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Introduction and Overview"

Carbon pricing, whether via carbon taxes or cap-and-trade systems, is clearly the flavour of the
season. With its 2007 Turning the Cor ner regulatory framework the federd government has committed
itself to & 20% cut in 2006 GHG? emissions by 2020, in part by promising to introduce acarbon intensity
(i.e. emissions-per-unit) cap and permit trading system in 2010. Ottawa’ s 2008 policy update promises
carbon capture and storage requirements for the oil sands, as well as severd command and control
measures (no dirty cod electricity plantsafter 2012, and vehicle emission sandards). Albertabecamethe
fird jurisdiction in North America to implement a soft (intengty-based) cap-and-trade regime in 2007.
However, the permit trading areaiis limited to Alberta and the price of the permit is effectively capped at
$15/tonne since emitters can purchase carbon offset creditsat this price from an R& D fund for low-carbon
technologies. Beyond this, both Alberta and Ottawa intend to grandfather existing industry players by
digributing theinitia alocation of permits(in linewith current activity) free of charge rather than auctioning
them, leaving the emissions market apply only to Aadditiond” permits. While thistendsto be standard
practice thus far in cap-and-trade systems, the preference on the part of most environmental groupsisto
Aauction” theinitia permits (See appended Tableau 1 for information relating to cap-and-trade systems).
Some or al of these feature led Jeffrey Simpson (2008) to declare Alberta's approach to be “utterly

untenable.”

! It is a pleasure to thank my Queen'’s colleague John Allan for valuable comments and
suggestions in preparing this paper/address. In parts, the analysis draws heavily from our joint work
(Courchene and Allan, 2008, and Allan and Courchene, 2008). The usua caveat applies.

2 *Carbon” and “greenhouse gases (GHGs)” are used interchangesbly in this paper.
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By way of ardevant aside, mention of Cdiforniaiswarranted in the Canadian context becauseitis
arguably the driving force behind vehicle emissons standards and because its proposa to disalow the
importation of foss| energy whose production releases GHG emissonsabove acertain level has no doubt
help trigger the Alberta and Ottawa tar-sands emissions controls, weak as these measures have been to
date.

With its 2007 levy of 0.8 cents on every litre of gas and 0.9 cents on each litre of diesd fud,
Quebec became the first jurisdiction in Canada (indeed in North America) to impose a carbon tax.
Thisisan origin-based carbon tax and it is levied againgt about 50 large emitters and distributors.

However, Canada s carbon pricing star is surely British Columbia. The province hasintroduced
adedtination (consumption) based carbon tax of $10/tonne to apply to dl fuels (e.g., the tax on gasoline
will be 2.4 cents per litre and 2.76 centsfor diesdl fuel). This price will rise to $30/tonne by 2010. The
further innovation in BC is to make this tax revenue neutral, namely to use the carbon-tax revenue to
reduce personal and corporate taxes and to provide low-incometax creditsto help offset therisein fud
prices’. B.C. and Manitobaalso stand out asthefirst two Canadian membersof aCalifornia-led group of
7 western gtates (known as the Western Climate Initiative, WCI) that has embraced a cap-and-trade
system to reduce members GHG emissions by 15% of 2005 levels by 2020.

The most recent devel opment, and perhapsthe most surprising, isthe agreement between Ontario
and Quebec announced at their joint cabinet meeting (June 2, 2008) to launch a cap-and —trade system
anchored around the origina Kyoto 1990 benchmark. Theremarksby Premier Jean Charest indicate that
the intentionisto establish a market- based trading system to cut GHG emissonsthat will hopefully lay the

groundwork for anational cap-and- trade system with more teeth than the current federd proposal. Earlier
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thisyear Quebec became amember of the WCI (Ontario has observer status). One might dso notethat,
thanksto Quebec’ shydro-dectric power among other factors, the province has dready met the 2008- 12
Kyoto targets and, therefore, isin a strong position to push hard on the climate-change front.
Thisisthe current state of play in what will undoubtedly rank asthe most controversid and surely
themost complex congtellation of policiesever contemplated in Canada, and onethat Peter Lougheed has
dready predicted will be far more contentious than the NEP. My rolewill beto focuson thefeaturesof a
carbon tax/carbon tariff approach (and to a lesser extent of cap-and-trade systems) in the context of
addressng severa of these complicated and contentious policy aress. the free-rider problem and
internationa competitiveness, the Canada-US interface, the looming federd-provincid bettle over
jurigdiction, policies and instruments, the on-going Kyoto redity that developing countries should be
exempted from forma climate change requirements, the adready problematica regiond and indudtrid
confrontationsthat probably cannot be avoided, and the role of carbon pricing and taxing in the context of

$130/barrd oil.

