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Climate Change and the Carbon Tax
In January 2019, thousands of economists including 27 Nobel laureates sig
an open letter arguing that the best way to address the problem of clima.
change was a carbon tax. To quote the letter:

1. A carbon tax offers the most cost-effective lever to reduce carbon emissions
at the scale and speed that is necessary. By correcting a well-known marke
failure, a carbon tax will send a powerful price signal that harnesses the invisible
hand of the marketplace to steer economic actors toward a low-carbon furure.

2. A carbon tax should increase every year until emissions reductions goals are
met anf:i be revenue neutral to avoid debates over the size of government
A consistently rising carbon price will encourage technological innovaton
and large-scale infrastructure development. It will also accelerate the
diffusion of carbon-efficient goods and services

3. A sufficiently robust and gradually rising carbon tax will replace the

need for various c '
pticéienal Gl 3r:°“ regulations that are less efficient. Substituting 2
‘ 1 ) x
nbersome regulations wi] promote economic growt

and provide the reoul: :
Yol F : egulatory certainty that companies need for long-term
mvestment in Clean—cnergy alternatives 1

4. To prevent c: :
carlfon adj l(;;I:lllj)(::] tleﬂaykﬁigifl;ll? 0 Protect U.S. competitiveness, a borde!
enhance the COIIlPCtitivc11e15 oyd be,esmbliShed- This system would
efficient than their global Cbs Ofﬁrntrlcau firms that are more energy-
©° tompetitors. It would also create an incentive

O h

e s


Tyler Cowen, Alex Tabarrok (2020). Modern Principles of Microeconomics (5th ed.). Macmillan Learning. ISBN: 9781319384029.
Pages: 202-206.


U e, i e

Externalities: When the Price Is Not Right » CHAPTER 10 « 203

.I'.IQ
5. To maximize the fairness e e
al_ 5 SR | and politica) viability of a risi £B ol
tly the revenue should be returned direct] \ rising carbon tax,
he Jump-sum rebates. The majority Of}':kmefi to LFJ_.S.‘c’mzens through equal
g vulnerable, will benefit financially by recei:‘a  families, including the most
S ey Ing more in “carbon dividends”
S A g
S than they pay in increased energy prices,
Sts o we ha g 3 g
L_Js_in.g w.ha.t T lea1.ned in this chapter, we can now understand each of
these points. Point 1 reminds us that carb - :
; : A carbon released into the atmosphere con-
n tributes to climate change and thus ; s
A - , imposes an eventual cost on bystanders. But
te, note that the economists argue that th ! :
= ' 1'1 carboﬁ AL b 8 the goal of a carbon tax is not to elimi-
: n_a.t{: a by RSK’“S ut to sol.ve the market failure by correctly pricing
: ?;1:‘ 01; e toneéd' t?nflembﬁ, a price 1s a signal wrapped up in an incentive.
| S : . s, by, /L9 ; fgé’_ 1cing carbon emissions the market will send a signal about
d Fh"- tru:lr £, 3_ HpLeng products and services and that signal will incentivize
in ; demanders andSSUPPhGIS to reduce high-carbon products and develop substitutes.
1t— . In gthe.r words, w_hcx:; carbon emissions are correctly priced, self-interest will
es ' ahgllWﬂ'-h _thﬂ s.oc_lal interest so the invisible hand can steer economic actors in
the right direction.
5k | Point 1 also tells us that a carbon tax offers the most “cost-effective” lever to
s . reduce ca;bon emissions. Point 2 explains some of the reasons why. A carbon
Sl tax operates on many margins. A carbon tax will encourage demanders to switch
— from higher-priced carbon-intensive goods and services to lower-priced,
T Jess-carbon intensive substitutes. At the same time, suppliers will be encouraged
n to research and develop less carbon-intensive goods and services. Over ime a
= cartbon tax will even encourage large-scale changes in how energy is generated,
where people work and live and how they transport as well as produce goods
and services.
Point 3 says that a carbon tax is better than command and control regu-
lations. Remember the clothes washers that didn't work after command and
cd control regulations on energy efficiency were imposed before the available
te technology was cost-effective? The same principles apply to a C"‘f_bm" E
Instead of requiring that every new home install solar panels, a potentally very
costly mandate imposed in California, the economists are suggesting that we
ns apply a carbon tax and let people decide how to reduce carbon emissions in the
et Jeast costly way. Command and control works on only a few margms,_whemas
le a catbon tax works across many margins in ways that are too complex for plan-
e ners to predict or plan. Recall from Chapter 7 how noIC;LEhI‘ESPDHS"-‘I‘:O increased
s ) : .eas and how another response
re oil prices was to move flower production OVEESEa 1 b 2 o
! ; ith brick instead of asphalt! A carbon tax uses the
1t Was to pave driveways With ST e
fore i tion, which brought us cell phones, online dating, an
>11 rces of creative destruction, i e
5 e O il .
W€ movies on demand, to address the.chaﬂeﬂg ¢ made before. The prob-
Point 4 makes an important pomnt that we have not ms : p
; : L cially difficult to solve because the external cost
lem of climate change is especially ias. A carb ¢ is unlikel
4 ; s 211 borders and boundaries. A carbon tax is unlikely
of carbon emissions crosses 2 L il Indeed, it could be
a i e d by the United States alone. Indeed, 1
rth to be effective if it 15 IMpPOSE Yl ] rbon U.S pr()duCErs were taxed but
: e if relatively low-cat o ;
3 &ven counterproductive if relati Ct}i]tors Thus, Point 4 suggests a border adjust-
not higher- eign cOmMp 5 s - . :
. § 1 otonforcs ithin the United States all producers, foreign and
I:_nent scheme so that at least w1 | elaviog field. The United States 1s one of
er domestic, would be taxed on a le\.!e 1::1, ogests that this will encourage other
) t 4 suggests : &
1d Eﬁe world’s largest markets, SO ].Joé;nettiug _l-)aoth the economics and the politics
y- countries to adopt carbon taxes. £ designing a global carbon tax.
vE tight is one of the most difficult parts o1 G&

