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This a great paper!



Solving a Market Failure: Prices vs. Quantities

Mkt failure: emitters do not internalize social costs of emissions

I Solution: put a price (or opportunity cost) on emissions, so
that marginal bene�ts=marginal costs of abatement.

Two basic instruments: cap-and-trade or carbon tax.

I In a certain world: both instruments are equivalent.
I In an uncertain world: no longer equivalent

I Optimality depends on relative slopes of marginal bene�ts and
marginal costs of abatement (Weitzman, 1974).

I Green (2008), Newbery (2010), Tirole (2010).

I Other disadvantages of cap-and-trade:
I Carbon price volatility and unfairness.

nataliafabra
Sticky Note
The fundamental market failure to be addressed by climate change policy is the externality associated with GHG emissions. This externality relates to the fact that emitters of GHG do not face the full social costs of emissions


nataliafabra
Sticky Note
This market failure can be addressed by putting a price (or opportunity cost) on GHG emissions, to be borne by the emitters. Standard economic theory indicates that this price should be set so as to equalize the incremental cost of carbon abatement with its social marginal benefit (which is equivalent to the social damage from emissions). 
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Sticky Note
Under cap-and-trade a binding cap on emissions is set in any given period (or across multiple periods) and emissions permits are allocated to polluters (either through an auction or via alternative mechanisms such as grandfathering), allowing them to subsequently trade between each other. Trading of permits between emitters will establish a price for carbon emissions, which will in equilibrium equal the marginal cost of abatement at the emission quota. 
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Sticky Note
The alternative to a cap-and-trade system is a carbon tax, which directly sets the price of carbon. Emitters will take this tax into account in their pricing and output decisions. 
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The other potential disadvantage of a cap-and-trade system over a carbon tax is that it can lead to fluctuations in the carbon price, making investments in long-lived low-carbon assets riskier. 
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Sticky Note
the idea that those who emitted more in the past should get more emission rights for the future is unacceptable. The “minimally” fair allocation to the developing countries requires equal emission rights per capita. Most ethical principles would suggest that, if one is distributing what amounts to “money” around the world, one should give more (per capita) to the poor.



Cooperation in Public Good Games?

This paper adds an additional disadvantage of cap-and-trade:

I Di¢ cult to cooperate on country-speci�c quotas

Indeed, achieving cooperation is the paramount challenge:

I Cooperation without a world government?
I Cooperation in public-good games?: incentives to free-ride

I Each country chooses abatement so as to maximize own net
bene�ts w/o internalizing aggregate bene�ts! abatement is
ine¢ ciently low; overall abatement costs not minimized

I A cap-and-trade system improves upon the public good game
(because of trading), but it is still suboptimal, and can be
manipulated.

nataliafabra
Sticky Note
STIGLIZ: The failure of Copenhagen was not the absence of a legally binding agreement. The real failure was that there was no agreement about how to achieve the lofty goal of saving the planet, no agreement about reductions in carbon emissions, no agreement on how to share the burden, and no agreement on help for developing countries.
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Sticky Note
The Kyoto approach allocated emission rights, which are a valuable asset. If emissions were appropriately restricted, the value of emission rights would be a couple trillion dollars a year – no wonder that there is a squabble over who should get them.
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ALSO, innovation in low-carbon sources by a given investor may generate spillover effects on other investors which imply that the original innovator cannot fully appropriate the return from the investment. Moreover, some immature technologies (e.g. solar PV) display quite strong learning rates associated with deployment. If investors cannot fully appropriate these learning effects, again the optimal level of investment and deployment will not be achieved. 
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Cramton and Stoft�s Proposal

Alternative policy to reduce emissions such that:

I Cooperation is possible
I Global price target as a focal point
I Incentives for low-emission countries to cooperate

I Commitment is incentive compatible
I Stick-and-carrot mechanism:

I Stick: countries must implement policies to reduce emissions
I Carrot: rewards for countries with low p/c emissions
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Proposal�s Ingredients
1. Target revenues and �exibility in domestic policies

R� = PTE

2. Rewards/Penalties for (not) complying (Z adjusted annually)

Z (R � R�)

3. Green Fund Payment to countries with low p/c emissions

G (Eg � E )

4. Scale down payments if target revenues not achieved

G (Eg � E )
�
P/PT
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Discussion

I How are domestic policies translated into revenues? Is the
support to renewables and energy saving policies factored in
and if so, how?

I Explicit subsidies to renewables still needed

I How elastic are emissions to the carbon tax?
I E¤ect of carbon tax could be o¤set by reduced input margins

I These revenues should not be devoted to supporting
renewables

I Consumers must face the real cost of producing electricity
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Discussion

I Strengthen incentives by making R� exogenous, not only of
the carbon price PT , but also of current emissions E :

I Rewards for reducing emissions

I Caution! In the short-run (pro�ts cannot be competed way by
the threat of entry), windfall pro�ts made by the
non-emitters once the carbon tax is implemented

I These could be used as an extra source of revenues that would
alleviate the �nancial burden of reducing emissions
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