. Corporate |obbying expenditures significantly reduce the margina effectiveness of
lobbying by consumer and environmental groups, ceteris paribus. [Maxwell, Lyon and
Hackett]

2. Regulators have political objectives that depart from welfare-maximization and are

delegated the power to preempt legislation by accepting weak and/or poorly-designed
voluntary programs. [Segerson and Miceli, Hansen|

3. Legidators are scared of public criticism, and thereby delegate too much power to
regulators who may lack incentives to maximize welfare. [Hansen|

All these situations revolve around the problem of ensuring that politicians are motivated to
pursue socia welfare. Maxwell, Lyon and Hackett explicitly assume that the legidatureis
politically motivated by interest group pressures, yet they till find self-regulation to be
welfare-improving in a standard interest-group setting. It appears that the primary welfare
concern is that Congress may be systematically biased in favor of one particular interest, above
and beyond simply responding proportionately to donations and political pressure.® Further
research is needed on how and when such bias comes aboui.

3.3.2 Weakening Forthcoming Regulations

In some cases, preemption of government regulations may be impossible, but the voluntary
actions of firms may influence the regulations subsequently set by government. For example, the
Clean Air Act Amendments of 1990 identified 189 toxic chemicals which will be subjected to
Maximum Available Control Technology (MACT) standards by the year 2000.'° Because the
details of the standards were not specified by Congress, firms may be able to influence the
standards that are actually set through their own actions.

Lutz, Lyon and Maxwell (1998) study this type of setting using a model that includes both
“green” consumers and a welfare-maximizing government regulator who sets environmental
standards. Like Arora and Gangopadhyay (1995) and Bagnoli and Watts (1995), Lutz, Lyon and
Maxwell (1998) work with a duopolistic model of vertical product differentiation, in which

15 legidators delegate the power of preemption to regulatory agencies, then the problem of bias emerges at this
level instead.

16 See US Environmental Protection Agency (1994).
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high-income consumers are willing to pay a premium for high-quality, environmentally-friendly
products. As aresult, one firm chooses to specialize in providing a cleaner product to attract
these high-income consumers. Furthermore, like Ronnen (1991) and Arora and Gangopadhyay,
Lutz, Lyon and Maxwell consider the effects of minimum quality standards. Where they depart
from previous work isin: 1) modeling explicitly the standards that would be chosen by a
welfare-maximizing regulator (as opposed to ssimply considering comparative statics on the level
of the standard, as in Ronnen), and 2) alowing the high-quality firm to choose its level of
environmental friendliness before the government sets its standards.

An apparent example of this sort of strategy is ARCO's introduction of reformulated, cleaner,
gasolines under the names “EC-1" (introduced September 1, 1989), “EC-Premium" (September 6,
1990) and “EC-X" (July 1991). The new fuels have garnered ARCO very favorable treatment in
the press, and were dubbed the “ Product of the Y ear" by Fortune magazine.*” Furthermore,
according to the Los Angeles Times, the firm's “return on stockholder equity in 1991 was 29.3%,
making ARCO the best performer in the oil industry. Its success is due to an unprecedented
new-product development strategy, an environmenta strategy. ARCO anticipates environmental
regulations to gain significant market advantages.”*® Lodwrick Cook, ARCO's CEO, clearly
believes his own claim that, for firmsin the 1990s, “the greatest opportunity for competitive
advantage will be in leveraging environmentally improved products and services to differentiate
themselves from competitors." However, by “breaking ranks with the magjors' and introducing
EC-X, Cook not only differentiated his product, he also launched a “frontal assault on those
advocating the more expensive vehicles that use methanol fuel.”*°

As mentioned earlier, in vertical differentiation models, firms relax price competition by producing
products whose quality levels differ greatly from one another. The level of differentiation chosen
tends to be excessive from the perspective of social welfare, and regulators can raise welfare with
an appropriately chosen minimum quality standard. This standard is binding for the low-quality
firm, while the high-quality firm's best response to the standard isto further raise its quality. Lutz,
Lyon and Maxwell show how a high-quality firm can profit by wresting first-mover status from
the regulator and proactively committing to a quality level before the regulation is promulgated.
The firm chooses a quality that is below its best response to the regulator's preferred standard.
For any given standard, this lower quality level increases price competition and reduces profits.
Because the welfare-maximizing regulator cares about profits as well as consumer surplus,
however, he chooses alower standard, and as a result welfare falls.

17 See Schaefer (1993).
185ee Piasecki (1992)
9 Ipid.

2 \While the analysisis done assuming a welfare-maximizing regulator, the same genera results would hold
even if the regulator was primarily concerned about consumer surplus. The high-quality firm's action would require the
regulator to lower the standard in order to prevent the low-quality firm from going out of business.
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It is noteworthy that the Lutz, Lyon and Maxwell result on welfare reduction holds even when all
of the benefits of environmental improvement are internalized by “green” consumers. When one
allows for external benefits from pollution abatement, the welfare reduction from weakened
environmental standards becomes all the more pronounced. Their results thus provide a lower
bound on the negative effects of corporate environmentalism in a setting with minimum quality
standards. These simple but robust results provide a new, and rather disquieting, perspective on
the growing popularity of corporate environmental management activities.

The analysis of Lutz, Lyon and Maxwell cautions against uncritical celebration of corporate
environmentalism. It also provides a contrast to the sanguine conclusions of the preceding section,
in which preemption appears to be welfare-improving unless Congress is systematically biased
toward a particular interest group. The models in the two sections are built on somewhat differing
foundations, however, and future research that synthesizes the two approaches would clearly be
valuable. In particular, it would be useful to add to the Lutz, Lyon and Maxwell framework a
depiction of the regulatory process that is based on interest-group pressures, since in such a
setting externalities may motivate non-consumers to engage in costly lobbying to influence the
standard-setting process. Including consumer organizing costs would also alow for the possibility
of preemption, and would allow for predictions about when voluntary abatement will tend to be
aimed at regulatory preemption and when it will be aimed at weakening future regulatory
standards.

