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Money to burn?
Dec 4th 1997 
From The Economist print edition



Controlling global warming will be expensive. Emissions trading is an intelligent way to lower the cost


LIMITS on the emissions of the “greenhouse gases”, notably carbon dioxide, that have caused the gradual rise in the earth’s temperature are an obvious way to tackle the problem of global warming. But as this week’s meeting of 150 nations in Kyoto, Japan, has made clear, introducing limits is far from straightforward. Witness the fact that while emissions of greenhouse gases are rising fastest in poorer countries, these nations, under the terms of the agreement negotiated so far, do not have to try to curb their output.
The justification for this exemption is that, for poor countries, escaping poverty must come first. Fair enough—except that if poor countries do not reduce their emissions of greenhouse gases, overall emissions worldwide will rise, even if wealthier countries succeed in scaling back the use of coal-burning power plants and petrol-driven cars. Is there a way out of this impasse? Economists think there is: tradeable emissions permits.
Economists, of course, are usually keen on markets. Here, as in many cases, they see possibilities in creating a market where none exists. There is a precedent in America, where a law allowing power companies to trade their right to emit sulphur dioxide has proved highly successful. The government determines what the allowable emissions from each power plant are. Those plants that can clean up cheaply, and thus emit less than allowed, are then free to sell their unused rights to those for whom pollution control would be costly. Overall, this has cut sulphur emissions faster and more cheaply than anyone predicted.
Permit us to pollute
American and European delegates in Kyoto want to explore a similar approach for greenhouse gases, starting with carbon dioxide. Under this concept, each of the 33 countries which must curb emissions would accept a target and a standard for determining how much it is emitting—two items that are basically settled already. Each government could allocate its allowable emissions to different uses. On average, about half of these come from dispersed sources, such as cars and home heating systems, that would be hard to monitor with a permit system (see chart). Each government would divide the remainder of its allowable emissions among the handful of big industries, such as oil refineries and steelworks, that spew out greenhouse gases in large amounts. Allocations would be made annually, and would diminish over time.
	

	

	



On a national basis, emissions trading would be straightforward. An ageing coal-fired power station might conclude that it would be cheaper to buy extra emissions capacity than to switch fuel sources. It finds a nearby power plant that has switched to clean coal and therefore is emitting less than its entitlement. They make a deal. The national emissions targets are still met, just redistributed.
Trading could work across borders as well. Suppose a German coal-fired power station finds that meeting its allocation of emissions is unexpectedly expensive. It might contract to buy the unused emissions of a Russian chemical plant working far below capacity. This leaves some tricky accounting: German emissions will rise, perhaps alarming environmentalists, even though those in Russia will fall. What matters, however, is that global emissions are being limited in a cost-effective way, with the cuts being made where they are cheapest.
A subset of emissions trading is “joint implementation,” in which one country does something that reduces carbon dioxide levels in another country, perhaps replanting a logged-out forest or modernising a smoke-belching smelter, and applies part of that reduction against its own commitments. Many such projects would probably involve poorer countries, because they have more opportunities for inexpensive emissions reduction.
Determining which activities should get credit would not be easy; why give a paper company credit for planting trees, for example, when its business requires it to do so anyhow? But if the details can be worked out, enormous benefits beckon. If poorer nations accept the principle of a full-blown international permit-trading system—which would require overall limits on emissions—it could turn out to be a money-spinner for them. By some, admittedly speculative, estimates, they could receive more money from such a scheme than they now do from aid programmes.
An emissions-trading scheme would have other benefits. The prices at which emissions rights are bought and sold would give policymakers a useful gauge of the cost of emissions reduction. In addition, a trading mechanism offers certainty about how far emissions will be cut, an advantage that the main alternative, taxing carbon, cannot offer.
Nonetheless, the idea of international emissions trading remains controversial. One objection is that it could allow rich countries to avoid taking domestic action to curb greenhouse gases. The answer to that is: so what? Global emissions are still being reduced. Another complaint is that emissions trading does nothing to address emissions from homes or vehicles. This is true, but the implication is simply that different ways of controlling emissions should be adopted for these sources.
The real problems are not theoretical but logistical. America’s sulphur-reduction programme has an enforceable target and a limited number of players. The measurement and monitoring systems are effective. The bureaucracy has resisted pressure to hand out more pollution rights to companies that complain about the difficulty of reducing emissions. All of those things have to happen to make an emissions-trading system work.
But that is an argument for caution, not for whiting the idea out of the environmental picture. America is almost certain to use emissions trading to meet some of whatever obligations it takes on in Kyoto. The European Union has already accepted the principle of variable emissions targets for different countries, and its cross-national institutions would make it easy to trade emissions rights among members. So there is reason to think that global emissions trading might work. And if, in the end, it does not? Little harm would have been done. The risks are negligible, and the potential economic benefits very large. 
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