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The Economics of Reducing Greenhouse Gases.
Can Meaningful Emissions Reductions
Come at Acceptable Costs?

Executive Summary and Introduction

By month’s end, the Department of Energy, in response to a presidentia request, is expected to
announce draft recommendations with regard to a current program that alows companiesto voluntarily
report to the government their “greenhouse gas” emissions. The Energy Department’ s response is
expected to include a recommendation that companies be awvarded transferable emissions credits when
they demondtrate they have made emissions reductions. For policymakers, thisimpending
recommendation necessarily invites a discusson as to whether policies to reduce greenhouse gases are
appropriate —and if so, at what cost.

The appropriateness of any emissions-reduction policy will depend in large part on the scientific
bass for globa warming, yet the scientific case for catastrophic globa warming has not been made.
There are significant unknowns which confound scientists ability to predict the impact of greenhouse gas
emissons on the climate and whether, on balance, they are harmful. This vacuum of knowledge leaves
policymakers with little guidance. Even those who are convinced that continued unregulated emissons of
such greenhouse gases as carbon dioxide and methane would lead to catastrophic climate change must
be certain that the policies they advocate would not do more harm than good.

The Presdent’ s request for recommendations on awarding transferable emissons credits
presumably stems from the belief that emissons trading could be the most cost-effective means to reduce
greenhouse gas emissions. Andysis reveds, however, that this regulatory scheme would prove cost-
effective only under certain conditions, which may not exist in the red world. Under this scheme, the
government would set amandatory cgp on emissions of certain regulated gasesin order to limit emissons
nationwide to a pre-sat maximum within agiven time frame. The government’ s distribution of alowances



to businesses would permit them to emit a certain amount of the regulated gas. These dlowances would
be tradeable (or transferable), meaning any business holding surplus alowances could sl them to
another business that needed them to comply with its emissions standards — or to someone who vaued
them as an investment, or to someone who wanted to take them out of play.

This paper will show that under realistic economic assumptions, emissionstrading is
significantly more costly than the more straightforward option of asmple emissonstax. It dso will
show that so-caled voluntary emissions reduction schemes do nothing to change this assessment, and
come encumbered with their own set of problems. This paper concludes by suggesting that any
emissions-reduction scheme — even the mogt efficient —is unlikely to meaningfully reduce emissons a an
acceptable cost. In other words, there is no economically defensible action to reduce greenhouse
gas emissions.

The Economics of Emissons Trading

Some scientists believe that manmade emissions of greenhouse gases could lead to dangerous
warming of the planet. That hypothesisis still under serious scientific dispute, however.! This paper will
not re-argue the “ shaky science’ issue, but will asmply explore some of the policy options to reduce
greenhouse gas emissions. By so doing, this paper does not endorse in any way the regulation of
greenhouse gases. Aswill be demongtrated, any attempt to reduce greenhouse gases, regardless of
policy choice, would likely result in far greater costs than benefits.

The Emissions Trading Theory

Under emissions trading, the government sets a cap on emissions and digtributes alowances
equd to the amount of the cap to affected entities. At the end of each accounting period, each entity
must hold adlowances equd to itsemissions. Entities holding surplus dlowances as the end of the
accounting period nears would be able to sdll them, and entities that fal short of their compliance
obligations would be gble to purchase them. In aperfectly functioning market, emissions reductions
would occur where abatement costs are lowest.

To seewhy, congder the actions of two firmsin an economy where the government has set acap
on carbon dioxide emissions and employed an emissions trading scheme. Before the mandatory cap was
s, each firm had emitted 120 tons of carbon dioxide per year; under the cap, each is awarded 100
alowances (say, for illustration purposes, that one alowance alows for emitting one ton). Suppose that
over the course of the following year (the accounting period), the market price of emissons alowances
settles at $50 per dlowance. Without dlowance trading, each firm would have to reduce its emissons by
20 tons. With trading, however, each firm has the option of either reducing its emissons or purchasing
emissions alowances on the open market.

1See RPC Policy Paper, “The Shaky Science Behind the Climate Change Sense of the Congress
Resolution,” June 2, 2003.



