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Abstract

We discuss the environmental policy in a federal state (i.e. a central go-
vernment with a number of autonomous jurisdictions). We start by explaining the 
rationale behind decentralization. Further, we develop three interactions caused 
by decentralized policy. First, pollution may show spillovers to other jurisdictions 
(i.e. transboundary pollution). If the jurisdictions do not manage to cooperate, they 
have not enough incentives to optimally solve the environmental problem.

Second, the jurisdictions use the environment to compete for capital, fi rms 
and investment. This competition may be detrimental for an effi cient environmental 
policy, and lead to a “race-to-the-bottom”.

Finally, the environmental policy infl uences the tax bases of all government 
levels. Hence, environmental policy affects the budgets of all government levels. 
Environmental policy in a federal state causes vertical tax externalities.
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