3.3.3 Reducing Regulatory Monitoring

A third way corporate environmentalism can affect regulatory policy is by reducing the stringency
with which the firm is treated by regulators. Maxwell and Decker (1998) argue that firm may
engage in voluntary environmental investments in order to commit to higher levels of compliance
with existing regulations, and may in return, win alower monitoring rate or laxer permitting
scrutiny from regulators. They show that afirm can make an irreversible investment to lower its
future costs of complying with environmenta standards. If the regulator can observe this
investment, then it can infer that the firm isless likely to violate the standards in the future, and
will naturally pursue alaxer monitoring policy since the returns to monitoring will have been
lowered.? Decker (1998) extents the theory of voluntary investment developed in Maxwell and
Decker (1998) to explicitly include multiple firms. He shows that firms can take observable
pro-environmental actions that convince regulators to focus their monitoring and enforcement
efforts on other firms.

2 Hemphill (1993) argues that “ The implementation of corporate environmental audits and the active
amelioration of deficienciesis viewed by federal and state law enforcement agencies in a positive light when they
investigate for criminal prosecutions, and may also be helpful in civil and administrative proceedings.” Helland
(1998) provides some evidence that firms self-report environmental violations in an attempt to gain more favorable
treatment from the EPA.
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The welfare effects of corporate environmentalism in both Maxwell and Decker and Decker are
ambiguous. In Maxwell and Decker, whether voluntary environmental investments are welfare
improving, depends on whether the penalties for non-compliance were excessive relative to the
actual social damage caused by aviolation of the standard. If the penalties are excessive, the firm
has an incentive to overinvest in compliance capital. Decker obtains asmilar result in the multi-
firm case. In Decker the potential for overinvestment is exacerbated by the fact that one firm's
investment causes the regulator to monitor other firms more intensively. Each firm's investment
thus imposes external costs on other firms, and the firms jointly face a“Prisoners Dilemma’
situation in which the actions that are best from each individua firm's perspective produce results
that are collectively bad for the industry as awhole.

3.3.4 Encour aging Anticompetitive Regulations

We turn now to afourth and final form of corporate environmentalism as strategic response to
regulation, namely actions expressly designed to reduce competition. Earlier researchers have
argued that firms may have incentives to encourage regulations that raise industry-wide rents or
disadvantage competitors.?? Voluntary environmental protection may play arolein such
strategies. For example, regulators are typically uncertain of the costs of a particular new
regulation at the timeit isimposed. If those costs turn out to be high, small firms may be forced to
exit the industry. Conversaly, large firms may benefit from the exit of rivals, and may try to
convince regulators that industry-wide compliance costs are low, so stronger regulations might
provide substantial benefits at fairly low cost. One way to help convince regulators of thispoint is
for alarge firm to make an investment in voluntary abatement, in an attempt to signal to
regulators that the cost of abatement islow.

Certainly there are anecdotal reports of firm engaging in tactics like those just described to help
stifle competition. For example, DuPont's voluntary acceleration of the phaseout of
chloroflourocarbons may have encouraged regulators to put additional pressure on other
producers of CFCs. Anticompetitive strategies may be especialy likely in the international arena.
Cairncross (1992) provides numerous anecdotes describing how one nation's environmental
regulation has been another nation's trade barrier.

Despite the potentia use of such strategies, it may be difficult for firms to signal low abatement
costs effectively. Smart regulators can infer that in such a setting, large firms will have an
incentive to promulgate such regulations only when they feel it will disadvantage rivas. “Fooling”
the regulator may thus require very sophisticated strategies. Further research in this area needs to
be undertaken.

3.4 Welfare Effects of Corporate Environmentalism

2 See Bartel and Thomas (1987), Maloney and McCormick (1982), and Pashigian (1985).
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Our survey of different theories of corporate environmentalism provides many reasons for
optimism with some reasons for concern mixed in. The market pressures created by “green”
consumers, investors, and employees are legitimate ways for people to express their preferences,
and should be presumed to encourage socially beneficia outcomes. Corporate actions that
preempt the emergence of stricter legidation will, except in certain perhaps unlikely cases, provide
benefits for both consumers and firms. On the other hand, corporate environmenta strategies also
may serve to manipulate the regulatory process, possibly inducing regulators to weaken standards
to the detriment of consumers and possibly inducing regulators to strengthen standards to the
point where competition is attentuated and consumer prices rise unnecessarily. The use of
environmental regulation as atrade barrier is a particular worry. Determining which of these
stories appliesin any given situation is an empirical matter, and it is to the empirical evidence on
voluntary environmental amelioration that we now turn.

4. Lessons from Empirical Studies of Self-Regulation

The empiricd literature on voluntary environmental amelioration, including self-regulation, is
gparse. Thisis understandable for severa reasons. First, corporate voluntary actionsin the
environmental arena are relatively new. Second, while casual observation suggests that this type
of activity ison therise, it isnot yet common. Third, there is a notable paucity of quantitative
data due to the fact that many of the existing programs lack data collection and reporting
requirements. Finally, thereisthe familiar econometric problem of the “missing counterfactual,”
i.e, thelack of quantifiable data on baseline “business as usua” scenarios. Because voluntary
actions necessarily preempt “business as usua” ---which might have involved legisated
environmental improvements—evaluations of any environmental improvements that do take place
under voluntary initiatives are difficult. The few papers that undertake quantitative anayses of
corporate environmenta actions have generally dealt with discrete choice decisions (either to join
a government-proposed pollution-reduction program or to adopt an environmental plan) or
continuous decisions regarding the extent of pollution abatement.

Our goal in reviewing the existing literature is to draw out the major findings of each paper and to
point to the areas of agreement and disagreement among the papers. This exercise serves two
purposes. Firgt, the findings we discuss can be checked against findings arising from future
empirical research. These cross-checks are extremely important. As we have mentioned, the
existing literature has a very narrow focus, due to data limitations. With a couple of exceptions,
the existing literature deals exclusively with toxic chemical emissionsin the United States. The
main empirical findings arising from the current literature may fail to hold when the focusis
broadened to include different corporate environmental acts in different nations. Second,
unexplained (or contradictory) findings pose challenges to theoretical researchers, and help focus
future empirical research on questions of fact that can aid in the development of future
government policies, regulations, and self-regulatory programs.
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The following subsection provides a brief review of the empirical methodologies used in the
papers we survey. The penultimate subsection summarizes the findings on which the literature is
in agreement, and discusses the areas in which the studies disagree. The final subsection offers
some suggestions for the advancement and focus of future empirical research.

