
CapandTrade:
FromAllSidesNow

Iscapandtradeourbesttooltofindfast,lowcostemissionsreductionsandbattle
climatechange?Orisitasystemthatsimplyletspollutersbuytheirwayoutof
compliance?Thispapertakesanindependentlookatthetrackrecordofcap
andtrade,andpresentssixsuccessfactorstomakecapandtradework.

OneofourgreatestU.S.environmentalsuccessstories•Hasn’tachievedanyemissions

reductionsinEurope•Createscertaintyinemissionsreductions•Windfallprofitsfor

powercompaniesandtraders•Putsahardlegallimitonpollution•It’sreallyatax•

Market-basedsystemswilldriveinnovation•Ill-conceivedpoliciesmightleadtoprice

gougingandbrownouts•Providesincentivesforinnovation•Findslow-costwaysto

reduceemissions•Couldleadtoasteepriseinutilitybills•Couldworsenpollution

inpoorcommunities•Willreduceglobalwarming•Letsindustry,ratherthangovern-

mentfindtechnologysolutions•Letspollutersbuytheirwayoutofcompliance•Why

arebigcompaniesagainsteveryotherformofregulation,butforcapandtrade?
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Withclimatechangenowwell-recognizedasaseriousproblem,policymakersthroughouttheU.S.are
consideringoptionstoreducegreenhousegasemissions.Chiefamongtheseoptionsisacapandtrade
system.NearlyeverybillproposedintheUSCongressreliesonacapandtrade system asthecorepolicyto
reducecarbonemissions.TheU.S.presidentialcandidateshavesaidtheysupportcap  andtradeasanimpor-
tanttooltoaddressglobalwarming.However,atthesametimemanystillquestioncapandtradeastheright
tooltoachievetheemissionsreductionsneededtocombatclimatechange.Thispaperreviewspastexperiences
withcapandtrade,explainstheapproach,andaddressesanumberoftheseconcerns.

Tobesure,insomeprogramscapandtradesystemshavestumbled.Yetforotherprograms,capandtrade
hasachievedresultsbeyondallexpectations.Thispaperexploreswhy,andidentifiessixcriticalfactorsfor
ensuringthesuccessofcapandtradesystems.Iftheseelementsareinplace,thelikelihoodofsuccessfor
anycapandtradeprogramwillbehigh.

WhatisCapandTrade?
Acapandtrade system worksbysettingafixed
limitonemissions(thecap),anddistributingrights
toemit,calledallowances,uptothelevelofthe
captoregulatedentitieswhocanthentransferthe
allowancesamongthemselves(thetradingpart).
Companiesdonothaveindividualcaps,butrather
mustensurethattheyacquireasufficient
quantityofallowancestocovertheiremissionsin
anygivencomplianceperiod.Sinceanyincreasein
allowancesandemissionsofonefirmismatched
byacorrespondingreductionofallowancesandemis-
sionselsewhere,theenvironmentalintegrityofthe
capismaintained.Overall,emissionsreductionsare
achieved.Thecapisreducedovertime,andover
timegreateremissionsreductionsareobtained.
Likeavice,capandtraderegulationssqueeze
emissionsoutoftheeconomyovertime.

WhereIt’sWorked:SuccessWithAcidRain
Whilecapandtrade hasonlyrecentlyemergedas
atoolforaddressinggreenhousegas(GHG)emis-
sions,ithasalong,successfulhistoryofsolving
arangeofenvironmentalproblems.IntheUnited
States,themostwell-knowncapandtrade

successstoryisacidrain.Intheearly90s,high
levelsofsulphurdioxideemissionsresultedinsulphur
deposition,morecommonlyknownasacidrain,inthe
easternUnitedStates.Ratherthanaddresstheproblem
throughtraditionalcommandandcontrolregulation,
TitleIVoftheCleanAirActestablishedacap  andtrade
programtoreducetheseemissions.Theprogram,
whichbeganin1995,establishedagoal
of reducingSO2 emissionsto50%of1980levels
by2000andmaintainingtheselevelsthereafter.
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