Suppose that firm ‘A’ can reduce its emissions a a cost below $50 per ton until its emissions
reach 80 tons.2 Suppose that firm ‘B’ cannot reduce its emissions by even one ton at a cost lower than
$50 per ton. The result would be that firm ‘A’ would reduce its emissions to 80 tons and sdll the 20
surplus dlowancesto firm B at $50 per dlowance. Firm ‘A’ would have 80 alowances for its 80 tons of
emissons and firm ‘B’ would have 120 dlowances for its 120 tons of emissions. All the reductions
would take place at firm ‘A’ where the costs are lower, but both firms would have helped pay the cost of
reducing those emissons. Overal, the cost of meeting the government cap would be lower than it would
have been had each firm been forced to reduce its emissions by 20 tons.

Thisishow an emissions trading scheme would work in a perfect market with perfect information
and zero transaction cogts. In practice, however, emissons trading is much more complicated than in
theory, apoint later addressed. Before addressing the practical problems with emissons trading, this
paper will turn to the so-cdled voluntary schemes to show how they will be voluntary only temporarily —
that they will lead to mandatory controls.

“Voluntary” Schemes: “ Credit For Early Action”

Because many policymakers are rightfully concerned about the harmful consequences of
mandatory controls on greenhouse gas emissions, some have proposed so-cdled “voluntary” emissions
reduction schemes. One such proposdl is currently being devised by the Department of Energy (DOE).
On February 14, 2002, President Bush directed the Secretary of Energy to recommend reforms “to
ensure that businesses and individuas that register reductions are not penaized under future climate
policy, and to give transferable credits to companies that can show red emission reductions.”® DOE is
st to rleaseits plan later this month.*

Under this*“voluntary” system, firms can receive credits for reducing emissions even though they
are not required to do so. In other words, for each ton of carbon dioxide a firm voluntarily reduces now,

2Economists call these costs “marginal costs.” In other words, the cost of reducing each additional
(or marginal) ton of carbon dioxide is the marginal cost, or the cost of reducing emissions at the “margin.”
To understand this concept, suppose the cost to firm *A’ of reducing emissions from 120 tons to 119 tons is
$5. Each additional (or marginal) one-ton reduction in emissions is a little more difficult and costs alittle
more than the previous ton reduced. So reducing from 119 tons to 118 may cost $5.10, and so on until the
cost of reducing emissions from 80 to 79 tons is $50. At this point, because the cost to firm ‘A’ of reducing
one more ton of carbon dioxide is equal to the market price of allowances, the firm will stop reducing
emissions. The firm will have 20 surplus allowances acquired at a cost below $50 per allowance, which it
can then sell. Whenever the term “cost” is used in this paper, it refers to “marginal cost.”

SWhite House, “President Announces Clear Skies & Climate Change Initiatives,” February 14, 2002,
http://www.whitehouse.gov/news/rel eases/2002/02/20020214.html.

40f course, there would be no reason to be concerned about being penalized unless a mandatory
program were being considered.



it earns acredit that would become an emissions alowance under any future mandatory-reduction
requirements. Such proposals are often referred to as* credit for early action.” But “early” implies
before something € se —in this case, before mandatory controls. Otherwise, what is gained by a
voluntary program, except a political calculation that a two-step move to mandatory controlsis easier
than going to mandatory immediately?

The problem with these types of schemesisthregfold: 1) they create incentives that would
inexorably lead to mandatory reduction caps (indeed, they presuppose mandatory controls); 2) they
create a zero-sum dynamic where some companies benefit at the expense of everyone ese; and 3) they
regly aren't voluntary at dl.

Creating a Business L obby for Mandatory Caps

The rationde behind the idea of early crediting issmple: it would protect firms that reduce
current emissons from being pendized under afuture emissons cap. Otherwise, companies that
voluntarily reduce emissions for whatever reasorr would face steeper reduction requirements under a
future cap than firmsthat did nothing. Indeed, firms may well increase emissonsin theinterim in order to
raise the basdine from which they would have to make reductions under a future cap.

There is another incentive a work in this calculus, however: the allowances awarded under an
early action credit program would be worthless in the absence of a mandatory cap. In the absence
of acap, there would be no buyers of alowances, and without demand there is no market. Companies
holding alowances potentidly worth millions of dollars would have a huge incentive to lobby for
mandatory controlsin order to redize those gains. The effect of early action crediting, then, would be the
creation of a business |obby for mandatory caps. Indeed, the only rationale for awarding allowances
isas a prelude to mandatory caps.