4.1 An overview of the papers

Papers dealing with discrete choice decisions are Henriques and Sadorsky (1996), Aroraand
Cason (1995 and 1996), Khanna and Damon (1998) and Karamanos (1998). Each paper estimates
the following model

y. =bx +u i=1...nfirms

using standard probit or logit techniques The binary variable Y. takes on the value 1 if thei™ firm
undertakes the action under investigation (such asjoining a voluntary program) and zero
otherwise, X isavector of explanatory variables (e.g., firm and industry financial characteristics,

firm pollution characteristics) and perhaps management characteristics, and U, is arandom error

term with mean zero. Inthesemodels E(y, |)<i ) = b X andisinterpreted as the probability that
afirm with characteristics X, will undertake the action under investigation.

Henriques and Sadorsky (1996) investigate the corporate decision to voluntarily adopt an
environmental plan.?® Data on the dependent variable and most of their independent variables are
drawn from the authors' survey of 750 large Canadian corporations. Published financial dataon
the corporations surveyed are also used as explanatory variables.

Arora and Cason (1995 and 1996) and Khanna and Damon (1998) focus on firms decisionsto
join the EPA's 33/50 program.** % Arora and Cason (1995) use firm level data from 300
corporations, including financial data, advertising intensity, R&D intensity, firm size and past
toxic releases as explanatory variables. In Aroraand Cason (1996) the data set is expanded to
more than six thousand firms by using industry level data, rather than firm specific data, for some
explanatory variables (e.g., industry means of advertising intensity and R& D expenditures are
used). Khanna and Damon (1998) draw their data exclusively from corporations categorised

2 The authors leave the exact definition of an “ environmental plan” purposely vague. Thus their dependent
variable takes on avalue of one whenever the surveyed firm responded positively that it had aformal document describing
the plan; had presented the plan to shareholders; had presented a plan to employees; had an environmental, health and
safety unit; or had a board or management committee dealing with environmental issues.

24 See section 1.2 for a detailed overview of the 33/50 program.

% Khannaand Damon (1998) aso examine the determinants of observed toxic emissions reductions. We review
the analytical techniquesthey usein this examination below.



20

under the SIC classification “Chemical and Allied Products.” In addition to using many of the
same firm and industry characteristics as Arora and Cason (1995 and 1996), they include
membership in industry associations (in this case the Chemical Manufacturers Association) and a
measure of “regulatory pressure” as explanatory variables. %

Karamanos (1998) examines firms' decisions to join voluntarily the US Climate Challenge
program. This program is avoluntary initiative by US electric utilities and the US Department of
Energy to reduce emissions of greenhouse gases. Karamanos undertakes a probit analysis using
data from all major investor-owned utilities in the U.S.(158 firms). His explanatory variables
include firm financial variables, firm size, and past environmenta performance, and the
environmental performance of the state in which the firm operates.

The studies of Maxwell, Lyon and Hackett (1998), Khanna and Damon (1998), Konar and Cohen
(1997a1997b), and Khanna, Quimio, and Bojilova (1998), and move beyond discrete
“participation” decisions by firms to examine the factors motivating firm decisions to voluntarily
reduce their emissions of pollutants. Each paper focuses on reductions in toxic chemical emissions
using data from the EPA’ s Toxic Releases Inventory (TRI) . The estimation procedures
undertaken in each of these papers are variants of ordinary least squares or basic panel data
estimation procedures. Konar and Cohen (1997a) is an exception, and their methodology is
discussed below.

Maxwell, Lyon and Hackett probe the general hypothesis that firms are motivated to reduce their
toxic emissions in order to avoid (or forestall) future regulation.”” The data they use as
explanatory variables include various measures of political pressure collected at the state level,
including variables that are likely to reduce the costs of citizen participation in the political
process, e.g. the percentage of individuals that are members of environmental groups, the median
income level in the state, and the percentage of individuals holding a university degree. Since all
pressure variables are collected at the state level, toxic emissions data is aggregated to the state
level aswell. The authors use political pressure variables, aswell as control variables (such as
value of industry shipments), to examine both the level of toxic emissions and percentage
reductions in toxic emissions, using fixed effects regression analyses and linear regression analyses
respectively. The authors examine the emissions of 17 key toxic chemicals—those targeted in the
EPA’s 33/50 Program---by firms in seven highly-polluting industries (i.e., the top 7 industries
emitting the 33/50 chemicals).

Khanna and Damon—in addition to their aforementioned analysis of chemical manufacturers
decisionsto join the 33/50 program---use standard linear regression techniques to examine

2 Their regulatory pressure variable isthe ratio of (a) the firm’'s aggregate volume releases of 189 toxic
chemicalsthat will be subject to maximum available control technology standards (by the year 2000) to (b) the firm’stotal
of al TRI chemical releases. Firms with a higher ratio are expected to fee more pressure to reduce toxic emissions.

27 See section 3.3 above for adescription of the theoretical model used by Maxwell, Lyon and Hackett.
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whether 33/50 membership made a difference in the level of chemical reductions undertaken by
firms over the period 1991-1993. To test this hypothesis, the authors include as a right-hand side
explanatory variable the predicted probability of participation in the 33/50 program from their
first-stage estimation (discussed above). Since the authors also include as right-hand side
regressors the variables used to predict participation, the paper allows insight into how firm
characteristic variables (other than program participation) affect the likelihood that a firm will
reduce its toxic emissions.

Konar and Cohen (1997a and 1997b) and Khanna, Quimio, and Bojilova (1998) examine firms
responses to the public provision of information regarding their TRI emissions. Konar and Cohen
(1997a) and Khanna Quimio, Bojilova (1998) specificaly examine firms' responses to investor
pressure in the form of negative abnormal returns experienced the day following the information
release.® Konar and Cohen (1997b) focus on the financial ability of firms to respond to investor
or consumer pressure following theinitial release of TRI information. Konar and Cohen (1997a)
use a sample of 130 publicly traded companies from various industries, Konar and Cohen (1997b)
use a sample of 520 publicly trading firms operating in industries 20-39 of the Standard Industry
Classification (SIC) system, and Khanna, Quimio, Bojilova (1998) draw their data from 91 firms
in the chemical industry.

