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1. This submission does not respond directly to the four sets of Questions for 
Consideration in the Issues Paper.  Rather, it comments on some of the key underlying 
questions in the Paper, and mainly summarises arguments given at greater length in a 
December 2006 working paper, Pezzey, Jotzo and Quiggin (2006).  However, the 
submission also does answer many of the Questions for Consideration, and adds a 
comment on the important topic of carbon leakage and trade-exposed industries. 
 
2. After the recent history of government denial that emissions trading has anything 
useful to offer Australia as one way of achieving its contribution to the global abatement 
of greenhouse gas emissions, the vigour and detail of the Issues Paper is very welcome.  
However, the Task Group is hamstrung from the start by two central criteria in its 
December 2006 Terms of Reference.  So it is inevitable that the comments below focus 
as much on these criteria, as on the Issues Paper.  They are (with emphasis added): 

A that the Task Group is asked to "advise on the nature and design of a workable 
global emissions trading system in which Australia would be able to participate". 

B that the "major competitive advantages" that Australia "enjoys through the 
possession of large reserves of fossil fuels and uranium...must be preserved"; 

 
3. If the "global" in criterion A means "including the large majority of the world's 
greenhouse emitters" rather than just "including all wealthy countries, including the 
USA", then the Task Group cannot even begin to advise on the issue of greatest interest 
to Australian climate policy.  This is the nature and design of a workable national 
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emissions trading system for Australia, which would maximise its long-term economic 
and political advantage no matter how many other countries join those currently 
committed to controlling their emissions. 
 
4. For though the science of international climate policy negotiations is hugely inexact, it 
is highly optimistic to believe that a workable, global (or nearly global) emissions trading 
system, including all major developing countries like China, India, Indonesia and Brazil, 
is less than a decade away.  Indeed, it could well be fatal to ever getting a nearly global 
system to insist, as criterion A implies, that such a system must be put into place more or 
less complete, following one giant negotiation.  Far more likely is that developing 
countries will insist on following the UNFCCC principle of "common but differentiated 
responsibilities and capabilities", which requires developed countries to take the lead in 
combating climate change.  Given this, it is enormously to Australia's political advantage 
to join other developed countries in taking the lead, most obviously by mandating some 
formal, though perhaps quite modest, emissions target, and achieving it largely by 
introducing emissions trading in Australia before a global system is in operation.  Such a 
non-global approach is also to Australia's economic advantage, as long as sensible 
measures are used to protect its few industrial sectors that are both trade-exposed and 
carbon-intensive industries from carbon leakage, and para 7(d) points to how this can be 
done. 
 
5. However, even if the more restricted, multi-national meaning of "global" in criterion A 
is used, criterion B ensures that whatever emissions trading system the Task Group 
recommends, either for all nations involved, or just for Australia, will be very far from 
the most cost-effective system for the parties concerned.  This is because, whatever 
complex menu of policy options ends up being considered, the only way to curb global 
climate change is to reduce global emissions.  This leads to what will be an inconvenient 
truth for some: the least-cost way of achieving any given level of emissions reduction 
in any economy includes putting a price on carbon; for example but not necessarily, 
by introducing an emissions trading scheme.  In turn, this means making the 
economy less carbon-intensive: that is, shifting competitive advantage away from 
fossil fuels. 
 
6. By asking that an emissions trading system "preserve the advantages of fossil fuels" in 
Australia, which almost certainly means protecting fossil fuel sectors from a carbon price 
signal in some way, criterion B is trying to avoid this inconvenient truth.  The 
unavoidable result will be to drive up the cost to Australia, and hence to the world, of 
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meeting any emissions reduction target (though again, a few trade-exposed sectors 
deserve special treatment, as noted in para 7(d)).  For example, it is a fallacy to believe 
that the best policy for Australia lies in finding some 'magic bullet' new technologies for 
clean coal and carbon capture and storage (CCS), which can preserve the Australian coal 
industry at its current size.  Given the importance of its coal industry, the Australian 
government should indeed support R&D into such new technologies, probably in 
collaboration with other interested countries, such as through the Asia-Pacific Partnership 
for Clean Development and Climate.  But that does not mean it should protect the coal 
and coal-using industries from emissions trading and its inevitable raised price of carbon.  
Doing so would both make emissions control more costly to the whole economy, and 
indeed would remove any incentive for newly-discovered clean coal and CCS 
technologies ever to be adopted! 
 
