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Emissions Trading

A. Denny Ellerman
Center for Energy and Environmental Policy Research
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Institute of Energy Economics of Japan
Tokyo, Japan
January 10, 2001

Agenda

Some categories and definitions

The U.S. Acid Rain Program

Applicability to other pollutants

Fundamental reasons for emissions trading
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Threelnstrumentsfor
Limiting Emissions
* Regulation “Command and Control”

» Taxes on emissions or some proxy

» Tradable Permits *“Cap and Trade’

Two Types of Emissions Trading

Credit Trading

Credit for over-achievement of some specified standard
usable to excuse under-achievement elsewhere

Trading in differences from that standard

Allowance Trading
Trading in limited “rights” from the “bottom up”

No prescribed standard for individual sources
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The U.S. Acid Rain Program

o Legislation in 1990, started in 1995
 Capped electric utility SO, emissions at
50% of 1980s level after phase-in

» National cap “downloaded” as tradable
allowances to emitters

» Emittersrequired to surrender an alowance
for each ton of SO, emissions

Title 1V in Historical Perspective:
Emissions, Caps and Counterfactuals

10 R

million short tons
[e)}

—&—Actual —=—EPA's Forecastof "No Title IV" ===Title IV Emission Limits Counterfactual
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SO, Allowance Prices, 1993-2000:

Evidence of a Market

$250
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$100

$150 o
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$0

Jan-93 Jan-94 Jan-95 Jan-96 Jan-97 Jan-98 Jan-99 Jan-00

—-CF EX EATX/SOPI ® Auction

A Closer Look at the M echanism

» Emittersissued permits < emissions

» Sum of permits equals “cap”

* Must surrender one permit per unit of emissions

* Trading implies no limit for any individual unit,
only for the whole

» Abate emissions until marginal abatement cost
equals cost (or foregone cost) of allowance
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Simplicity O Accountability
O Flexibility
Simple Requirement, No Side Conditions
Requires & Facilitates Strict Accountability

Strict Accountability Permits Total Flexibility

Conseguences and Reactions

Efficient, Decentralized Property Rights System,
But “Rights to Pollute”?
Transformed Regulator...Bank-like clerk

But Removes Administrative Discretion

18
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When isEmissions Trading
Appropriate?

» When the appropriate level of emissionsis
positive.
» When environmental damages of traded

emissions are equivalent or can be made

approximately so.

» When emissions can be measured accurately.

How Applicableto GHGS? Pro

 Location of emissions truly does not matter
» Kyoto Protocol embraces “ caps’

« Ampleinternational tradein other goods

and services

19
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How Applicableto GHGS? Con

» No central government to enforce
— But doesn’t impair other forms of trade
 Allocation of permitsinternationally is
difficult
— historical basisvs. per capita
* Monitoring and GHG equivalencies offer

some challenges, especially for sinks and
some non-CO, GHGs

Outlook for the Kyoto Protocol

» COP®6 hasrevealed less agreement than
suggested by the Kyoto Protocol

» Basic principles are good, but timetables,
targets and expectations for trading were
unrealistic

» Long-term nature of global warming allows
time to build credible limitation regime
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An AlternativeVision

* Individual nations will undertake
(unharmonized) actions that will reduce
GHG emissions as (domestic) consensus
develops

» Value of trading will become quickly
evident, especially to Annex | countries

» Gradual development of international rules
and sanctions, as with other forms of trade

Why the Enthusiasm for
Emissions Trading?

* Repelled by CAC Costs?

» Besotted by Market 1deology?
» Kyoto fad?

o Something More Basic?
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Enabling Trends Favor
Emissions Trading

» Technological Trends
— Emissions Trading is very information intensive
— Information revolution has greatly reduced cost of
monitoring, reporting and processing
» Societal Trends
— Increasing loss of faith in efficacy of government

— Allowance trading is aform of environmental
restructuring

An Appropriate Response to
Emerging Scar city
» Human activity creates new scarcities
» Closest analogy island

» Have evolved decentralized, property rights systems

for allocating land use

« Tradable permits similarly allocate use of the

environment
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Tough IssueisAllocation

 Scarcities imply rents
* Who “owns’ the environment?
o “Squatters’ vs. the “People”

e But...who is the eco-sguatter?

Why Emissions Trading?

» Other aternatives are increasingly
unattractive
— Command-and-control regulation isincurably

inefficient

— Taxes are not so easy to implement

* Emissionstrading remains, and it
corresponds more closely to felt and real
needs
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