Konar and Cohen (1997a) compare the relative environmental performance of two groups of
firms, subsequent to the initial release of TRI information. The first group is made up of the 40
firms experiencing the largest negative abnormal returns following the information release (“Top
40"), while the second group is a portfolio of the remaining firms balanced such that the weight
assigned to each firm in a particular industry group is equa to the percentage of firmsin that
group belonging to the Top 40. Khanna, Quimio and Bojilova examine firms' reactions to
information releases over the three year period 1989 to 1991 (as measured by abnormal returns
for each of the three years) using on-site releases and off-site transfers of toxics over the period
1991-93.% The authors use data on sales, along with research and development, as control
variables. Konar and Cohen (1997b) use standard linear regression procedures to examine how
both the level and percentage reductions of TRI emissions are affected by firm-level explanatory
variables, including various financial characteristics, advertising expenditures, industry
concentration, and various environmental characteristics such as TRI emissions and the number of
superfund sites the firm owns. The authors aso include a dummy variable indicating whether the
firm was a member of Konar and Cohen’s (1997a) Top 40.

Hart and Ahuja (1996) and Konar and Cohen (1998) use standard linear regression techniques to
examine whether good (or bad) environmental performance (measured by reductionsin TRI

2 K hanna, Quimio, and Bojilova (1998) examine the impact of both positive and negative abnormal returns and
successive TRI information release dates in order to examine the impact of repeated information revelation. Responses to
the positive abnormal returns were found to be insignificant . We shall discuss firm responses to the negative returns
below.

2 The authors argue for the existence of atwo-year lag in reaction time.
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emissions) contributes positively (or negatively) to subsequent firm financial performance. Hart
and Ahuja examine whether various measures of financial returns (i.e., return on sales, assets and
investment) of member firms of the S& P 500 are positively affected by firm reductionsin TRI
releases. Konar and Cohen (1998) use Tobin's q as a measure of firm vaue, and examine
whether TRI releases and the number of pending environmental law suits diminish firm value.
Each paper draws on the existing industrial organization literature on returns as justification for
theinclusion of severa common control variables (e.g., industry concentration measures,
advertising and R& D to salesratios).*

In the following subsection we summarize the main findings of each of these investigations.
4.2 Empirical findings

The extent to which firms undertake voluntary efforts in the environmental area is determined by
their willingness and ability to do so. The willingness to undertake corporate voluntary action is
affected by many factors, both inside and outside the corporation. The action’s direct profitability
(e.g. adoption of a greener, and less costly, production process) is certainly a consideration.
However, it islikely the indirect effects associated with the action will ultimately determine
whether it is profitable. In other words, a costly action may be profitable if it preempts tighter
(more costly) regulation, if it aids in lobbying for weaker regulations, or if it attracts favourable
publicity leading to increased sales. The ultimate impact of these indirect effects is determined by
the actions of various interna and external agents, management and employees, government
regulators and legidators, environmental groups, industry peers, and concerned citizens. The
ability to undertake corporate voluntary actionsis likely to be constrained by afirm’s financial
health and its technological know-how.

In the remainder of this section we categorize the major findings of the extant literature,
organized according to various factors that may affect the firm’s willingness and ability to
undertake corporate voluntary actions.

Firm Sizeand R& D Expenditures
Many of the empirical studies of corporate voluntary actions include, as explanatory variables,
measures of firm size and research and development (R& D) expenditures. Sales, the number of
employees, and the value of assets are used in different studiesto proxy for firm size. Regardless
of the measure of size used, the overwhelming conclusion is
Finding 1. Larger firms are more likely to undertake voluntary corporate actions.

Aroraand Cason (1995 and 1996), and Khanna and Damon (1998) find statistically significant

305ee Schmalensee (1989) for auseful overview of the empirical industrial organization literature on firm
financial returns
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support for their hypotheses that larger firms were more likely to join the EPA’ s 33/50 program.
Karamanos (1998) finds that larger investor owned utilities were more likely to join the EPA’s
Climate Challenge program than their smaller counterparts. Konar and Cohen (1997b) found that
larger firms were more likely to reduce, in percentage terms, their emissions of TRI chemicals
over the period 1989 to 1992.

Explanations for Finding 1 exist in both the formal literature and the popular press. Because of
their higher public profiles, larger firms may feel more pressure to act from environmental groups,
politicians, regulators and concerned citizens. It is often asserted that the fixed costs associated
with environmental compliance are large enough to generate economies of scale that make it
relatively cheaper for large firms to comply with regulations. It is reasonable to assume that the
same istrue for over-compliance. Finaly, larger firms may have better access to capital markets
and/or may engage in more R&D. Each of these factors implies that larger firms may find
voluntary actions less costly, and we review them in more detail below.

Several studies control directly for the impact of R&D expenditure on the likelihood, and extent,
of corporate voluntary actions. In total, these studies lend weak support for

Finding 2. Firms with higher R&D intensities are more likely to undertake voluntary
environmental initiatives.

Khanna, Quimio, and Bojilova (1998) find weak support for the proposition that greater R& D
intensities lead to areduction in TRI chemical on-site releases and off-site transfers. Aroraand
Cason (1996) find that firms from industries with greater mean R& D spending intensities were
more likely to join the 33/50 program. Khanna and Damon, however, found that within the
chemical industry R&D intensity was not a statistically significant factor motivating firms to join
the 33/50 program.

Environmental Performance History

How does past environmental performance affect future corporate voluntary actions? On the one
hand, poor performance in the past may signal unwillingness or inability to perform well in the
future. On the other hand, if environmenta performance is measured in percentage-reduction
terms (as is often the case) poor past performance may imply lower costs of "performing well"
today. In thiscase, apoor environmenta record may actually encourage firms to undertake new
voluntary actions, including joining voluntary programs. Finaly, firms found to be poor
performers are likely to attract the attention of the media and of pressure groups, pushing them
towards voluntary action. A careful reading of the empirical literature indicates support for

Finding 3. Firms with poor environmental records are more likely to participate in voluntary
programs.

Both studies by Arora and Cason, and the study by Khanna and Damon find that firms with a
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history of high toxic emissions were more likely to participate in the EPA’s 33/50 program. As
we have discussed above there are many possible economically rationa interpretations for Finding
3. Finding 4, however, presents an interesting economic puzzle.

Finding 4. In deciding to join voluntary programs, firms do not free-ride on their own past
clean-up efforts.

