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Does Environmental Regulation Cause Pollution to Transfer Nearby?

Shen Kunrong® Jin Gang" and Fang Xian"

(a: Nanjing University; b: Fudan University)

Summary: The cause of the environmental governance failure in China has always been a hot issue. Many studies argue
that environmental standards set by the central government cannot always be fully implemented by local governments under
the mechanism of fiscal decentralization and political centralization ( Wang et al. 2003) . However although some
developed regions have strengthened their environmental regulation serious pollution remains a problem throughout the
country. This study examines micro enterprises” location decisions and pollution spillover to explore common environmental
problems in China and provides inspiration for further environmental policies.

When the areas in which enterprises are located strengthen environmental regulations enterprises seek to upgrade
production or pollution control technologies to reduce the cost of pollution abatement. However if there is a significant
difference in regional regulatory levels enterprises could instead reduce costs by moving to areas with more relaxed
environmental regulations ( Becker and Henderson 2000; List et al. 2003; Keller and Levinson 2002) . Furthermore
due to interactions between local market effects and migration costs enterprises often tend to transfer nearby. Thus
tightened environmental regulation in some regions may lead to increased pollution in others.

This paper suggests that this nearby diversion effect of pollution caused the failure of the central governments
environmental policy in the long run. The transfer of pollution to less developed areas means that a reduction in one region
could lead to an increase in another and because less developed regions have relaxed regulation pollution reduction on a
regional level could thus actually increase overall national pollution. The transfer of pollution does not reduce the threat to
environmental carrying capacity as pollutants are still discharged in the population and economic agglomeration areas and
still affect regions that have strengthened their environmental regulation.

We collect data from the Chinese Urban Yearbook and the Institute of Public & Environmental Affairs. Based on the
spatial lag of X model ( SLX) we identify the causal relationship between neighboring environmental regulation and local
pollution discharge. To solve the endogenous problem of environmental regulation the air circulation coefficient is used as
the instrumental variable. Moreover we examine three other topics: the spatial-temporal characteristics of the near—
diversion effect of pollution the mechanism of the near-diversion effect of pollution and the heterogeneity of the mechanism.

The results indicate several points. ( 1) A lack of coordination between local governments does cause a nearby
diversion of pollution which is mainly shown in cities within a 150 km radius. In recent years pollution has been
increasingly transferred to nearby regions. (2) Pollution transferred nearby not only increases the scale of the polluting
industry but also changes the pollution level of industrial structures. Although the exit barrier of pollution-intensive
enterprises has helped to weaken the near-diversion effect of pollution we find no evidence that state-owned property rights
of enterprises mitigate the effect. (3) Although environmental regulation can reduce local pollution emissions it seeks only
the decontamination of industrial structures rather than upgrades to production or pollution control technology.

This paper provides a new perspective for understanding China’s inefficient environmental policy. The central
government must strengthen environment constraints on local governments truly challenge the worship of GDP and
encourage local governments to seek consensus on environmental governance. It is also necessary to further optimize the
structure of urban agglomeration maximize returns of scale optimize division and avoid homogeneity in city sizes.

Key Words: Environmental Regulation; Pollution Nearby Transferring; Polluted Industrial Structure; Spatial Lag of
X Model
JEL Classification: C12 H70 QS8
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