Brazil

The ICMS Ecologico

Environmental criteria have been incorporated into the ways in which revenue is distributed to municipalities.

Only 7% of Brazil’s original area of Atlantic forest remains, and, according to government statistics, the average annual deforestation rate in the Brazilian Amazon during the 1990s was about 7,000 square miles per year. Logging, slash and burn agriculture, soybean farming and cattle ranching are among the most acute causes of deforestation.

Municipal protected areas have a vital role to play in managing the forest. However, the benefits from the protection of Brazil’s forests are regional and global. The way in which revenue is allocated to municipal governments provides disincentives to the establishment of protected areas. In particular, a very important source of municipal revenue comes through a sales tax, the ICMS. The ICMS is collected at the state (provincial) level, out of which 25% is reallocated back to municipal governments, largely on the basis of the level of economic activity in that municipality. As a consequence, the presence or establishment of protected areas within a municipality that has the effect of decreasing the level of economic activity results in lower revenues being allocated to that municipality, whatever wider benefits may result from improved forest protection.

While 75% of the ICMS revenue allocated back to municipalities is calculated on the basis of economic activity, a range of criteria specified politically by state governments determine the distribution of the remainder. Typical categories include population, geography and the extent of primary agricultural production. However, in 1992, the state of Parana introduced an ecological criterion into the distribution of the ICMS. An amount (2.5%) of the ICMS revenue would be divided between those municipalities with protected areas. This would provide compensation for lost municipal revenue. It was also hoped it would provide an incentive to increase the number of protected areas.

WWF have worked with other states in Brazil to explore the possibilities for the expansion of the ICMS Ecologico, as it has come to be known. In addition to promoting the adoption of the ICMS Ecologico, WWF has worked with states to provide technical assistance and publicity around the introduction of the ICMS Ecologico.

In Brazil, 11 provincial states have now adopted the ICMS Ecologico. In these states, from 1-6% of the municipal share of the ICMS is allocated to municipalities according to ecological criteria, and a range of criteria have been introduced in different states in addition to protected area size and management quality, including watershed protection functions. Although the announcement by the government of Brazil that it may replace the ICMS as part of a major review of tax policies initially caused concerns among environmental NGOs, the experience of the ICMS is being used as a strong basis for the promotion of ecological principles in any new taxation system.

Payments from the ICMS Ecologico have provided significant income to municipalities. In Parana, for example, around US$200 million was redistributed under the scheme between 1992 and 2001, while US$60 million was redistributed in the state of Minas Gerais over the same period. While it is not possible to distinguish how this revenue has been spent from the rest of the revenue distributed under the ICMS, the incentive effect is already apparent in states such as Parana and Minas Gerais where the scheme has been in place for a number of years. While clear biodiversity gains as a result of the introduction of the scheme may not always be easily demonstrable in all states, in many municipalities the introduction of the ICMS Ecologico has changed attitudes to protected areas.

· Monitoring of protected area quality and management standards is needed as a supplement to a simple measure of protected area size. Some states have implemented such an approach, but in others protected areas exist more on paper than in reality on the ground.

· Changes in revenue-sharing create losers and winners and this can have knockon effects, even impacting negatively on municipalities with important protected areas.

· The signing of formalised agreements between WWF and the implementing states was important in clarifying and establishing the role that WWF would play in publicising the scheme.
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This case illustrates a payment for environmental services scheme based on the distribution of a percentage of states’ sales tax.

Background

The ICMS Ecológico is a tax revenue–sharing scheme between different levels of government in Brazil (Brazil has 26 states, each with revenue-raising powers), designed to promote the conservation and management of protected areas. The ICMS (which stands for tax on circulation of goods and services) operates at the state level in Brazil and is an important source of revenue for local governments. The Federal Constitution of 1988 stipulates that 25 percent of the revenue raised by the ICMS should be allocated by the state government to the local governments. A further requirement of the Constitution is that 75 percent of the total passed on to local governments should be allocated according to the amount of value-added generated by each county. The state governments have the authority to set distribution criteria for the remaining 25 percent. Typically, the state governments have used criteria based on population, geographical area, and primary production. In 1992, the state of Paraná introduced an ecological criterion based on the area of land subject to protection. This was in response to pressure exerted by the mayors of certain counties that had large protected areas and watershed protection areas within their territories.

They argued that they were losing out on the allocation of the ICMS revenue since so much of it depended on the amount of value-added generated and their counties were hampered by land use restrictions that limited the scope for developing activities and generating value-added. The new system in Paraná became popularly known as the ICMS Ecológico. Other states observed Paraná’s experience with this new approach and decided to introduce similar systems. By 1997, three more states—Rondonia, Minas Gerais, and São Paulo—had introduced the ICMS Ecológico. At this time WWF-Brazil began a campaign to promote the benefits of the program to other states. By 2002, another seven states had adopted this approach.

Financial arrangements

While the major motivating factor for the introduction of the ICMS Ecológico was the need to compensate counties subject to land use restrictions, it was envisaged that it could also act as an incentive for increasing the area of land set aside for protection and improving its management.

The share of ICMS revenue for each county is calculated by a consolidated index, which adds up the scores of that county for each criterion, with the relevant weight applied. The ecological index for each county is based on the total area set aside for protection in relation to the total area of the county. To be included in the calculation of the index the protected areas have to be registered and legally defined. Protected areas can be designated at federal, state, or county level. This is important since federal and state governments had previously designated the majority of protected areas and until ICMS local authorities had no strong incentives to do so. In Rondonia, for example, as much as 36 percent of the land area was subject to some sort of protection in 1997—and only 0.01 percent of this protected area had been designated by local governments.