Dueto the fact that firm facilities vary in size and type of production, many voluntary programs
measure corporate environmental performance as percentage reductions in pollutants from a given
base year. The 33/50 program used 1988 as its base year, but firms were not invited to participate
until 1991. Thus, firms knew at the time of their participation decision how successful they had
been to date in reducing their emissions. A natural assumption, then, would be that a firm that
had already been successful at reducing its emissions would be more likely to join the program (to
enjoy the free publicity). However, both Arora and Cason (1996) and Khanna and Damon find
that firms with larger percentage emission reductions, prior to making their participation
decisions, were not more likely to participate.

One possible, but as yet untested, explanation for the result may have to do with the fact that, due
to the public nature of the TRI, firms' progress in emissions reduction could be tracked by the
public on an annual basis. Firms which undertook substantial emission reductions early may have
feared bad publicity if they failed to maintain their outstanding performance, and may have felt
that joining the program would only heighten the probability of bad publicity.

External Pressures

Firms will enter voluntary environmental agreements and/or engage in acts of corporate
environmentalism when the benefits of the act exceed its associated costs. As mentioned earlier,
these benefits and costs arise from the actions of players both internal and external to the firm.*
For example, the existence of alarge pool of green consumers may raise the benefits of corporate
environmental actions through increased sales. At the same time, alarge pool of environmentally
concerned citizens may raise the costs of not engaging in corporate environmental action, because
they may threaten costly future regulations. Regarding external pressure, extant empirical
evidence suggests

Finding 5. The likelihood, and extent, of corporate voluntary actions are increasing in the
perceived level of future government regulation, and the strength of community, environmental,
and industry group pressure.

Firms may face pressure to undertake positive environmental initiatives from citizens, who need
not be direct consumers. This pressure would normally arise in the form of group pressure either
trand ated through the political process or by direct lobbying of the firm (perhaps with an implicit

3 The exigti ng literature focuses exclusively on external players.
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threat to follow the legidative path, should the company fail to respond). Maxwell, Lyon and
Hackett provide evidence that factors facilitating pressure group formation and lower [obbying
costs prompt firms to undertake greater reductions in their toxic chemical releases. Using state-
level data, they find that median income, the percentage of population holding college degrees,
and the percentage of population with membership in an environmenta group, al contribute
positively to reductions in toxic chemical emissions. These findings are consistent with the
hypothesis that wealthy, well-educated citizens provide a credible threat to use the regulatory
process if corporations do not clean up voluntarily; they aso underscore the importance of
environmental groups as agents for environmental change.

Of course, the most common way citizens express their public policy concernsis by voting in
local, state and federal elections. The preferences of electors will eventually be reflected through
legidation and regulatory enforcement. As we have discussed, firms may undertake voluntary
actionsin order to preempt threatened regulations, or to shape regulations they view as
unavoidable. Karamanos finds that private electric utilities located in US states that exhibit
relatively poor environmental performance were more likely to join the EPA’s Climate Challenge
program. Intheir analysis of the US chemical industry’s participation in the 33/50 program,
Khanna and Damon find that large emitters of certain toxic chemicals dated for future regulation
were more likely to join the 33/50 program. Each of these resultsisin accord with akey finding
of Henriques and Sadorsky: the motivation firms cite most for their decision to voluntarily adopt
an environmental plan was to deal with existing and future regulations.

Finally, Khanna and Damon find evidence that members of the Chemical Manufacturers
Association were more likely to join the 33/50 program than their non-member counterparts, even
though association members were larger emitters. This suggests that industry groups may be
another source of pressure on member firms to undertake corporate voluntary actions.
Association members may pressure each other because coordinated action may be needed to
forestall threatened regulations, or it may aid in shaping the form of future regulations and
enforcement procedures. Alternatively, poor performance by one association member may be seen
to reflect poorly on all members.

Aswe have discussed previoudly, green consumerism is a frequently cited motivation for
corporate environmental actions. However, the extant empirical literature yields no consensus
regarding the impact of green consumerism. Arora and Cason (1996) and Khanna and Damon
find some evidence of green consumer pressure. Specifically, Arora and Cason (1996) find that
firms operating in industries with higher advertising to sales ratios were more likely to join the
33/50 program, while Khanna and Damon find, within the chemical industry, that final-good
producers were more likely to join the 33/50 program than were their intermediate-good
producing counterparts. Konar and Cohen (1997b), however, could not find support for the
hypothesis that heavier advertisers undertook greater emission reductions, after controlling for
firm size. Furthermore, Arora and Cason (1995) fail to find support for the hypothesis that firms
with greater advertising to sales ratios were more likely to join the 33/50 program. Finaly, when
examining actual releases, Khanna and Damon find no support for the hypothesis that producers
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of final goods in the chemical industry exhibited significantly greater reductionsin their emissions
of TRI chemicals than firms not engaged in final-good production.

Investor Pressure and Financial Characteristics

A major source of external pressure on the firm not discussed in Finding 5 is investor pressure. In
an environmental context we can place investors into one of two categories. Thefirst type,
“green” investors, may pressure the firm to sacrifice financial returns in order to enhance its
environmental performance. The second type, “traditional” investors, would tend to shun such
activity. They would instead pressure the firm to invest in acts of corporate environmentalism
only when those acts yield positive financia returns, or help to minimize unavoidable negative
returns. Green investors still represent a very small proportion of total investors. It isfruitful,
therefore, to look for the effects traditional investors may have on corporate environmental
actions.

Isit reasonable to assume that the traditional investor views corporate environmental actions
favourably? Several papers study thisissue by first examining investor responses to the release of
TRI information to the public, and then asking whether firms respond to the signals investors sent
them. To gauge investor responses, one could ask whether large emitters of TRI chemicals suffer
in the stock market when information of their emissionsis released to the public. Thereisample
evidence that the largest emitters of toxic chemicals did not suffer most from the TRI information
release. Both Konar and Cohen (19974) and Khanna, Quimio, and Bojilova (1998) find that firms
suffering the greatest negative abnormal stock returns on the day after TRI information was
released were not the largest emitters of toxic chemicals. However, as both papers point out,
what should matter to investorsis not the level of TRI emissions per se, but the difference
between the actual and the expected levels of emissions. The work of Hamilton (1995), Konar
and Cohen (1997a) and Khanna, Quimio, and Bojilova (1998) alows one to assert

Finding 6. Investors react negatively to information revelation regarding higher than expected
levels of toxic emissions.

