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Abstract. In their seminal 1971 paper, W. J. Baumol and W. E. Oates analyzed
effluent charges and ‘command and control’ regarding their ability to attain a given
standard of environmental quality at minimum cost. In the subsequent literature,
transferable discharge permits (TDPs) have been added to the portfolio of standard
oriented environmental policy instruments. We place these instruments in a dynamic
context. Here, cost minimization is defined in an intertemporal setting allowing for
induced technical change. It turns out that the relative performance of alternative policy
instruments regarding their ‘dynamic cost-effectiveness’ crucially depends on the
information available to the involved agents. Under adverse informational conditions,
only a TDP system with future markets is dynamically cost-effective.
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1. INTRODUCTION

Traditionally, the economic theory of environmental policy has followed the
Leitbild of internalizing externalities: external effects destroy the social
optimality property of a competitive market system. Applying strategies of
internalization (e.g. Pigouvian taxes), the policy-maker may restore the social
optimality of private equilibria.

In their seminal 1971 contribution, W. J. Baumol and W. E. Oates propose a
somewhat more modest approach: due to the obvious difficulties in assessing

r 2009 The Authors
Journal Compilation r Verein für Socialpolitik and Blackwell Publishing Ltd. 2009, 9600 Garsington Road,
Oxford OX4 2DQ, UK and 350 Main Street, Malden, MA 02148, USA.

German Economic Review 11(1): 86–107

Rechteck