- Fo e
A T S P

B e T 2 e T




204 s PART 2 » The Price System

The politics of a carbon tax are also discussed 11 Points 2 and 5. Pojp, 3

i - m e e

argues that a carbon tax should be “revenue neutral.’ The SIGNATOTIES to 4 aan r
: ; : c

letter don’t necessarily agree on whether the govcmmt?ﬂf_ Should;ﬁ”d More rod

less money on defense or Medicare of the National [nstitutes of Health. v, EOS[S

. . ; » Atmaos e .
they do agree on is that a carbon tax 1s the best way t© reduce a pheric ¢, T

bon emissions, To get everyone on board, therefore: the ecor1ohn:mz‘_:il‘i%¥%@“ tha ener
all the money raised by the carbon tax should be rcturne.d to the resi ]c;nr_, of the & i
United States. One possibility, for example, 1s t0 redu(‘ft PRI taxies ‘YA" dolly enet
for every dollar raised by the carbon tax—tax burning not sty flothe; the
DL i iitart o ual “carbon dividend.” Here .
possibility is to give each U.S. citizen an €45 e e C
economists’ signatories are makinga political point. i i ¢ Might 3 Car
be a good way of selling the carbon tax to a large number‘o voters, especially Car
the dividend would be more than most VOters would pay 1n faxX. Chi
Carbon Taxes Around the World Coal powered the i:;
industrial revolution, and for more than 150 years coal was; e
major source of energy for the United Kingdom. On Apri Gre
21, 2017, however, the United Kingdom went 24 hours
without any electricity generated from coal—the first time Ce
this had happened since the 1880s. Coal use had been slowly
declining in the United Kingdom since its peak in the 1950k, ) [l:
but as late as 2012, coal still accounted for nearly 20% of UK. | Tk
energy use. In 2013, however, the United Kingdom intro- an
duced a carbon tax and coal use began a rapid and dramanc na
decline as shown in Figure 10.5. By 2017, coal accounted for is
only 5% of energy use. By 2025, it’s expected that coal will be Fi
phased out entirely. pI
R e i ' Pl}asmg ox'lt coal will not only reduce carbon emissions— Fo
; g thousands of people. it will also increase health, as coal burning emissions =
T
p
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are especially toxic. Indeed, some ¢
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& emll SD sw;tchjn y on at half the rate of coal for the same amount of !
3y energy, § 540 natural gas reduced the tax on electricity generators and
< the tax on the Cll\:’ll‘()l'lment. Pollution |s an Attack on ‘
1t Other countries around the world have also introduced carbon taxes. ' Human Capital !
: Canada has a carbon tax and the revenues from the tax are rebated back to - — : :