Both Hamilton (1995), and Konar and Cohen (19974) find statistically significant evidence of
negative abnormal returns for firms with large (but not the largest) emissions of toxic chemicals
on the TRI information release day (or the following day). An obvious interpretation of these
resultsis that the largest emitters were expected to be large emitters, so the TRI data provided
investors no new information. Further support for this interpretation can be found by noting that
in both papers the largest emitters were part of the chemical industry. Khanna, Quimio, and
Bojilova (1998) focus on a sample of 91 firms, al of which are from the chemical industry. They
found no evidence of abnormal returns on the first day TRI information was released to the
public. They found, however, that in subsequent years, releases of TRI information did cause
poorly performing firms (i.e., those firms who's relative performance in terms of TRI releases
worsens over time) to experience negative abnormal returns.
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Finding 6 supports the argument that the typical investor views pollution as an economic negative.
This may occur for several reasons. Investors could link pollution with inefficient production,
they could fear that highly-polluting firms will face more intensive regulatory monitoring, or they
could fear that large emitters of toxic chemicals face a higher probability of future environmental
litigation (even if the releases are legal today). Given these concerns, it is natural to ask whether
firms rewarded for improving their environmental performance beyond what is currently required
by law. Three papers support the view that

Finding 7. Firms are rewarded for superior environmental performance.

Hart and Ahuja (1996) and Khanna, Quimio, and Bojilova (1998) find evidence that voluntary
environmental actions lead to negative short-run, but positive long-run, returns. Hart and Ahuja
use various measures of financial returns (i.e., returns on assets, sales, and investment) to show
that reductions in TRI emissions hurt returns in the year the reductions took place, but had a
positive effect on returns in subsequent years. Khanna, Quimio, and Bojilova show that
participation in the 33/50 program lowered chemical firms' current-period return on investment,
but increased their market value.** Konar and Cohen (1998) show that poor environmental
performance (as measured by TRI releases and the number of pending environmental lawsuits
filed againgt the firm) reduces afirm'’ s intangible asset value.

Another natura question arising from Finding 6 is whether firms take action to counteract
environmentally-driven stock price drops. Konar and Cohen (1997a) and Khanna, Quimio, and
Bojilova address this question. Their analyses lead to

Finding 8. Firms respond to environmentally-induced investor pressure by improving their
environmental performance.

Konar and Cohen (1997a) find that the 40 firms in their sample suffering the largest negative
abnormal returns on the first day of TRI information release (the “Top 40"), subsequently
improved their environmental performance (as measured by TRI releases and the amount of
chemical spills) more than an industry-weighted counter part. Khanna, Quimio, and Bojilova
(1998) find that the firmsin their chemical-industry sample, which suffered large abnormal
negative returns, subsequently reduced their releases of toxic chemicalsin favour of off-site
transfers.

4.3 Summary

The extant empirical literature suggests that large firms undertake voluntary corporate
environmental actions for solid economic reasons. Corporations clearly respond to
environmentally-driven investor pressures, though we still know little about the underlying drivers
of investor concern. There is some evidence that firms respond to threats of future regulations,

%2 The measure they useis“excess value’ as defined by [market value - book value of assets]/sales.
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but the influence of “green consumers’ on large manufacturing firms appears to be weak. Thus,
the empirical studies overall lend support to the proposition that self-regulation may be effective
inyielding environmental improvements within the current regulatory system, rather than asa
substitute for that system. Furthermore, the current literature provides little evidence that small
firms undertake voluntary environmental improvements. The studies summarized here have
focussed almost exclusively on larger firms, and there is evidence that the smaller of these firms
are less likely to undertake voluntary corporate actions.

Finally, the paucity of empirical work in this area highlights the urgent need for more work in the
area. Almost al the existing papers deal with the release of TRI chemicalsin the U.S., and only
two official programs, 33/50 and Climate Challenge, have been examined. Aswe stated at the
outset, remedying this situation requires greater transparency in the measurement and reporting of
the environmental performance of corporations. Indeed, the empirical literature strongly supports
the notion that the public release of such information, even absent formal voluntary programs,
often prompts firms to improve their environmental performance.

5. Conclusions

Empirical research shows that superior environmental performance and superior financia
performance are intertwined. U.S. financial markets reward firms that go beyond legal mandates
for the reduction of toxic emissions, and punish firms that have unexpectedly high levels of toxic
releases. Furthermore, firms respond to these financial penalties by improving their environmental
performance. Quite simply, voluntary environmental protection appears to make good business
sense. What remains unclear, however, are the precise mechanisms that link environmental and
financia performance.

While a number of writers argue that pollution reduction cuts costs and improves efficiency, there
IS no systematic evidence to show how widely this claim might hold true. Nor do the purchasing
practices of “green consumers’ seem to have much influence on firms emissions of toxic
chemicals, though these consumers may turn out to have an impact on other environmental
concerns. Thereis, however, modest evidence that the threat of future regulation is a significant
factor prompting firms to self-regulate; the threat of future legal liability may well serve the same
function. The evidence is even clearer that releasing public information about firms
environmental performance spurs them on to greater environmental protection.

Policymakers ook with interest on voluntary environmental improvement as alow-cost way to
achieve environmenta goals. The evidence to date, however, suggests that voluntary activity isa
complement to regulation, not a substitute, as the threat of regulation is an important factor in
motivating corporate voluntary actions. The threat of regulation also helps ensure that voluntary
actions will enhance social welfare. Indeed, the theoretical literature generally supports a
presumption that self-regulation which preempts government regulation isindeed socially
beneficial. Still, there can be cases where self-regulation reduces socia welfare. For example,
problems can arise when legidlation mandates the setting of new standards but defers the details of
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implementation for an extended period. In this case, firms can weaken the forthcoming standards
by voluntarily committing to new technologies offering modest environmental improvements.
Once leading firms have adopted new practices, even welfare-maximizing regulators become more
reluctant to impose new requirements that will endanger industry profitability. Another concernis
that regulators may be delegated excessive powers in cases where they have incentives that
diverge from maximizing social welfare. If regulators do not smply balance the political

pressures from various interest groups, and instead show systematic bias toward a particular
subset of interests, voluntary approaches to environmental protection may fail to serve the public
interest.