This consegquence was made clear in several comments submitted during the Department of
Energy’ s rulemaking on early action crediting. The following comment by a representative of the
Indugtria Energy Consumers of America makes the case:

A trandferable credit system is a precursor to emissions trading (cap and trade) and such credits
do not have monetary value without an emissions cap a the company leve. An emissons cap at
the company level would result in energy rationing, distorting energy markets, restraining
economic growth, damaging competitiveness of U.S. manufacturing and accderating the
importation of energy-containing products. . . . If the Administration does not intend to

®Firms might reduce emissions to look “green” or such reductions may occur naturally as firms
increase efficiency to lower costs.



implement an emissions trading system (cap and trade), it should not establish a
transferable credit system (emphasis added).

A spokesman for the National Association of Manufacturers expressed smilar sentiments,
dating, “A formalized emisson-trading program would creste an ingppropriate expectation of future
credit value by implying that a future Congress will establish emission quotas.”’

Thereis nothing inevitable about mandatory caps on greenhouse gas emissions, especidly given
the sgnificant scientific skepticism about globa warming and the efficacy of emissons controls. And 0
there is no overriding need to protect companies that reduce emissons. Besides, neither Congress nor
the adminigtration should be in the business of providing palitica risk insurance for companies aganst
future regulation. In thisingtance, the “insurance” would make inevitable the event it is supposed to
protect against.

Not Voluntary

Although touted as “voluntary,” early action crediting is anything but voluntary. Each credit
awarded pre-regulation is a credit that will be subtracted from the totdl alocation availablein the
mandatory period. If the recipients of early action credits were alowed to use those credits to exceed a
future mandatory cap, it would undermine the environmenta objectives of the cap aswell asthe integrity
of the emissons trading market since the exigting alowances would lose value. In short, if an emissons
trading program is to achieve its objective, there must be gtrict enforcement of the cap.

Creating Winners and Losers

Given this necessity of agtrict cap, any firm that does not “volunteer” to reduce emissions would
be forced to make even heavier reductions later, so firms would fed enormous pressure to participate.
Of course, the biggest losers would be smal businesses who can't afford the necessary investments and
do not have the accounting or engineering expertise to reduce emissons in the early-action period. They
would suffer from the higher costs of energy rationing that would take place under a mandatory cap, and
wouldn't have credits to help offset the costs.

®|ECA Comments on the Department of Energy’ s Greenhouse Gas Reporting Proposal, June 3,
2002. The full public record is available at www.pi.energy.gov/enhancingGHGregistry/; For extensive
excerpts from the public record see Marlo Lewis, Jr., “Money for Nothing, Chits for Free: Excerpts from
the Experts on The Bush Administration’s Greenhouse Gas Crediting Plan,” Competitive Enterprise
Institute, October 16, 2002.

'NAM Comments on the Department of Energy’s Greenhouse Gas Reporting Proposal, June 2,
2002, www.pi.energy.gov/enhancingGHGregistry/; Lewis, October 16, 2002.
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As an example of how some companies will become losers, assume for smplicity’ s sake thet the
economy is made up of just two firms, ‘A’ and ‘B.” Suppose that each firm emits 120 tons of carbon
dioxide and that the government sets a nationwide cap on emissions of 200 tons. Absent early action
crediting, each firm would receive 100 alowances and each firm would reduce its emissions by 20 tons
or meet its target through the emissions trading market as described above,

Now suppose that there was an early action credit program before the imposition of the
mandatory cap in which the government had set aside 20 credits for early emissons reductions. As
noted, each credit awarded under an early action credit scheme must be subtracted from the future
mandatory cap. So awarding early credits reduces the total compliance-period alocation of alowances
to 180 rather than 200. If firm ‘A’ lowered its emissions by 20 tons before the mandatory compliance
period, it would have received 20 early action credits. After the setting of a mandatory cap, firm ‘A’
would aso receive 90 dlowances as part of its dlocation under the cap for atota of 110 alowances.
Firm ‘B’, on the other hand, would only receive atota of 90 alowances®

Instead of having to reduce emissonsto just 100 tons, now firm ‘B’ must reduce emissionsto 90
tons or purchase additiond alowancesfromfirm*‘A’. Firm‘A’, on the other hand, now has 110
alowances, but only emits 100 tons of carbon dioxide. It can either increase its emissons or sl the
aurplus. Either way, one firm gains a the expense of the other.

Early Action Crediting is Simply Mandatory Controls Via the Back Door

Early action crediting schemes are not voluntary a dl. They create an expectation of future
mandatory caps, and companies that can afford to will have little choice but to reduce emissonsto get
credits. Moreover, these companies will then congtitute a lobby that will demand mandatory controls so
that they can turn ther creditsinto cash. Everyone dse will be pendized. Since early action crediting
inexorably leads to mandatory controls, this paper now turnsto an analysis of emissons trading and
emissions taxes under a mandatory cap.

