Unit 6: Policy Options for Regulating Carbon Emissions

There are several policy options available for regulating and reducing carbon emissions. Some are more cost effective than others. This document summarizes the fundamentals of the three most common approaches to regulating air pollutants. 

Command and control (CAC) policies are top-down regulations that generally specify not only which sectors and firms should reduce emissions, but also the mechanisms they must use to do so (e.g., mandating a specific carbon dioxide scrubber technology). 

A carbon tax works by imposing a price on emissions (i.e., internalizing the externality of emissions) which leaves the amount of abatement up to the market, and thus, uncertain. 

An emissions trading scheme works by imposing a cap on emissions and allowing emitters to trade permits to emit and is therefore also called cap & trade. This approach results in a known amount of emissions, but the price of emissions (i.e. the permit price) is up to the market, and thus, uncertain.

Regulatory issues
These policy options are generally compared based on several criteria: 
flexibility for firms, flexibility for regulators, potential for revenue generation, and the role of uncertainty. 

Flexibility for firms
CAC policies are relatively inflexible because they do not allow individual firms the flexibility to choose their preferred mix of strategies to mitigate carbon pollution, thus they tend to be overly expensive. The original structure of the Clean Air Act (CAA), which was very much based on command and control, has been revised and amended several times to allow firms greater flexibility in meeting their air pollution reduction targets.

Both carbon taxes and emissions trading allow firms much more flexibility in how they achieve their abatement target, which is why such policies are also called “market-based.” The increased flexibility not only makes firms much more amenable to being regulated (and reducing their resistance to regulation via legal challenges), but also has a smaller adverse impact on the economy and employment. 

Potential for revenue generation
Since CAC policies are essentially top-down directives for firms, they do not generate any revenue for the government. In contrast, a tax policy can generate significant revenue, which could be used to either offset other undesirable taxes or subsidize cleaner forms of energy. Emissions trading policies generate revenues for the government only if the permits are sold or auctioned off at the moment of their creation in the “primary market”).

Thus, the two market-based instruments (carbon taxes and emissions) allow flexibility to firms about their choice of abatement options, and can be used to generate revenue from these firms. However, there are two important differences between carbon taxes and emissions trading, as outlined below. 

Flexibility for regulators
Due to the complex nature of policymaking, policy targets can often be sub-optimal and may under- or over-shoot their intended abatement target. Carbon taxes are generally hard to correct once they have been adopted since they require legislative maneuvers and amendments, which can often involve undesirable side bargains over long periods of debate and discussion. On the other hand, it is relatively easy to add or reduce the number of permits in an emissions trading scheme. Many existing trading schemes such as the European Union’s emission trading scheme (ETS) and the Regional Greenhouse Gas Initiative (RGGI) in the American northeast, have built-in flexibility of this kind.

Role of uncertainty
[bookmark: _GoBack]Because regulators are unsure about firm-specific abatement costs, no regulation can ever be perfect. In such a second-best world, the relative efficacy of taxes and trading depends on which of the two aspects—harm to the economy or harm to the environment—presents a graver threat. If the environmental threat is not dire but the labor market is weak, a tax system is preferred because a tax, by its very nature, limits the cost of emissions for businesses. On the other hand, if the environmental threat is more serious, one needs a policy tool that allows regulators to directly limit, or cap, the amount of emissions. In this case, an emissions trading scheme is preferred.
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