
 

Subsidies are usually defined as refunds, positive payments or other economic incentives which are 

offered to individuals or businesses to compensate expenses incurred as a result of environmentally 

friendly behaviour thereby encouraging the continuation of this behaviour (UNEP, 2009). Various types of 

subsidies exist such as grant-based subsidies (e.g. direct funding), financing-based subsidies (e.g. soft loans 

and environmental funds), tax-based subsidies (e.g. tax breaks and credits) and risk-based subsidies (e.g. 

subsidised insurance or reinsurance) (UNEP, 2009). The optimal environmental subsidy is equal to the 

marginal environmental damage at the level of optimal tax (Panayotou, 1994).  

Some subsidies that promote economic development or support specific activities can cause 

environmental damage. These perverse subsidies distort markets thereby creating inefficiencies. Examples 

of perverse subsidies include subsidies to keep energy prices artificially low or subsidies found in the 

fishing and forestry industries. The removal of perverse subsidies therefore provides another important 

tool which may be used to enhance environmentally friendly behaviour or promote natural resource 

protection (UNEP, 2009).  

A number of lessons have been identified for the application of subsidies, particularly in developing 

countries. Subsidies should be selective and should be provided on a temporary basis (Bernstein, 1997). 

They should not be escalated, but instead, phased down over time to create incentives for accelerated 

rather than delayed compliance and should also be tied to a specific environmental outcome rather than 

to a specific technology (Barde, 1994). It is generally acknowledged that the subsidy instrument does not 

fulfil the Polluter Pays Principle (PPP) and is therefore popular with polluters (UNEP, 2009). To overcome 

this challenge, and ensure compatibility with the PPP, subsidies should be financed from charges on 

polluters (Barde, 1994) 

Subsidies are useful where government wishes to protect privately-owned environmental assets, such as 

land, forests and waterways, but does not want to assume full ownership or restrict private use (UNEP, 

2009). Subsidies are also particularly relevant in developing countries as their industry is usually 

dominated by a large number of small, unregistered and dispersed businesses that are difficult to regulate 

and monitor and the administration costs to collect to effluent charges is extremely high (Barde, 1994). 

However, subsidies can present a major drain on public funds and budgets unless they are carefully 

designed as part of a package of revenue-generating instruments that can be used to offset their costs 

(Emerton, 2006). In addition, the removal of perverse subsidies is often politically complicated as subsidies 

often go to powerful vested interests (UNEP, 2009). Subsidies in combination with other price-based 

instruments can be effective in encouraging and controlling natural resources management (UNEP, 2009).  
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Exploitation of firewood and charcoal for cooking fuels has resulted in extensive deforestation in Eritrea. To persuade 

people to change their energy consumption patterns and consume less fuelwood, Government has implemented a 

series of fiscal reforms in the energy sector which aim to make fuelwood and associated cooking technologies relatively 

more expensive to users. These reforms include subsidies on kerosene, the promotion of energy efficient fuelwood 

stoves and reducing duties on imported solar equipment.  

Source:  Emerton, L. 2000. Using economic incentives for biodiversity conservation. IUCN. 
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China’s Sloping Land Conversion Program (SLCP) is the largest land retirement program in the developing world and 

aimed to convert 14.67 million hectares of cropland to forests by 2010. Subsidies form a major component of the 

program and include both in cash and in kind. The program stipulates that farmers who convert degraded and 

highly sloping cropland back to “ecological forests” (namely timber producing forests), “economic forests” (e.g. 

orchards), or grasslands will be compensated with 1) an annual in-kind subsidy of grain, 2) a cash subsidy, and 3) 

free seedlings, provided to the farmer at the beginning of the planting period. The grain subsidies vary between 

regions while the cash subsidy is set at RMB 300/ha of eligible land (US$36/ha) per year. Both grain and cash 

subsidies are for 8 years if ecological forests are planted and for 5 years or 2 years if economic forests or grasses are 

planted, respectively. Although program payments are quite generous, even by international standards, there is 

some debate as to whether or not the program has benefited participants in the short term. It is suggested that 

compensation standards are below the net income of enrolled plots for many participants and there is evidence of 

significant shortfalls in subsidies actually delivered. These difficulties have largely been attributed to problems with 

program design and implementation. 

Source:  Bennett, M. T. and Xub, J. 2005. China’s Sloping Land Conversion Program: Institutional Innovation or Business as Usual? ZEF-

CIFOR workshop: Payments for environmental services in developed and developing countries, Titisee, Germany. 
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The unsustainable use of water, particularly groundwater, is a major challenge in Mexico. As of 2008, water 

abstraction from 104 of the aquifers in the country was estimated to be 200% of the average recharge. This led to a 

significant drop in water table levels causing saline intrusion and the presence of heavy metals in some cases. The 

situation is particularly concerning as almost all cities in Mexico draw their water from these groundwater resources. 

Agriculture accounts for some 70% of water consumption in the country. A major contributor to the excess demand 

for water in this sector is the setting of electricity tariffs at highly subsidized levels. The average cost of electricity 

generation and transmission is US$1.13 per kWh however farmers who have concessions pay only between US$0.02 

and US$0.03 for each kilowatt-hour (kWh) they use. In 2008, this implicit subsidy cost the government more than 

US$640 million. 

Source: Sinnott, E., Nash, J. and de la Torre, A. 2010. Natural Resources in Latin America and the Carribean: Beyond Booms and Busts. The 

World Bank, Washington, D.C.  