Canada and Kyoto

My launch point into this broad-ranging st of issuesis hardly origina, namely to argue Canada's
gpproach to Kyoto wasatriumph of moral voluntarism over rationd andysis. From Simpson et al (2007,
249-50):

Canada made a commitment a Kyoto that was the most difficult and expensive in theworld. It
took no account of our economic growth, population growth, cold temperature, vast distancesand
fossil fuel production; it contravened our federa system, because Ottawa broke afragile federd-
provincid consensuson theeve of the negotiations. So thefirst lesson must beto remember these
factors-- and therefore undertake commitments and implement seriousdomestic policiesthat take
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these didtinctly Canadian factors into account, because no other country has dl of these
characteristics.

By way of some eaboration, over the 1990- 2005 period Canada s average annua growth rate wasjust
over 1%, about 22 timesthat of France, four times that of Germany and five times the average Itdian
growth rate. For comparable Kyoto absolute targets, this effectively sets the bar sgnificantly higher for
Canada than for the dower growth European countries. Moreover, the selection of 1990 as the Kyoto
benchmark is very beneficid to Germany. When the two Germany’ s were re-united the newly merged
country inherited the Soviet-era plantsthat generated pollution levelsthat were extraordinary by Western
dandards. By smply closing these plants or by upgrading them to Western norms, Germany achieved its
2008-12 Kyoto emissons targets by 1992
(http:/Amww.numberwatch.co.uk/german_kyoto protocol _hoax.htm).

Harrison and Sundstrom (2007) e aborate further, noting that Germany’ s“windfdl reduction” aso
applied to the UK (because of its on-going conversion from cod to offshore gas) and to Russia (because
of economic collgpse and the unwinding of heavy polluting indudtries. To present amore redist andyss,
they present GHG comparisons on a per capita basis (Table 1), on which they comment as follows
(Harrison and Sundstrom, 2007, 14):

Whilethereistremendous variation in performance, from a33% dedineinemissonsin Russatoa

27% increasein Canada[column 1], the variation in popul ation growth evident in the next column

suggedts that emissions trends reflect more than just policy efficacy. Canada, the US, and

Audrdia have experienced much greater increases in emissons in large part because they have

experienced much greater population growth that other jurisdictions. Indeed, when one compares

trendsin per capitaemissons[column 3], itisgriking that the only country to seeadecline other
than the three that experienced “windfdl” reductions (Germany, the UK, and Russia) isthe US,
which hasbeen vilified for itsdecison not to retify the Kyoto Protocol. Infact, with the exception

of Germany and the UK, the rest of the EU has experienced per capitaemissions comparableto
Canada and Audtrdia [compare the last row of column 3 with the first two rows, TJC].



Assigning Resource Emissions

A further problem with Kyoto emissions standards, at least from my perspective, isthet foss|-fud
and resource-based countries are, arguably, unfairly assgned the carbon emissions arisng from the
production of these exported these resources. Hence Russia is assessed the carbon footprint for
supplying much of the EU with their fossl energy. This means that if two countries have the same
consumption patterns but one producesits own fossil fuel and the other importsal itsfud, thelatter would
be assgned a much lower carbon footprint. To illudrate the point a issue an example s in order.
Suppose Canada produces 100 barrels of oil and exports 60. The carbon footprint of using (consuming)
the 60 barrdswill be assigned to the importing country and the footprint of the 40 barrelswill be assigned
to Canada. However, the carbon cost of producing these 100 barrelswill be assigned to Canada. Inmy
view, the carbon footprint of producing 60 of these barrels should be assigned to the consuming country.
On this score, it obvioudy helps that there is a base year (1990) for the targets, but the redlity isthat the
carbon footprint relating to the production of the dramatic rise in consumption [on China's part, for
example] of Canadian resource exports will be assigned to us, when a case can be made that a goodly
portion should be assigned to China. To anticipate the ensuing andysis, one presumed advantage of the
carbon-added tax is that the entire carbon footprint of a product will be assigned on a destination or

consumption basis.