Despite the foregoing cautions, we believe that voluntary environmental protection is an
increasingly important aspect of the corporate landscape, and will produce substantial benefits for
both business interests and the public. If nothing else, it provides a way to bypass some costly
regulatory proceedings, thereby lowering the transaction costs of achieving society’s
environmental goals. Further research isimportant, however, to establish more clearly when self-
regulation may be welfare-reducing, and to firm up our understanding of what motivates firmsto
engage in corporate environmentalism.

Appendix
Agreement of Producer Responsibility for Packaging: Sweden

This agreement (called the REPA scheme) concerns the collection, recycling and material
recovery of waste from packaging. The agreement set different percentage targets for re-use or
recycling for common packaging materias (e.g., 50% of aluminium and other beverage
containers, 95% of standardised glass bottles for beer and soft drinks, 90% of glass bottle for
wine and spirits filled in Sweden). These targets were established by the Swedish Ordinance on
Producer Responsihility for Packaging, which required they be met by 1997. The agreement
began in 1994, has 8,200 corporate signatories and was established through a voluntary industry
initiative, recognized by the government. Signatories pay afeeto join REPA and use its recycling
and recovery system, or they can set up their own collection and re-use system which will bring
them in compliance with the ordinance. The REPA scheme isimplemented through the
establishment of 5 separate not-for-profit companies which are administered by a general
company called Repareistret.

The REPA scheme is actually a voluntary agreement regarding the implementation of compliance
with the existing Ordinance. Enforcement is essentially set by the Ordinance. The Ordinance
requires companies to meet its targets, collect and provide data to the Swedish EPA. The
Ordinance is enforced by the municipalities and the EPA.

The REPA scheme was established by representatives of the sectors affected by the Ordinance.
The move by the industry to establish REPA was motivated by the legal need to comply with the
Ordinance, and the need to control the whole system of collection, re-use and recycling. In
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particular, the pre-REPA system of collection, re-use and recycling was administered by
municipalities, and the firms involved in establishing REPA were concerned about the lack of
control they would have over the cost of establishing alarger system that would be required to
meet the targets.

The REPA was successful in registering companies which accounted for 85% (by weight) of all
packaging used in Sweden. Progress towards targets was mixed: while some targets were
exceeded (reusable glass bottles both for beer and spirits, and corrugated paper), progress
towards many of the targets was negligible (including aluminum and plastics). In the latter cases, a
well developed collection system was not in place prior to the Ordinance, and thus the time line
may be viewed as ambitious.®

It isdifficult to tell whether the establishment of REPA aided in the attainment of the goals of the
Ordinance. The companies involved feel that REPA was a more cost-effective means of meeting
the goals of the Ordinance. However, some aspects of REPA are troubling. For example,
aluminum and steel collection and recycling are done by a single company for one fee, thereby
limiting competition between these two metal's as sources of packaging.

This case study aso highlights the importance of monitoring, enforcement and goal setting in the
ultimate success of voluntary initiatives. In this case the Ordinance guaranteed regulatory action
if goals were not met.**

Declaration of the Implementation of Environmental Policy in the Chemical Industry: The
Netherlands

This declaration---signed by the Association of the Dutch Chemical Industry, 103 individua
companies, and various branches of Dutch local and national governments---provides an
integrated approach to meeting targets set out in the Integrated Environmental Target Plan
(ITEP) for the chemical industry. The ITEP was derived from the National Environmental Policy
Plan (NEPP) and its successor (NEPP Plus) developed by the Federal government and published
in 1989 (1990 respectively), which set out a strategy aimed at achieving sustainable devel opment
by the year 2010.

The NEPP and NEPP Plus contain over 200 quantified targets as part of an integrated
environmental policy program. The two plans cover awide range of industries and are aimed at
sharing the burden across many sectors of society. The ITEP covers many aspects of the chemical
industry and in particular defines targeted reductions (e.g. X% reduction from a base line, usualy

33 Personal communication with the Swedish EPA indicated that the agency was generally satified with industry
performance, and future targets were being revised to reflect the current progress.

34 The above account is taken from the European Environment agency’s 1998 report on the effectiveness of
voluntary environmental agreements, European Environment Agency (1998).
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of 1985) by 1995 with further percentage reductions by 2010, athough the 2010 targets are not
firm and are currently under review.

The declaration was signed by most mgjor Dutch chemical companies. Some foreign chemical
companies operating in the Netherlands (notably US companies) did not sign the declaration, but
appear to be altering their operations so as to meet the targets set out in the declaration. Some
domestic SMEs also did not sign the declaration, but it is estimated that the declaration covers
97% of total emissions from the Dutch chemical industry.

Each signatory of the declaration is required to submit a Company Environmental Plan—which
must be made available to the public---documenting how the company is progressing towards its
targets.®* Also, it is stipulated that signatories must apply best available control technologies.
Once the CEP is accepted, it serves as the basis for the company's operating license and in this
sense serves as a substitute for the traditional operating license which non-signatories are still
required to obtain. The CEP allows the possibility of greater flexibility in operations as long as
targets are met. While corporate progress towards targets is set forth in the environmental plan,
and self-monitoring is therefore used, the companies are still subject to inspection by regulators
who verify the information reported in the CEP.

As of 1997, two years of quantitative data were available. The European Environment Agency
(EEA) claims that tangible progress towards stated goals has been made, and it speculates that
this progress goes beyond what would have been achieved in the business as usual scenario.®
Generaly speaking, the voluntary agreement is seen as a success, granting companies increased
flexibility in their investment planning and consequently inducing costs savings, while at the same
time producing tangible progress towards the stipulated environmental goals. Once again, it is
clear that target setting, monitoring and reporting are critical to program success.

Declaration by German Industry and Trade Associations on Global Warming: Ger many

The declaration by German Industry and Trade Associations signed in 1995 and extended in 1996
pledged a 20% reduction in CO, emissions or specific energy consumption by 2005 (from a 1990
base year) for aggregated industry sectors, with separate targets for each association. Nineteen
trade associations signed the 1996 agreement, along with the Ministries of Economics and the
Environment, and RWI (Rhine-Westphalian Economics Research Institute) in an independent
monitoring role. No individual companies were signatories to the agreement.

3The CEP must be drawn up every 4 years, and must have an 8 year horizon.

