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Final comments on Sulfur Dioxide

Economics 480

1.
As we have noted when the 1990 permit legislation was passed there was no consideration of auctioning off the permits.  Though some commentators at the time argued that fairness required that the permits be auctioned rather than given out free.  One comment on this issue in the new book Markets for Clean Air by A. Denny Ellerman et.al, p.24 notes "The potentially adverse distribution implications of giving to incumbents valuable rights to pollute are partially attenuated in this case because the recipients are utilities subject to regulation, so that any associated rents are expected to be passed on to consumers as lower electricity prices."  In other words, the regulators will not put the permits in the rate base and if profits are earned on the permits—the price of electricity will be lowered accordingly.  This underscores the complexity of predicting what the distributional effects of permits will be for a public utility sector.  But note, if electricity prices are deregulated, prices will rise to reflect the cost advantage the incumbent firms will have.  Note also that this comment implicitly agrees with the proposition that incumbent firms will earn rents on free permits unless they are regulated.

2.
You should be able to answer the three questions raised by Stavins under the heading Positive Political Economy Questions pp.71-78.

3.
Normative Lessons


(a) The point made by Stavins on p.79 that the permit system was based on emissions as opposed to sulfur content of fuels, so that both scrubbing and full-switching were feasible options is important and it generalizes to a wide range of different problems.  Consider– the objective of trying to discourage the use of the automobile.  Politicians have been reluctant to raise the cost of driving directly.  We shall argue at a future date that there are compelling arguments to do so.  (1) Automobile congestion is not priced. (2) 45,000 people a year lose their lives and there is extensive property damage– (3) the auto pollutes and contributes to global warming.  Instead a number of expensive, ineffective, indirect measures have been adopted notably the building of expensive rail systems and related subsidies to public transit.  Think of the various margins that could be adjusted if it were expensive to drive.


(1) People would live closer to work


(2) they would drive less expensive cars that consume less gasoline.


(3) they would car pool.


(4) they would use public transit.


(5) they would take fewer trips.


(6) Some would walk more or use bicycles.


The same general point applies to dealing with auto congestion.  The best way to deal with this problem is to price it directly, not indirectly by raising the price of gasoline and /or imposition parking fees.


(b) On the bottom of p.79 the point that the use of an absolute baseline rather than a hypothetical relative one makes the trading system more transparent.


(c) On p. 80 stress is placed on the importance and cost of monitoring.  Stiff fines help achieve a high rate of compliance.


(d) On p. 80 the author clearly notes the conflict between the political appeal of giving away the permits and the problematic efficiency implications of this policy.


(e) On p. 80 the point that the private sector will provide brokerage costs and will create a relative efficient market for permits.


(f) On p. 81 the point that public utility commissions may for political reasons try to erect barriers to trade in permits across state lines.  There is no evidence that this has happened.  Their regulatory agencies have not encouraged trading in permits.


(g) On p. 81 – Permits and taxes work best when then pollutants mix –the pollution is uniform over space and there are no "hot spots".  A heavy concentration of pollution in a given area or location.


(h) On page 83 and in the conclusions Stavins raised question as to whether the sulfur dioxide program can serve as a model for global warming control.  European countries are skeptical about permits arguing the number and diversity of sources is much greater for carbon dioxide than for SO
[image: image1.wmf] (see p.83).


(i) "Emission leakage– a common cited problem (p.83) — Developing countries are not part of the Kyoto protocol so carbon intensive industry might move to these countries.


(j) bottom of 83.  One approach is taxing the input rather the output.  But this makes sense only if "scrubbing alternatives are not available.


(k) p.85 makes two useful points – first economists in the past have not been effective in promoting their ideas as they have not been willing to settle for "half a loaf" – to compromise by concentrating on designing a cost effective system and not debating whether the environmental standard make sense in terms of cost benefit considerations.

Ozone Depletion


This is discussed in the text pp. 398-401:  Chlorofluorocarbons (CFC) and other chemicals widely used in refrigerants (air-conditioning) insulation and chemicals leads to the ozone layer which filters out ultraviolet radiation from the sun thus protecting creatures on earth from damage to eyes and skin and possible genetic change.


The theoretical predictions of this problem were confirmed with the appearance of a "hole" in the stratospheric ozone layer over Antarctica.  This finding lead governments to the signing in 1987 of the Montreal Protocol on halting in industrial nations the production and consumption of CFC by 2000.  The development of substitutes and continuing scientific concern lead to the amendment of CFC by 2000.


Agreement was made possible by a convergence of several factors not likely to be present in other circumstances.


(1) Substitutes for CFC seemed available at reasonable cost.


(2) Few firms in few countries produced these products so monitoring is relatively easy.


(3) One or more countries took a strong lead in pushing the negotiations.


(4) A scientific hypothesis was given strong empirical support by the appearance of the ozone hole.  Developing countries were given 10 years longer to phase out CFC and developed countries will bear some of their costs of doing so.


The key analytical section of the text is found in the bottom of p. 399 and 400.  Note: Also that transfer costs for reducing CFC are huge (p. 401 and figure 17.1)  Read page 403 carefully.  We will discuss this and related issues.
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