Exempting Developing Countries: Climate Change |ssues

The find bit of backdrop relates to the Kyoto decision to put binding congraints only on the
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developed countries. The developing countries mantrawas, in effect “we were not amgjor part of the
cause of any climate change problem, so why should we be amgor part of the solution?” Along these
lines, the 1991 Beijing Minigerid Declaration on Environment and Devel opment asserted that respongibility
for the emissions of greenhouse gases should be viewed both in historical and cumulative terms, aswell as
in terms of current emissions.  Specificdly, the view was that equity considerations dictate that those
developed countries that have contaminated most should contribute most. Similarly, the 1997 Brazilian
Protocol proposed linking each country’ sresponsibilitiesin the anthropogenic part of climate changetoits
current and earlier emissons. Intheevent, the Kyoto Protocol reflected these historical mora obligations.
Asof theend of 2007, 175 countriesratified Kyoto. Of these 175, only 37 developed countries (plusthe
EU asaparty initsown right) were required to reduce greenhouse gas emissionsto the level s specified for
each of them in the treety. As for the remaining 137 developing countries that have dso ratified the
protocol (including Brazil, China and India), these countries have no obligation beyond monitoring and
reporting emissons.

Even if onewereto hold the view that, on mora and equity grounds, the developed nations must
bear the lion’s share in terms of combatting climate change, there are two fundamenta problemswith the
Kyoto gpproach. Thefirgt, and most important of the two, isthat if addressng climate changeisleft only
to the developed or industrial countries, then the world will not be able to avoid the environmenta tipping
point. By way of elaboration, consder China. 1n 2004, annua CO, emissons(in millions of metric tons)
were 6,049 and 5,010 for the US and China respectively. However, by 2006 the Netherlands
Environmenta Assessment Agency ranked Chinaas#1in CO, emissons. Moreover, Chinaisdready the

largest user of cod and is planning to open at least one new cod-fired power plant every week for the



foreseesble future.

In more aggregate terms, in 2004 non-OECD emissons of carbon dioxide exceeded OECD
emissonsfor thefirg time.(International Energy Outlook 2007) And by 2030 CO, emissonsfromthe
non-OECD are projected to be hdf again as large as those from OECD countries (i.e. 57% larger).
Writing in the New York Times, Andrew Revkin (2007) provides yet another perspective on the
developing/developed nations' role in addressing climate change:

Even if the established industrid powers turned off every power plant and car right now, unless

there are changes in policy in poorer countries the concentration of carbon dioxide in the

atmosphere could il reach 450 parts per million -- alevel deemed unacceptably dangerous by

many scentiss-- by 2070. If no one does anything, that threshold is reached in 2040.

John Allan and | (2008) concluded our recent Financial Post op ed with thefollowing stark contrast: “In

Ontario we lament the delay in closing afew cod-fired generating plants, while China s devel opment plan

calsfor opening 560 such plants between now and 2012.”

Exempting Developing Countries. International Competitiveness Issues
The second reason why full exemption of the developing nationsis problematic relaesto “free-
riding.” Aswe outlined e sewhere, there are two sorts of free-riding:

The fird is that firms in non-signatory countries, or non-complying countries, will have an
advantage in terms of exporting to complying countries, and to international markets generdly.
The second isthat firmsin complying countrieswill have enhanced incentivesto outsourcefrom, or
offshore to, non-complying countries, and then re-export back to their home countries, thereby
avoiding the domestic environmenta regime. Moreover, as China, Brazil, India and the others
continue their economic ascent, these free-riding concerns of complying countries will be
correspondingly magnified and will surely test the resolve of those countries to hold to ther
commitments (Courchene and Allan, 2008, 60).

