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Abstract

How inefficient are separate markets for an environmental externality compared to a

single market? We show that the inefficiencies associated with separate markets for

carbon dioxide emissions are mitigated by the fact that firms that own plants across

these markets participate in a single market for electricity, and will optimally make

their output and investment decisions taking into account the distribution of emission

permit prices. Despite lacking the “invisible hand” of a single emissions market, profit-

maximizing firms implicitly coordinate across separate markets.
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