Canadian citizens. Mexico, Australia, and No

China is planning to slowly introduce the largest tradeable allowance program
for carbon (cap and trade) in the world beginning in 2020. Although there is
no federal carbon tax in the United States, California has a tradeable allow-

A ance program, and there are several regional programs, including the Regional
Greenhouse Gas Initiative that covers nine states in the Northeast,

rway also have carbon taxes, and

5 Comparing a Carbon Tax with Tradeable Allowances
i (Cap and Trade)
< There is a close relationship between using carbon taxes and tradeable allow-
) ances to solve the externality problem. A tax set equal to the level of the exter-
c nal cost is equivalent to tradeable allowances, where the number of allowances
e 1s set equal to the efficient quantity. To achieve the efficient equilibrium in
e Figure 10.6, for example, the government can either use taxes to raise the
price to the efficient price or it can use allowances to reduce the quantity
4 to the efficient quantity. The equilibrium is identical no matter which method
i 15 used. _ g
A major difference between taxes and tradeable allowances (cap and trade) is
not economic but political. With a tax, firms must pay the government for each
=

Comparing Tradeable
Allowances and Pigouvian
Taxes f we knew the exact
‘Soclal cost  positions of the supply
and demand curves,
then we could always use
tradeable allowances to
Supply hit the efficient quantity
e or a tax to hit the efficient
. price and the equilibrium
would be identical.

Efficient equilibrium

Tax = external

Quantity
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* Government sets a total
quantity of tradeable pollution
allowances and auctions them
off. After the auction, the price
for an individual allowance
is high. Over time, the price
falls dramatically. What does
this tell you?

* The local government has
decided to set and appor-

tion tradeable allowances for
pollution in your neighborhood.
Name three groups that would
press for a large total quantity of
allowances. Name three groups
that would press for a smaller
total quantity of allowances:
Considering these groups,

how likely is it that government
would set a total quantity of
allowances that would achieve
an efficient equilibrium?
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ol e i ilding a political coalition. A carbop
global warming, moreover, may require bu _mg L -
tax pushes one very powerful and interested roup, (3 FF8 initially, there
tion. If tradeable allowances are instead given to 2 )

e firms into the coalition. Perhaps
is a better chance of bringing the large energy fir " o
it’s not fair that politically powerful groups must }ie oug - - .
von Bismarck, Germany' first chancellor, once said, “Laws a;c e- sausagf-'S,ll Is
better not to see them being made” We can only add that producing both laws
and sausages requires some pork.

Takeaway

In a free market, the quantity of goods sold maximizes consumer plus producer
surplus. When the consumers and producers bear all the significant costs and ben-
cfits of trading, the market quantity is also the efficient quantity. But when there
are external costs or benefits, the market quantity 1s not the efficient quantity. If it
doesn’t bear all the costs of pollution, an electricity generator will emit too much
pollution. If a person doesn’t receive all the benefits of 3 flu shot. he of Shevill
choose too few flu shots. e i ;

There are three types of government solutions
subsidies, command and control, and tradeable all
correctly signal true costs and benefits when there
benefits. Taxes and subsidies can adjust prices so that

nals. When external costs are significant, the market
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Command and control solutions can work by
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