It isnot obviousthat challenging Kyoto on thisissue should be viewed as the developed world turning its
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back on the developing world (by using climate change as the new protectionist instrument). After al,
Chinafor example has, via export surpluses with the developed world, accumulated over atrillion US
dollars of foreign exchange, much o this earned from the exports of foreign multinationas operating in
China. Phrased differently, the US and the EU have opened their domestic markets to Chinese exports
(and much of thisat avaue for the Chinese Renminbi that was and remains hugely undervaued), so that
any genera charge of economic discrimination againgt the devel oping regions would seem hard to sugtain.
In any event, the redlity isthat if addressing climate change requires the developed countries to put their

globa economic competitiveness at risk, then many more countries than the US will remain off-side.

The Case For A Carbon Tax: The Tradeables Tier

It was this congellation of chalenges (aswell asinterprovincia and federa provincid chalenges
elaborated |ater) that led John Allan and | to propose a two-tier gpproach to climate change. Thefirgis
what might be caled the “tradeablestier,” and the second tier can be referred to (with some degree of
misrepresentation) as the “non-tradeables tier.”

The tradesbles tier would consst of a destination-based (consumptionbased) tax on the carbon
footprint of al goods and services, domestic and foreign. One variant of this would be what we cdl a
“carbon-added tax” that would be the carbon equivaent of atraditiond value-added tax (aEuropean VAT
or a Canadian GST). Under such a system, there will be atax on the carbon emissions added a each
stage. Asthe product moves through the various stages the taxes levied in previous stages are rebated, o
only the carbon added in aparticular Sageistaxed a that stage. Hence, when the product reachesthefind

dage, the tax is on the cumulative vaue of carbon emissons, i.e.,, on the sum of the amounts of carbon



10

emissions added at each stage. Aswith the GST, the tax accumulated to the stage where the product is
exported will be rebated so that the carbon tax does not impact our international competitiveness.
Rdaedly, acarbontax will beassgned on dl importsin linewith the aggregate amount of carbon emissons
(induding those arising from trangporting the product to Canada). Thus, the carbon-added tax isexport-
import neutral (it does not affect the international competitiveness of Canadian production in either
domestic or externd markets.). The carbon tax on imports will be identical across countries (eg.,
$40/tonne) and be the same as the domestic tax. However, smilar imports from different countries may
carry different carbon taxes depending on their carbon emissions prior to landing in Canada. Given that
vaue-added taxes are fully acceptable under WTO rules (indeed, they are not even considered as* border
adjugments’ sincethey are effectively regulated/imposed in the domesti ¢ production/consumption process),
our assumption is that carbonadded tax should, in principle, fal within WTO guiddines. Measurement
problems will likely be severe (depending on how detalled the classfication is) S0 that internationa
agreement here may be more difficult. However, theincreasing concern about carbon has aready launched
a“carbon auditors’ industry that may well make the measurement issues less severe than they might at first
appear.

Another perspective here is that snce most exports come from globa multinationas, the
international component of the carbon tax can be viewed in thefirst instance asatax on the carbon footprint
created by these globa multinationals and one assumes that they will select future production locationsin
order to reduce their carbon footprint (and thereby reduce the carbon tax). One aso assumes that al
nationswill recognize that reducing carbon emissonswill make them more attractive placesfor production

and export.
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Prior to focussing on the second tier of our modd, it is convenient to devote attention to an
dternative carbon tax model proposed by Jack Mintz and Nancy Olewiler -- amode that has attracted

consderable media atention and is rumoured to be informing the Libera Party’ s environmenta policy.

The MintzOlewiler Proposal

TheMintz Olewiler carbon tax modd would convert the 104 per gdlonfederd tax ongasolinetoa
carbon tax equivaent (roughly $42 per tonne of CO,). Thiscarbon tax of $42 per tonnewould bethen be
extended to include hegting ail, naturd gas, cod, etc., which will ensure a leve playing field across
dternative fuds Over time this $42 per tonne carbon tax could increase in line with the dictates of the
climate-changepalicy. Mintz and Olewiler follow the B.C. modd of having the resulting significant increase
in revenues (potentidly in the $15 billion range) returned to the form of income tax reductions or tax relief
for low-income Canadians o thet, overall, the carbon tax becomes revenue neutrdl.