Allowances Versus Taxes

If Congress decided to regulate greenhouse gas emissions using market mechanisms, it could
choose between an emissons tax (a price instrument) or emissons trading (a quantity insrument). Ina
world of complete certainty, ether insrument will lead to the same outcome. For example, if the
government wanted to reduce U.S. carbon dioxide emissons from the present level of 1.6 Gigatons of

8B’ does not reduce emissions in the early action period because of the cost constraints
discussed on page 3.

%For a more economically rigorous discussion of the costs of emissions trading relative to
emissions taxes, the distributional impacts of emissions trading, and of so-called hybrid schemes, see the

Appendix.



carbon (GtC) to 1.2 GtC (the Kyoto target), it could either set atax on emissions (for illustration
purposes, assume a $50-per-ton tax would be necessary to meet that target), or it could cap emissions at
1.2 GtC and digtribute 1.2 hillion tradeable alowances through an auction. The cost of reducing
emissions, which would arise from the auction and trading activity in the emissons market, would
equilibrate a $50 per ton.

When uncertainty is taken into account, however, the codts of reducing emissons are no longer
identical under price and quantity indruments. If the government fixes the per-ton cost of reducing
emissons through an emissons tax, this leads to uncertain emissons levels. If the government fixes the
level of emissions, then the resulting per-ton cogts are uncertain. Uncertainty increases the socid costs of
both types of instruments, but it turns out that the socid costs associated with emissons trading are much
higher than those associated with atax. Indeed, a study by Resources for the Future, which modeled a
greenhouse gas emissons trading market under redistic assumptions and compared it to an emissons tax,
estimated that emissions trading would be about five times costlier than asimple carbon tax.*°

Another way to look at thisisto think about what businesses face under emissions trading versus
atax. Sincethe quantity of emissonsisfixed under emissonstrading, any change, perturbation, or shock
affecting the market for emissons alowances would be reveaed entirely in the price for emissons
alowances, leading to high price voldtility. Asnoted by Yde economist William Nordhaus, with afixed
supply of agood (as would be the case with emissions alowances), the result would be a great dedl of
price volatility and hundreds of hillions of dollarsin losses per year. !

Price valatility would make it difficult for firmsto predict abatement costs, and would disrupt
business planning. Under emissions trading, a firm would want to compare the relative cogts of different
emissons reduction strategies in deciding how to meet its reduction target. If alowance prices are highly
volatile, then the firm would be unable to determine relative cogts, which in some cases would lead to
costly mistakesin business planning. These red-world mistakes would increase the cogts of an emissons
trading program.

Under a carbon tax, by contrast, the per-ton cost of reducing emissonsisfixed at whatever the
tax is set at, and businesses would be able to plan for the future based on predictable costs. Of course,
the resulting level of emissions would be uncertain, but since the net cost of greenhouse gas emissons
appears to be very low (a point addressed later in the paper), that would be preferable to rampant cost
uncertainty.

Owilliam A. Pizer, “Prices vs. Quantities Revisited: The Case of Climate Change,” Resources
for the Future, Discussion Paper 98-02, October 1997; also see Congressional Budget Office, “The
Economics of Climate Change: A Primer,” April 2003, pp. 36-37.

Hwilliam Nordhaus, Presentation at a Resources for the Future's “Wednesday Seminar Series,”
December 18, 1998.



Emissions Trading Under Free Distribution of Allowances

Most emissions trading programs would digtribute alowances through “ grandfathering” —
distributing permits free of charge based on historicad emissons— rather than through a competitive
auction. Thisleadsto an additiond problem with emissons trading programs. The total vaue of
alowances distributed under grandfathering would represent atransfer of wealth from policy winnersto
policy losers. In the hypotheticd example above, that value would be 1.2 billion alowances at $50 per
alowance, or $60 hillion.

As noted by Ontario economist Ross McKitrick, “If emissions are controlled by tradeable
quotas, this creates a new, artificid scarcity in something that hitherto had been free: theright to release
carbon dioxide. Becausethisright is vauable, people are willing to pay to get it. . . . A market will
emerge in which [alowances] are traded and priced out.”*? Allowances represent “anew type of asset,”
sad McKitrick, but the value of these new assets does not represent new wealth.

