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ABSTRACT 

 
The notion of using Pigouvian taxes as a corrective mechanism for environmental externalities, 
has been one of the most enduring and fundamental principles in environmental economics.  
What has been largely ignored by economists till recently, however, is that these taxes (like any 
other tax) will generate revenue.  Thus, while they are not primarily a revenue instrument, 
Pigouvian taxes are of potential interest to fiscal experts. 
 
In theory these taxes are set equal to the marginal social damage so as to internalise the social 
costs.  However, this is no longer the case if the revenue generating aspect of these taxes is taken 
into consideration, as well as the fact that these taxes can be used in lieu of other distortionary 
taxes to reduce the deadweight loss of the tax system.  In this situation an environmental tax can 
be higher, lower, or identical to a pure Pigouvian tax, depending on the tax elasticity.  Thus, 
there is no a priori reason that incorporation of revenue objectives will lead to environmental tax 
rates being set too low. 
 
In practice, environmental taxes have been primarily used in OECD countries where the major 
motivation has been to raise revenues, usually for activities related to environmental protection.   
In the Indian context, environmental taxes (broadly defined to include energy) have considerable 
revenue potential.  In particular, it has been estimated that removal of energy subsidies in India 
could yield considerable additional revenue. 
  
While there are no genuine Pigouvian taxes in India at present, there is considerable potential for 
introducing them particularly for industrial pollution (water and air), as well as transport-related 
pollution.  In this context, this paper estimates the revenue potential of such taxes for selected 
industries, using net value added for industries classified as "dirty" by the Central Pollution 
Control Board (CPCB) and their fuel consumption.  These figures provide an approximate 
magnitude of the tax base for a presumptive Pigouvian tax on these industries.  A tax levied on 
these industries at the rate of 1 percent of fuel consumed or value added would, ceteris paribus, 
yield considerable revenue. 
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