Given that this $42 per tonne carbon tax relatesto the carbon emissionsthat will result fromutilizing
these fossl fudls for mative transportation (gasoline), for generating eectricity (cod), for hesting (cod,
natura gas, heating ail) etc., thereisa so aneed for some upstream tax to take account of carbon emissons
that result from the production processesfor creeting thesefossil fudsinthefirst place (refineriesfor ail, and
gas, etc.). Mintz and Olewiler are slent onthis particular issue, but sincetheir underlying principlesinclude
broad- based taxation and export-import neutraity one presumesthat these carbon emissonswould aso be
taxed at $42/tonne and then become incorporated in the prices of thefossil fuds. Because these upstream
and downstream taxes would not be integrated adong the lines of our carbon-added tax, some sort of

specific import tariff will be necessary for imported fuelsthat have not been subject to the $42/tonnetax at
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the production end in the exporting country (and one needs to find some way incorporate the shipping
footprint aswell). It may bemoredifficult to obtain WTO agreement for thisimport tariff than would bethe
case under a carbon-added tax. Idedly, the solution would be some internationa harmonization of

environmental taxes. While the carbon-added-tax modd is, arguably, a preferred modd andyticaly, the
MintzOlewiler mode may be more amenable politicaly and practicaly snce it is limited & its core to
primarily taxing the carbon arising from consuming fossil energy. The explicit recommendation for thetax to
be revenue neutral may also be an attractive feature in terms of public acceptability. Note that one could

aso apply revenue neutrality to the carbon-added tax moddl.

The Case For A Carbon Tax: The Non-Tradeables Tier

While the fird tier deds with tax measures rdating to the tradeables sector domestically and
internationaly, the second tier would focus on environmenta policy relating to the non-tradeabl eseconomy
and domedticinfrastructure more generdly. The emphasishere could be on command and control measures
(emissions caps, automobile emissions sandards, energy efficient appliances) as wel as on policies that
reduce emissions related to the provision of dectricity and transportation. Sincetier one largely diminates
internationd free-riding, a Kyoto-type gpproach may be suitablefor thissecond tier. Specificaly, whileit
would be important to try to srive for binding commitments from al countries, the developing countries
could be accorded some second-tier flexibility. Beyond this, there should be commitments on the part of
developed nations to provide funding for the transfer of state-of-the-art carbon-reducing technologies to
developing countries. Inaddition, therewill presumably beinterest in the devel oping countriesto reducethe

carbon content of their infrastructure and economic system since this will make their economies more
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attractive to globa capita for exporting, outsourcing and off-shoring tradeables.

Carbon Taxes and Federalism

| now want to turn to the federa-provincid and interprovincid implications of dternative policy
gpproachesto climate change. Thestatusquo, abeit only emergent, aready isshowing Sgnsof dissonance
on both the economic and palitica (intergovernmenta) fronts. With Alberta imposing an origin-based
emission charge (essentidly a tax on production of carbon) and with B.C., among others, imposng a
destination-based carbon tax (essentidly a tax on consumption of carbon), the stage is set for an
interprovincid “battle royde’ with Ottawa gpparently happy to oversee dl of thisfrom the Sddines. My
view isthat anationa carbon tax isthe gppropriate integration approach and thisfor several reasons. The
fird isthet thereisavery important substantive and harmonization dimension at play herethat requiressome
overarching federa presence. Second, since a carbon tax isan indirect tax, Ottawa has the congtitutiona
right to levy such atax (athough therewill surely be court challengesbased, in part at least, on Section 92A
dedling with resources). Third, thereisaso akey internationa dimension at play -- the provinceshave no
authority to levy import tariffs and therefore no ability to ensure the export-import neutrdity that is so
essentia to maintaining competitiveness. With the recent Ontario- Quebec commitment to mount there own
cap-and-trade (C& T) system, the stageis set for competing C& T systems, hence, therewill beadomestic
equivaent to the above internationa harmonization issue, namely that provinces cannot levy import levies
againg goods from other provinces. This is yet another reason for a federal presence and, of course,
another dimengion of potentia interprovincia and federa- provincid conflict.