Where does this wedth currently resde? McKitrick explains “It represents the capitaized vaue
to exigting users of foss| fuels of the right to emit carbon dioxide a no charge. Thisvaueisdready
counted into balance sheets, investment portfolios, collatera for loans, etc. al through the economy. Any
policy that puts a price on carbon dioxide emissions (including free permit digtribution) extracts that
money from its current use and hands it over to the beneficiaries of the policy.”®

In this case, the beneficiaries would be those entities that receive the initid dlocation of free
permits, or what McKitrick dubs the “Carbon Cartel.”'* Indeed, there has dready been aflurry of
lobbying by businesses attempting to make sure they are part of the cartel. Utilities that produce nuclear
power want credits because their nuclear power plants don’t emit greenhouse gases (and never did); the
auminum industry wants credits because it recycles duminum; waste services companies want credits

2Ross McKitrick, “What's Wrong With Regulating Carbon Dioxide Emissions?’ Congressional
Briefing Sponsored by the Cooler Heads Coalition, October 11, 2001.

BMcKitrick, October 11, 2001.

¥t isrelatively easy to determine who would make up the carbon cartel. On June 5, a codlition
of electric utilities, investors and environmentalists called for mandatory caps on carbon emissions
(http://www.ceres.org/newsroom/press/el ectricrecs.htm). The Pew Center’s Business Environmental
Leadership Council, made up of 38 companies, has long advocated “ market-based mechanisms’ to reduce
greenhouse gases. These companies hope to benefit from the massive redistribution of wealth that would
occur from an emissions trading program. Enron, a prominent member of the Pew Center’s Business
Leadership Council, stated in an internal memo that “if implemented, this agreement [Kyoto] will do more
to promote Enron’s business than will almost any other regulatory initiative outside of restructuring of the
energy and natural gas industries in Europe and the United States.... The endorsement of emissions trading
was another victory for us....| predict business opportunities within 18 months....This agreement will be
good for Enron stock (December 1997).”



because they burn garbage; the forest and paper industry wants credits for growing trees, usng co-
generation and biomass fuels to produce energy, and so on. In many cases, companies want credits for
things they would have done anyway in the absence of crediting — leading to such credits being dubbed
“anyway tons"°

The Only Efficient Option: a Carbon Tax (of Zero)

This paper makes clear that, from an economic perspective, if government wants to reduce
greenhouse gas emissions, the most efficient meansis a carbon tax. So what would the “optimal” carbon
tax be? Generdly spesking, the tax on aton of carbon dioxide emitted should be no greater than the
benefit to society of reducing that ton of emissons— or else the cost of reducing emissons would be
greater than the benefit. But the benefits of reducing greenhouse gas emissons, even by as much as 30
percent as required under the Kyoto Protocol, would be at best tiny — suggesting that the tax should be
very smdl. Thisis because sudies have shown that full compliance with Kyoto would only prevent 0.07
degrees Cdsius (0.126 degrees Fahrenheit) of warming over the next 50 years'®, an amount too small to
detect. Asnoted by McKitrick, “The problem with Kyoto-type emisson-reduction plansisthat the
margind costs rise exponentidly and the benefits, if there even are any, rise linearly. So, no matter how
you look at it, carbon dioxide restrictions on even amodest scale use up more socid resources than any
benefits they generate.”’

Moreover, some recent economic studies have found that a doubling of carbon dioxide in the
atmosphere, were it to occur, would actudly be dightly beneficia for the United States ' in terms of
increased GDP — due to increased carbon fertilization, longer growing seasons, increased forest
productivity, lower heating costs, and greater recreationa opportunities. If true, the carbon tax should be
negativel Of course, the benefit found was dight (a 0.2 percent increase in GDP), and given the errors
intring ¢ to such studies, the best anyone can say isthat the net impact is unknown.

Since economists aren't even sure whether globa warming would be harmful or beneficid, it
seems the optimal carbon tax, for the present, would be zero.

L ewis, October 16, 2002.

16Thomas Wigley et a., “The Kyoto Protocol: CO2, CH4, and climate implications;”
Geophysical Research Letters, 25, pp. 2285-2288 (1998).

YMcKitrick, in correspondence to the author, July 2002.

18For areview of the relevant literature see Robert Mendelsohn, “The Greening of Global
Warming,” American Enterprise Institute for Public Policy Research, 1999.
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Concluson

This paper has demondrated that a policy of emissons taxesis more efficient than emissons
trading in reducing greenhouse gases. Emissons trading leads to sgnificant socid costs, wasteful
lobbying, and significant and damaging wedth trandfers. Moreover, given the nature and economics of
reducing greenhouse gases — exponentidly risng costs and linearly rising benefits —there is no policy —
whether it be taxes, emissons trading, or other means—that can achieve meaningful reductions with
acceptable costs.
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Appendix

The Economics of Emissions Trading Versus Emissions Taxes

The following is a detalled explanation of the economics of emissons trading versus emissions
taxes.