* This speculation arises from comparing trendsin chemical reductions before the declaration was implemented
(1985, 1986, 1989, and 1992) with the two years of available data since the declaration was signed. Given the paucity of
data, it is unclear how much environmental improvement can be attributed directly to the declaration.

37 The above account is taken from the European Environment agency’s 1998 report on the effectiveness of
voluntary environmental agreements, European Environment Agency (1998).
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The agreement had its origins in early discussions between the German government and industry
associations representing the electricity, energy and power, and chemicals industries to develop an
agreement to address the climate change problem. The associations represented the main energy
suppliers who had the most to lose if the discussed carbon/energy tax was to be introduced. As
discussions evolved and it became apparent that an agreement could be reached, other parties
were brought in, notably the BDI, an association representing most of German industry. The BDI
was eventually given overall control of the development and negotiation of the voluntary
agreement.

The main motivations for industries to join the voluntary agreement were that signing the
agreement would (1) pre-empt a pending heat and waste ordinance, (2) pre-empt the proposed
carbon/energy tax, and (3) increase their influence over government policy decisions. Government
was interested in entering into the agreement because it wanted an instrument to demonstrate its
commitment to meeting national CO, targets, while at the same time not increasing regulations on
industries already burdened by existing regulation, high energy costs and tax rates (including the
unification tax).

In the original 1995 agreement there was no provision for monitoring and reporting. Following
public criticism, however, the 1996 agreement did include some monitoring initiatives, including
detailed reporting of CO, emissions from fossil fuels (to be verified by the Rw1).%® Other
criticismsinclude: 1) the lack of clarity in the agreement about how intra-industry structural
change (as opposed to actual energy savings initiatives) will contribute to meeting the targets; 2)
the inability to determine how the industry energy saving initiatives differ from those that would
be taken under a business-as-usual approach; 3) the absence of publicly negotiated targets; and 4)
some provisions in the agreement may give associations added influence over government
environmental policy.

Whileit is still too early to develop afull assessment of the voluntary agreement, Jochem and
Eichenhammer (1997) conduct a critical examination of the agreement's targets and are sceptical
whether the targets will induce any special efforts on the part of German industry to reduce CO,
emissions. These authors argue that observed reductions in CO, emissions are instead a result of
two major exogenous devel opments:the collapse of the East German Economy following
reunification (which significantly reduced power consumption in the east), coupled with the fact
that new capital is more energy efficient.®

3 The actudl reports will be derived from calculations of fuel inputs to the power sector (as gathered by statistical
offices) rather than having companies report individually.

39 The above account is taken from the European Environment agency’s 1998 report on the effectiveness of
voluntary environmental agreements, European Environment Agency (1998).
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EPA's Common Sense Initiative (CSl) and Project XL: United States

For years companies have complained that the rigid command-and-control orientation of
environmental regulations discourages innovations that might produce better environmental
performance at lower cost. Furthermore, the piecemeal development of regulatory policy fosters a
lack of coordination across various programs that affect particular industries. The Common Sense
Initiative (CSI) and Project XL, proposed by the Bush and Clinton administrations, respectively,
aim to support companies in achieving superior environmental performance by granting regulatory
“flexibility.”

The CSI was motivated out of a desire to coordinate pollution reduction activities across different
“media’ (land, water and air), and is oriented at the industry level. The pilot phase of the program
involved six industries: auto manufacturing, computers and electronics, iron and steel, metal
finishing and plating, petroleum refining, and printing. A working group was assembled for each
industry, with each group meeting for two-day periods roughly four times per year, usualy in
Washington, DC. It was hoped that the groups would identify opportunities for regulatory reform
and streamlining. Unfortunately, after 16 months of meetings, no regulatory changes have
emerged. “By al accounts, CSl has not yet fulfilled its promise to achieve regulatory reform and
integration primarily because EPA lacks the statutory authority” to conduct programs on a
multi-media basis. (Davies and Mazurek, p. 25.)

Project XL, in contrast to the CSl, is oriented toward individual industrial facilities and their
surrounding communities. To provide regulatory flexibility, the EPA agreed to a policy of
“discretionary enforcement,” under which the agency would not pursue statutory violations at
participating plants in recognition of their ongoing plans to implement improvements. One
significant problem has been that EPA has not been granted legal authority to waive enforcement
of any regulations, leaving participating firms vulnerable to third-party enforcement actions. Asa
result, only three proposals had been granted approval as of January 1998, three years after the
program's inception. The first and perhaps most interesting of the permits appliesto Intel's “Fab
12" plant near Phoenix, Arizona, the company's newest Pentium fabrication facility. The XL
permit allows Intel to make routine changes in production processes without specific
authorization from the EPA, as long as the total emissions of conventional and hazardous
pollutants do not exceed plant-wide caps. Importantly, the caps are more stringent than required
by federal law. The company places great value on XL's regulatory flexibility, for even modest
delays can be extremely costly in the rapidly-evolving computer industry. Whileit istoo early to
assess the effectiveness of the program, its more focused approach may enable it to produce
better results than CSI.*

M cDonalds Waste Reduction Action Plan: United States

9 The above accounts are taken from Davies and Mazurek (1996), and from Boyd, Krupnick, and Mazurek
(1998).



In the late 1980's the McDonalds corporation came under fire for the amount of post-consumer
waste its product packaging created each day. In order to keep its pre-made products warm,
McDonalds used a Styrofoam packaging system referred to as a* clamshell.” This packaging
system came under particular attack from environmental critics when information about the
damaging effects of CFC on the ozone layer were discovered (CFCs were used in the production
of the clamshell packaging system). In 1990, McDonalds U.S.A. formed a task force with the
Environmental Defense Fund (EDF) to:

S Establish ways to reduce, reuse and recycle materials used and wastes generated by the

McDonalds system;

S Provide recommendations consistent with McDonalds' business practices and future
growth; and

S Create amodel approach to waste reduction for other companies to emulate.

In 1991 McDonalds announced a Comprehensive Waste Reduction Action Plan (CWRAP) aimed
at reducing the amount of solid waste the company generated. At the same time the company
announced its decision to abandon the clamshell system. The system was replaced by light
cardboard box packaging and wax paper packaging.

Updated annually the CWARP now contains “over 100 initiatives, pilot projects and tests to
reduce solid waste in al aspects of its business’. McDonalds is heavily involved in recycling and
reuse of both its packaging and shipping products, and also uses recycled construction and
remodeling materials.
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