However, there is no reason why Ottawa could not work very closdy with the provincesand the
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Council of the Federation. Moreover, there is nothing that prevents Ottawa from sharing the carbon tax
revenues with the provinces on a derivation basis (e.g., on the basis of what was actudly collected in the
province). One might refer to this as the “harmonized carbon tax” (named after the combined Ottawa
provincid HST (Harmonized Sales Tax) that exigsin NL, NS and NB.

These recommendations with respect to carbon taxation can be cast in adifferent light by noting,
firg, that the costs of carbon emissions are borne by al Canadians and, second, it would therefore seem
appropriatethat any revenues arising from carbon abatement ought to be distributed inamanner that relates
to consumption rather than to production. Supposethe oppositewasthe case, namely that revenuesfrom
pollution abatement went, via origin-based emisson taxes, to the energy provinces. Thiswould mean that
not only would the energy provinces be receiving the rentsroyalties from fossl energy but, aswel, they
would aso be receiving the revenues from carbon abatement taxes. Given the long-standing (and till
ongoing) equity issue rdaing to the funding of energy roydtiesin the equalization program, an origin-based
emissons tax that would accrue to the energy provinces would dramaticaly exacerbate an dready acute
interprovincid (horizonta imbaance) problem. Arguably, therefore, a nationdly-run, destination-based
carbon+tax regime with provincia revenue- sharing seemsto be aviable policy option on this score because
the revenues from carbon abatement policieswould be distributed acrossthe provincesin linewith carbon
consumption. Ottawa may want to pursue a revenue-neutral strategy for its share of the carbon tax (say
50% for illugtrative purposes), but the provinces should be free to dispose of their revenues asthey seefit.

| hasten to note that none of thisisintended to downplay the key role of the provincesin addressing
climate change. Indeed the appropriate appreciative note should be dong the lines of “ Thank goodnessfor

theprovinced,” Itisintriguing that in both Canadaand the US the sub- nationd governmentsarebravely and
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cregtively carrying the policy ball for climate change, whiletheir respectivefedera governmentsareather or
both palitically and ideol ogically unable to assumetheleadership on thisfile. However, theabove andysisis
intended to voice concern that the longer that Ottawa remains on the siddlines, the more intractable the
federa-provincid and interprovincid dimensions of climate change policy will become, as Peter Lougheed
has forewarned us. Part of the chalenge hereisthat the roughly 50-year history of federa- provincid fiscd
relations deting from the inauguration of the equdization program in 1957 has no equivdent on the
environmenta side. However, over the foreseeable futureenvironmental federalism will likdy becomeas
important asfiscd federdiam. Given this, and theredlity that the politica and ingtitutiona machinery inthe
area of environmental federalism is week to non-exigent in comparison with the fiscd federdism
infrastructure, both Ottawa and the provinces (individualy or viathe Council of the Federations) need to
take immediate steps to deepen the intergovernmenta infrastructure relating to the substance and the

processes of environmenta federaism.

Carbon taxes vs. Cap-and-Trade Systems

Why would Canadaopt for acarbon tax or acarbon-added- tax when there seemsto beagrowing
consensusin favour of acap-and-trade syssem? Thisisespecidly trueinthe USwhere an earlier cap-end-
trade system successfully addressed the acid rain problem caused by SO, emissons. Whilethereis some
evidence that a carbon tax is drawing increasing attention a the anaytical/conceptud leve intheUS, cap-
and-trade systems gtill dominate the policy agenda.. The recent Quebec-Ontario C& T proposal addsto
the likdihood of aC& T system. The principd rationade for favouring a carbon tax over aC& T sysemis

that the latter typicaly deds only with large emitters at the production end and does not address the
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consumption level, so that someversion of acarbon tax isnecessary inany event. A second rationdeistha
C&T systems can easly fal prey to the influence of these large emitters (i.e., lobbying for free initid

disgtribution of permitsto existing players, ensuring that there is a price cgp on the permit price). Wereadl