In most of the states that have implemented the ICMS Ecológico the emphasis in revenue allocation is on the amount of protected land area. Some states such as Minas Gerais take into account the degree of land use restriction by using weighting factors. Paraná has gone further and introduced a system for evaluating the quality of management of protected areas. This addresses concerns expressed in the initial years of the scheme about a proliferation of "paper" parks. The assessment of management quality affects the overall score/ecological index for the county and, if necessary, protected areas that are not being adequately managed can be disqualified and removed from the register. Various types of protected areas qualify: those that involve indirect use or have considerable land use restrictions (e.g., biological reserves, ecological stations, and parks) as well as those involving direct use (such as indigenous areas, extractive reserves, and sustainably managed forests). In some states such as Minas Gerais, the latter categories are given lower weight in the calculation of the index to reflect the extent of land use restriction. Thus an ecological research station has a weighting factor of 1 while an indigenous reserve has a factor of 0.5. Privately owned protected areas also qualify although any ICMS revenue associated with them accrues to the local government and not to the owner of the land.

Project lessons

Early evaluations of the ICMS Ecológico emphasized the impact on attitudes and environmental awareness. Instead of regarding protected areas as an obstacle to development, local governments were starting to see them as an opportunity to raise revenue (Grieg-Gran 2000).

Later evaluations have been able to examine trends in the area designated for protection. In Paraná the area subject to protection grew by 165 percent between 1992 and 2000 (May et al. 2002). In Minas Gerais there was an increase of 65.4 percent in the first five years of the program, but some of this can be attributed to efforts made by municipalities to formalize conservation areas that had not been legally registered.

In both states, and particularly in Paraná, there has been a large increase in the amount of area of private land designated for protection, reflecting efforts made by the state governments to promote this approach through formal recognition in the legislation and more general promotion activities (May et al. 2002).

However, there has been little assessment that goes beyond statistics to look more in depth at the impact on biodiversity in protected areas. WWF-Brazil is promoting the idea of more systematic monitoring of the impact of the ICMS Ecológico, starting in two pilot states.

While the ICMS Ecológico was introduced to compensate municipalities for the loss of tax revenue from the use of land for conservation, it seems likely that it would also have a positive social impact. However, this tax is not an additional revenue; it is merely a redistribution of tax resulting from a change in allocation criteria. The inclusion of a new criterion implies that the weight given to one or several previously existing criterion have to be reduced. The net effect of these changes may favorably or unfavorably affect the poorest countries. An evaluation of the scheme (Grieg-Gran 2000) found that 40 percent of the counties with protected areas in Rondonia were worse-off in terms of tax revenue after the introduction of the ICMS Ecológico. The evaluation also found that the counties that lost out from the introduction of the ICMS Ecológico tended to be the poorer ones. As a group, the counties that did not benefit from the program had a lower level of value-added per capita prior to its introduction than the counties that benefited from it. Some counties with very large proportions of their territory set aside for conservation, however, experienced dramatic increases in revenue after the introduction of the ICMS Ecológico. In the state of Minas Gerais, the county of Marlieria experienced an increase in its share of ICMS revenues over 2,000 percent between 1995 and 1998 (Grieg-Gran 2000). In Paraná, the county of São Jorge do Patrocinio, which has 52 percent of its territory dedicated to conservation, derived 17.6 percent of its budget from the ICMS Ecológico in 1998 (May et al. 2002).

Much depends also on how the local governments use any additional revenue generated and the extent to which this expenditure favors the communities most closely involved with the conservation units. Paraná provides both positive and negative examples. In the faxinais (common property forest resources), efforts have been made to use the money to improve the living standards of the communities concerned through expenditure on health and education services and road maintenance. In counties where many of the new protected areas have been created by private landowners, the attempt by local authorities to create incentives such as drainage improvement and road maintenance and access improvement has led to complaints that public money is being used to benefit just a few large landowners (May et al. 2002).

Future of the program

There is concern in Brazil that as governments set the revenue-sharing criteria, the system may fall victim to changes in political priorities following a change in government. More specifically, counties cannot know exactly how much they will receive as a result of creating a protected area since their benefit depends partly on what the other counties in the state are doing and the extent to which they are also creating additional protected areas. From the outset there has been concern that the incentive effect of the ICMS Ecológico will become diluted as numerous local governments respond to it and designate more conservation areas. Some counties—for example, Alto Caparão in Minas Gerais—have seen their ICMS Ecológico transfers decline over time because of actions taken by other local governments (May et al. 2002).

From a project developer's point of view, the ICMS Ecológico is not an ideal mechanism to fund specific conservation projects directly or in their initial stages. This is because local governments are not obliged to spend the revenue generated by the ICMS Ecológico on conservation activities—although the state of Paraná has entered into agreements for this purpose with some counties. Nor can the local authorities estimate with any great certainty how much they will receive as a result of a specific conservation action. Their share of the ICMS Ecológico transfers depends both on the actions taken by other local governments and on the amount of tax revenue collected across the state. But the ICMS Ecológico does have the advantage of stimulating political support at the local level for conservation. It can also strengthen community support for conservation areas where the revenue generated is perceived as being used by local governments for activities beneficial to them (May et al. 2002). The ICMS Ecológico should therefore be seen as a complement to other more direct sources of funding.

The program has developed in a specific political context, a federal country where subnational governments have revenue-raising powers and a constitutional requirement to share certain types of tax revenue with lower levels of government. However, most countries, whether they have a federal government or not, have systems for fiscal transfer between central and local governments often involving complex criteria and formulas for allocation. With the increasing emphasis on political decentralization and the decentralization of natural resource management, there is significant potential for adopting approaches that are similar to the ICMS Ecológico in other countries.
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