$/ton
Demand Curve showing
value of allowances at
each emission level.
$50

Carbon Emissions

12 1.6 GtC
GtC

To illugtrate the point made earlier in this paper — that emissons trading is more costly than
emissons taxes — the above diagram depicts a smple market for the right to emit carbon dioxide. The
hypothetica demand curve (labeed) shows the amount firms would be willing to pay for the right to emit
each quantity of carbon dioxide.

Currently, the U.S. economy emits about 1.6 gigatons of carbon (GtC). Since there are currently
no regulations or taxes on carbon dioxide emissons, the price that emitters have to pay for theright to
emit is zero, represented in the diagram where the demand curve meets the horizontal axis. Given the
demand curve in the diagram, if the government wanted to reduce emissonsfrom 1.6 GtC to 1.2 GtC
(the Kyoto Protocol target), it would have to tax emissions at $50 per ton, or set up a competitive
auction in which companies would end up paying $50 per ton for the right to emit carbon dioxide. Either
way, the outcome would be the same.

Demand is the Unknown Factor

A difference arises between taxes and trading, however, when uncertainty is taken into account.
The uncertainty comes from the fact that the government does't know what the demand curve looks
like. If it is steeper than depicted here, then it would require a higher tax to achieve the same reduction in
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emissons, or the cost of dlowances would be higher under emissonstrading. If the demand curveisless
steep, the opposite would be true.

Because nobody knows what the demand curve in the real world will look like, thisleads to
mistakes in forecasting the outcome of the policy, regardless of whether a price or aquantity control is
chosen. If aprice contral (i.e, tax) isimplemented, there will be errors in forecasting the resulting
quantity of emissons. If aquantity control (i.e., cap) is chosen, there will be errorsin forecasting the
resulting price. These mistakes have socid costs, which must be taken into account when determining the
best way to reduce emissons.

With Demand Unknown, Emissions Trading Will Be More Costly

It turns out that in cases where the demand curve isrelatively steep, meaning that the margind
costs (the cost of reducing an additiona ton of carbon dioxide) increase quickly with each ton of carbon
dioxide reduced (see footnote 2), and where the margina benefits (the benefit of reducing an additiona
ton of carbon dioxide) accumulate relatively dowly, the cost of mistakes associated with choosing an
emissons cap is much larger than the cost of mistakes associated with an emissons tax.

Thisisthe case with globa warming palicies, i.e,, margind codts are increasing quickly compared
to margina benefits, which are essentidly flat. The cost of complying with the Kyoto Protocol, for
example, has been estimated to be in the range of $100 billion to $400 billion per year.’® But full
compliance with Kyoto, as noted above, would have no discernible effect on globa temperatures.

The CBO explains the economics this way:

“Because climate change will result only from the long-term buildup of gases over many years,
incrementa benefits are essentidly flat in any given year; that is, the incrementd benefits of the
millionth ton of carbon reduced are essentidly the same as those of the billionth. In contragt, the
incrementa codts of reducing emissons are likely to rise sharply the more emissions are
condrained. Thus, choosing to drictly limit the quantity of emissons could prove very expensve
compared with the potentia benefits, but choosing to impose atax whose level reflected the
expected benefits probably would not.”?°

Distributional | mpacts of Emissions Trading

The following discussion describes the didtribution impacts of emissons trading under
grandfathering.

®Margot Thorning, “A U.S. Perspective on the Economic Impact of Climate Change
Policy,” Specia Report of the American Council for Capital Formation, December, 2000.

2Congressional Budget Office, April 2003, pg. 37.
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In the emissons-market diagram above, the area under the demand curve, which would extend
al theway up to the verticd axis, representsthe total value of theright to emit 1.6 GtC for free. If the
government sets a cap on emissions a 1.2 GtC or imposes atax of $50 per ton of emissions, some of
that valueislogt and some of it is trandferred from its current use to other uses. Thetriangle labeled A
represents the economic activity that would be permanently lost under an emissons cap. The rectangle
labeled B isthe “scarcity rent.” This represents the transfer of wedlth to policy winners (those who get
theinitid digribution of alowances) from policy losers (everybody dse) that would occur under
emissons trading with grandfathering.
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