permits subject to auction, big industry may look much more kindly on a carbonadded tax. In other
words, the problem with C& T systemsisthat ismay not live up to the recommended gpproach outlined in
Tableau 1. Third, and more positively, a carbon tax should be able to be married to aC& T system. One
gpproach would be to combine a destination-based carbon tax with a cap-on-trade system for large
emitters. Indeed, B.C. seems committed to doing just this, so that we may have ared live experiment to
learn from. The bottom line here, however, is that we need more andytical and policy research on how
these two systems can be integrated o that the resulting harmonization is effectively three-fold; federa-
provincid, interprovincia, and internationd. While | am abeliever in the proposition that for policiesto be
nationa they need not be centrd, inthisareawhere domegtic and internationd intergovernmental issuesmay

be front and centre it seems inevitable that Ottawa must play the lead role.

Carbon Pricing and $130 Qil

Should the implementation of a carbon tax take into consideration the level and recent history of
energy prices. The theoretica answer may well be “no.”  After dl, the oil price is set internationdly by
market forces, presumably with little reference at any point in time to globa warming. Therefore, thereis
dill arationde for acarbon tax to offset the socia cogt attributable to the carbon footprint of fossil energy
production and consumption. And in terms of the Mintz-Olewiler proposal it would still be appropriateto

leve the playing fidd across dl fossl fuels. However, one could imagine exceptions to this leveling-the-
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playing-field argument. For example, if the purpose of the gasoline tax were to serve as a user fee for
maintaining the highway system (as might be the case for the provincia taxes on gasoline), then equaizing
across al fossl fuels would not be appropriate.

However, the palitical and policy implementation arguments would likely work in the opposite
direction. Thefirgt reason for thisisthat the recent run-up in the price of oil hasbeen very sizesbleand very
quick. Supposefor illustrative purposesthat we take 90 cents per litrefor gasasthe benchmark price, with
the current at the price per litre now at $1.20, or 30 centshigher. Using the Mintz Olewiler conversonrae
(i.e., aten cent tax per litre represents a $42/tonne price for carbon) this 30-cent increase per litre is
equivaent to a $126/tonne for carbon. This is higher than most assumptions for the magnitude of the
required carbon tax, at least for the medium term. Second, the implementation proposalsthat | have seen
normaly cal for aninitialy low carbon tax that would be raised over time. Thirdly (and setting aside the
implications of the revenue neutral aspects of a carbon tax) the increase in the price at the pump from the
energy price increase s, from a consumer’ s vantage point, identica to an equivaent increasein a carbon
tax. Therefore, to mount a carbon tax in this time frame on top of $130 per barrd oil could be viewed as
policy overkill (and probably palitica overkill aswdl).

This said, the rise to $130 ail is mogt fortunate from a carbon-policy design and implementation
perspective process. The response by consumers and producersto thispriceincreaseiscreating ared-life
laboratory that dlows us to assess the implications of a carbon tax. We dready know some broad
response parameters. GM has put much of its Canadian assembly of SUVs on hold; Chryder (highly
inappropriately from a climate change perspective) has offered to guarantee a $3.00 per gdlon gasoline

priceto customerswho purchasethe (nonsdlling) gasguzzlers, importers are becoming concerned that they
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haveto rethink sourcing offshore because the shipping costsaretoo high, and so on. Presumably therewill

literaly thousandsof smilar examples. These are exactly the types of responsesthat onewould expect from

acarbon tax. Even though the energy priceriseis having a much narrower effect than would be the case
from an equivaent carbon tax, the information that will be obtained will bevitd to assessing the magnitude
of the carbon tax required to achieve our climate exchange goas.

If energy pricesremain at their current levels, and especidly if they movetoward the $200 level that
some are predicting, it may be that market forces done will be sufficient to modify behaviour and to
encourage low- carbon technol ogies to a degree that achieves the goa's expected of acarbon tax. Hence,
we may not need a carbon tax. However, if energy pricesfal back, it would seem gppropriateto havea
policy in place that would gradually implement a carbon tax that would increase o asto partidly offset the
globa energy price decline. The parameters of such atax are obvioudy apolitica meatter. However, the
advantage of the current experience is that researchers and policy makers dike will be able be more
confident about what a carbon tax can achieve and, therefore, be better able to design the appropriate
policy.

