Trading away global warming

A number of high profile climate conferences (UN climate change convention in Buenos Aires (Dec. 2004) and the UK climate change conference in Exeter (Feb. 2005) (see also and also) have further raised the profile of global warming, related environmental issues and the role of the Kyoto protocol. The Exeter conference has been told that we may have underestimated the speed at which the polar ice caps are melting and it is thought that over 13,000 sq. km of sea ice in the Antarctic Peninsula has been lost over the last 50 years. Under the Kyoto protocol industrialised countries have committed to cut their combined emissions to 5% below 1990 levels by 2008 – 2012. Each country that signed the protocol agreed to its own specific target. EU countries are expected to cut their emissions by 8% and Japan by 5%. Some countries with low emissions were permitted to increase them.

Governments around the world are now looking at ways to achieve these emissions reductions and some have turned to market-based solutions proposed by economists and set up emissions trading schemes. One of the first emissions trading exchanges was the Chicago Climate Exchange (CCX). This exchange, the brainchild of Richard Sandor, a former economist with the Chicago Board of Trade, was set up in early 2003. The aims are relatively modest with small reductions in emissions each year. However, the exchange is unique in that it is born from private initiatives and is completely independent from government. The CCX project was developed by 28 large companies, including Ford, DuPont and BP America, along with the cities of Chicago and Mexico City, a group that emits 700m tonnes of carbon dioxide each year – more than the whole of the UK.

Other exchanges have also been set up, but perhaps the biggest initiative was the setting up of the EU’s carbon dioxide emissions trading scheme (ETS) (see also). The ETS was set up on January 1st 2005 and the first deal took place three days later between Shell and the mining group BHP Billiton when 5000 tonnes of CO2 emissions were traded at £5.80 per tonne. 

One of the main economic principles behind creating emissions markets is the Coase Theorem. That says that in the absence of transaction costs, the parties involved can bargain their way to a mutually beneficial outcome. The problem is that generally transaction costs are not zero, but can in many instances be quite high and this may prevent a mutually beneficial outcome occurring. Emissions markets can be a powerful way to help reduce transaction costs.

The markets also help to define and establish property rights. Companies are given the ‘right’ to a certain amount of emissions. If they do not use all that entitlement, they can sell it to others. This gives a value to the emissions rights and the firm therefore has a market-based incentive to reduce emissions. Transaction costs are reduced and a mutually beneficial outcome is more likely. Governments can also use the emissions rights as a ‘lever’ to try to change company behaviour.

Many campaigners have argued that the CO2 emissions limits set under the new scheme are far too generous and the environmental impact will therefore be minimal given the scale of the problem. The Kyoto protocol has also suffered with the USA refusing to sign up to the agreement, although it is hoped that the ratification of the protocol by Russia will help provide a greater impetus to ensure that the targets agreed are met.

The 
 HYPERLINK "http://www.defra.gov.uk/environment/climatechange/02.htm" 

UK has agreed
 to aim to cut CO2 emissions by 12.5% from 1990 levels by 2010 under the terms of the protocol, but the government has set a self-imposed target reduction of 20%. It has recently admitted, however, that it may struggle to achieve this. But with emissions already down 14% overall from their 1990 levels, at least the government seems fairly certain to achieve the Kyoto targets, if not its own.

The EU also is said to be on target to achieve the overall target reduction of 8.6%. However, this overall figure disguises a very disparate performance across Europe. Many of the new members of the EU have reduced emissions significantly (around 9% on average), though much of this is due to the closing down of old heavily polluting industries which have not survived under the new market trading conditions.  However, in Spain and Portugal emissions have risen by 33% and 36% respectively since 1990. Campaigners argue that the excessively generous carbon allowances will mean prices on the new exchanges are artificially low and the true environmental impact will be lower than it should be.

Most governments face some difficult decisions as they aim to tackle carbon emissions. Much of the growth in emissions comes from the private consumer sector in areas such as transport, and tackling that is politically much more challenging than tackling business emissions. Indeed, the CBI say that too many environmental campaigners blame business for the problem, while it is business that has contributed the most to reducing emissions!

The environment and environmental policy is an important area of economic theory and major example of market failure. The presence of external costs from pollution and emissions will lead to the marginal social cost of production being higher than the marginal private cost. As a result, without government intervention, there will be overproduction in the market and a less than socially optimal outcome. Emissions trading markets are one form of intervention. Others could include the use of green taxes or rules and regulations.
Want to find out more?

For more information on the economics of the environment have a look at section 12.1 (page 320) in Economics (5th ed.), the case study in Box 12.1 (page 326) on green taxes and the case study in Box 12.2 (page 330) on the Kyoto protocol.

In Essentials of Economics (3rd ed.), section 6.8 looks at ‘The environment: a case study in market failure’, while Boxes 6.4 and 6.5 look at green taxes and urban traffic congestion in Singapore respectively.

In Economics for Business (3rd ed.), section 20.2 examines market failures in general, while section 22.1 focuses specifically on environmental policy and section 22.2 on transport policy.

In The Economic Environment of Business, section 8.1 looks at market failures in general and section 8.2 looks at environmental policy.
For articles related the environment and environmental policy see News Item 6 in the January 2004 edition, News Item 7 in the September 2004 edition, News Item 8 in the October 2004 edition, News Item 7 in the November/December 2004 edition and also News Item 9 in the January 2005 edition.
