
W
ith worldwide acceptance of the connection between
increasing accumulations of greenhouse gases (GHG)
in the atmosphere and global climate change, many

governments are moving to regulate GHG emissions through
systems of economic incentives. The discharge of carbon
dioxide (CO2) into the air has traditionally been regarded by
economists and accountants as an ‘externality’, a use of the
‘commons’, and having no cost. Now it is very rapidly being
priced and in many parts of the world is regarded as a
significant factor in the cost of carrying on business and other
everyday activities. 

Driven by targets established in the Kyoto protocol, most
major industrial countries have considered the taxation of
carbon dioxide and equivalent emissions as an incentive to
reduce them. 

As an alternative, governments have considered the
establishment of strict limits, or caps, on industrial emissions,
combined with market-based systems whereby permits to emit
GHGs may be traded to encourage the adoption of technology
which would reduce emissions. The latter are known as ‘cap-&-
trade’ systems. (A ‘permit’ may be regarded as a government
authorization to discharge one tonne of CO2 into the air.)

Even in the United States, the only industrialized country
not to have adopted the Kyoto Protocol, where the national
government has opposed b0th carbon tax and cap-&-trade on
the basis that the cost to the US economy would be too great, a
number of states have initiated studies of various GHG taxation
and cap & trade alternatives.

The taxation of GHG emissions, even accompanied by
reductions in other taxes (‘tax shifting’) has met with little
political approval in most nations, despite its transparency and
simplicity. Current capitalist ideology favours the market-based
‘cap-&-trade’ approach. (BC is unique in simultaneously
introducing both.)

The Cap-&-Trade ‘Horse Trading’
System

The principle of such a system is that each emitting operation
has a limited number of permits to emit CO2 in a given period,
enough to meet its ‘cap’. Should it be able to reduce its
emissions, by whatever means, it is free to sell the permits it
does not need to other operations which find it more expensive
to reduce their emissions (the ‘trade’). 

Naturally, if the cost of reducing its emissions is less than
the price at which it can sell its extra permits for, the operation
will reduce its emissions. On the other hand, a permit buyer
will purchase permits if their cost to him is less than it would

cost him to reduce his emissions. 
If actual emissions exceed those permitted in a given period,

government may fine or otherwise penalize the organization.
Thus permits have value; they are, in fact, a new form of
commodity.

The overall result for the atmospheric commons is that
those emissions which are least expensive to reduce are
reduced. But the net cost of GHG reduction becomes part of the
cost of whatever product the organization produces. In the end,
the customer pays the cost of reducing greenhouse gas
emissions. It’s no longer an ‘externality’.

A New and Financially Significant
Market

As ‘cap-&-trade’ takes hold, it is becoming clear that the market
for emission permits has the potential to be as large and
financially significant as markets for equity or debt, or for
energy and raw materials, and equally important as a driver for
business and national economic decisionmaking. Like any such
market operating in the currencies of the day, it is also
vulnerable to fraud, manipulation, the development of obscure
derivatives, and the ingenuity of corporations, speculators, and
brokers. It may also have, as some economists have pointed
out, the uncertainty and volatility of a market which has
established firm limits on the quantity of product (permits to
emit GHGs)  available at any given time.

The Role of Government
But because the market has, at its core, the pursuit of a public
objective through use of a public commons–the
atmosphere–there is a particularly strong argument for strict
government supervision of the market.

Government sets the ‘cap’ for each organization for each
compliance period, and must have reliable information on the
actual emissions produced, and the permits used or traded.
Government may also set an initial price for each permit, or
may issue them for free, or may auction them, or some
combination of these methods. However they are distributed,
there are available a limited number of permits, adding up to
an overall ‘cap’ for an industry, an area, or a state.

The involvement of government introduces a whole new
range of possibilities for market distortion, ranging from
administrative incompetence to political interference. One
illustration of this is the crash of the European Union’s market
early in its life because ‘well-connected’ industries persuaded
governments to issue them more permits than they needed. 

Nevertheless, learning from this experience, a second
generation of government-supervised, market-based ‘cap-&-
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trade’ systems is being designed. Not only will such systems
keep complete records of permits and trading, but they will also
be able to certify the integrity of emissions measurements.

It has been said that carbon taxation results in predictable
costs, but unpredictable total emission reductions. On the other

hand, ‘cap-&-trade’ results in predictable emission reductions,
but its costs may be difficult to predict. 0

In our next edition, look for Patrick’s analysis of the BC
government’s moves on carbon tax and cap-and -trade.
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