One might go even further here. Suppose, again only for illustrative purposes, that we somehow
know that apricefor carbon that would generate aprice of $1.10 per litrewould achieve Canadd s climate
change goals. Suppose further that the existing price of energy generates a price at the pump of $1.25 per
litre. While policy finetuning is admittedly not in vogue, a case could nonethel ess be made for decreasing
the exiging the federd tax a the pump under the above assumptions, and for increasing it when the energy
priceyieldsaper-litre pricefor gasunder 110 cents. But thispresumesadegree of precison about agents

responses to pricesthat is difficult to attain.
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Conclusion

Climate changeiswhat Gilles Paquet would refer to as*wicked problem.” We are unsure about the
underlying science; action now will make a difference only in the digant future; vested interest are
everywhere and powerful, and they include private firms aswell as governments; huge amounts of money
are at stake (profits for corporations, revenues for governments); and perhaps most difficult of dl, the
politicsareformidable and will take courage and fortitudefor al the above reasons. Inthe dbove andyss, |
have tried to spell out these challenges. My chosen solution is a VAT-style carbon tax that addresses
climate change in a comprehensve way in terms of levelling the playing fidd across dl products and
integrating the tax regime across dl jurisdictions. Thusfar, it would appear that the cap-and-trade model
appearsto have the upper hand. This being the case, | have included (in Tableau 1) the featuresthat ought
to be included in a cap-and-trade system. One hopes that the reason why cap-and-tradeis popular isnot
because its members assume that these features will not be part of the sysem. The other theme of the
above andyssisthat implementing dimate-change policy in adecentrdized federation such asoursismuch
more challenging thanitisinaunitary sete, or evenin acentraized federation. Whether welikeit or not, the

phrase “environmenta federdism” is about to enter our policy vocabulary.
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Comparison of Greenhouse Gas Emission Trends

Emissions Growth Increase in Emissions
(without LULUCF) Population Growth | (without LULUCF) per
Country 1990 to 2004 1990 to 2004 capita, 1990to 2004
Audrdia +24.3% +17.0% +6.3%
Canada +26.6% +17.0% +8.2%
Japan + 6.5% + 3.1% +3.4%
Russa -33.1% - 3.0% -31%
United States +15.8% +17.1% -1.2%
EU 15 -1.0% + 4.5% -5.3%
Germany -17.4% + 3.8% -20.3%
UK -14.3% + 4.8% -18.2%
Rest of EU +12.8% + 4.7% +7.8%

Sources. Emissons datafrom UN FCCC emissions profiles (http://unfccc.int/ghg  emissons
datalitems/38954.php). Population data from US Census Bureau (http://www.census.gov/ipd/

wwwiidbrank.html).

Note: LULUCF isLand-Use, Land-Use Change and Forestry.

Reproduced from Harrison and Sundstrom (2007, Table 4).
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Tableau 1

Cap and Trade Basics

Under a cap-and-trade system the authorities will determine the limit (cap) on the pollution alowed,
and will issue “pollution permits’ for thisamount. If acompany wants to produce more than it has
permitsfor, it hasto acquire additiona permits, either from the government, from other companies,
or from approved “ carbon offset” sources. Thisisthe “trade’ part of cap-and-trade and it will set
the price of the permit.

Specific Features:.

1.

Cap-and-trade systems are usudly limited to large emitters.

The cap should be st in line with overal climate change godls.

The dlocated permits are dmost dways didtributed free. Mot environmental NGOs, among
others, would recommend that the permits be auctioned. Thiswill yield revenuesthat can be
used for other purposes, e.g. provide low-income relief from rising energy prices, reduce
other taxes, invest in low-carbon research,

The trading area should be reasonably broad in order to avoid price “ spikes’.

Some systlemsinclude a“price cap’, i.e. alimit on how high the permit price canrise. This
can undermine the integrity of the sysem. So can a guarantee that carbon offsets are
available at afixed price, sncethisisin effect aprice cap. For example, in Alberta s cap-
and-trade system, there isawiddy available offsat set at $15/tonne if the payment goesto a
low-carbon-technology fund.

This table draws from Matt Horne' s “ Cap-and-Trade” Fact Sheet (Pembina Ingtitute, March 2008).
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