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Environmental Taxes and Global
Sourcing

Chelsea C. Lin" and Pei-Lin Chen™

Abstract

This paper applies a North-South framework to investigate the organizational choices of
the North final good producer in the presence of environmental taxes. The final good is
developed in the North, and the intermediate polluting input can be produced in the North as
standard vertical integration, produced in the South as FDI, outsourced from the North or
outsourced from the South. The production of intermediate polluting input will be charged an
environme-ntal tax. When the environmental tax is higher in the North, the final good
producer's sourcing choices mainly depend on the contract cost. When the contract cost is high,
the North final good producer tends to keep the production of the intermediate input within its
boundary as standard vertical integration or FDI. The location of production is influenced by
the environ-mental tax. In contrast to the pollution haven hypothesis, we find that the North
final good producer would produce in the South (North) when the environmental tax is
relatively low (high). Moreover, our results show that the North final good producer would be

more likely to outsource when the international difference in the environmental policies is
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relatively high. This paper provides a theoretical explanation on why the empirical support for

the pollution haven hypothesis is weak.

Keywords: Outsourcing, FDI, Environmental Policy, Pollution Tax, Pollution Haven
Hypothesis
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