7. Though it may not greatly help the Task Group, it seems worth spelling out what 
would be the key features of an economically and politically desirable climate policy for 
Australia, assuming that criteria A and B in its Terms of Reference can be put aside for 
the reasons just argued.  A desirable policy would entail: 
 
(a) Introducing a broad-based carbon pricing scheme in Australia.  Three basic 
alternatives are possible: 

i.  a conventional emissions trading scheme with fixed targets; 

ii.  a less conventional emissions trading scheme with flexible (intensity) targets or a 
price cap, as explained further in Jotzo and Pezzey (2006) (or see my colleague Dr Frank 
Jotzo's submission to the Task Group); or 

iii.   a carbon tax that uses allocated thresholds (emission levels below which the tax 
becomes a subsidy) to avoid raising politically unacceptable amounts of tax revenue, in 
the same way that freely allocating some tradable permits avoids raising politically 
unacceptable amounts of permit auction revenue (Pezzey 2003).  The reason why a 
carbon tax has been generally ruled out of recent debate is because thresholds have been 
ignored, and only a pure tax on all emissions has been considered, as happens on p4 of 
the Issues Paper.  A pure tax raises politically unacceptable amounts of revenue; but it is 
still a highly cost-effective measure, better in most economists' view than emissions 
trading because it keeps the carbon price stable, though a combination of emissions 
trading and a tax may be even better (Pizer 2002).  A carbon tax is most certainly a 
market-based policy, as it directly affects the market for carbon, contrary to the 
implication of p4 of the Issues Paper! 
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Whichever of these three alternatives is used: 
 
(b) The scheme should be gradually introduced, so the carbon price does not rise so 
rapidly as to 'strand assets', i.e. lead to inefficient scrapping of too many recently installed 
capital equipment.  With a tax, the carbon price is the tax rate, and so can be controlled 
directly; with emissions trading, the carbon price is the market-determined price of a 
tradable permit, so more judgment is needed in setting the overall emissions target, to 
ensure this price does not rise too rapidly.  (See also point (f).) 
 
(c) Because of the impossibly high administrative costs of monitoring all carbon dioxide 
emitters in the economy, the scheme should in fact be upstream, i.e. permits for or a tax 
on carbon fuels (coal, gas and oil) entering the economy, from mines or imports; 
combined with rebates for removing carbon dioxide through CCS (geosequestration) or 
afforestation (biosequestration).  Emission pricing then becomes pervasive, as required 
for full cost-effectiveness, rather than confined to a few major CO2-emitting plants, as in 
the EU's Emission Trading System, which excludes small industrial plants, commercial 
and domestic buildings, and all transport.  Pervasiveness then allows the market to be the 
main solution for a whole range of related issues, which currently take up too much of the 
climate policy debate: 

Q1 Should nuclear power be introduced in Australia? 

A1 Not a central question for climate policy.  Introduce pervasive, upstream, carbon 
pricing, which automatically improves the economics of nuclear relative to fossil-
fuelled power; insist that nuclear power is not subsidised, especially in dealing 
with its waste; probably remove the legislation currently preventing its 
development, though strengthen safeguards against proliferation; otherwise, leave 
it to the market to decide the best fuel mix for electricity generation. 

Q2 Should biofuels like ethanol be used more in Australia? 

A2 Not a central question for climate policy.  Introduce pervasive, upstream, carbon 
pricing, which automatically improves the economics of biofuels relative to fossil 
fuels wherever the former are genuinely less carbon-intensive; then mainly leave 
it to the market to decide the best fuel mix for transport. 

Q3 Should other renewable energy sources be used more in Australia? 



 5

A3 Not a central question for climate policy.  Introduce pervasive, upstream, carbon 
pricing, which automatically improves the economics of all renewables relative to 
fossil fuels; then mainly leave it to the market. 

The 'main' and 'mainly' qualifiers above acknowledge that there can still be an important 
government role in supporting innovation and adoption in infant industries, for example 
by subsidising RD&D projects, or setting tradable targets for the amount of electricity 
generated by renewables.  But these measures should be secondary to carbon pricing, and 
will be very cost-ineffective without carbon pricing to provide the key market signals. 
 
(d) The only exemptions from carbon pricing should be for sectors of the Australian 
economy which are both very carbon-intensive, and very trade-exposed to foreign 
competitors who are not carbon-constrained, in order to prevent carbon leakage.  
Saddler et al. (2006) calculated that only about 1.5% of Australian GDP comes from such 
sectors, namely aluminium, alumina, steel, other non-ferrous metals, liquid natural gas, 
and gold.  And for reasons explained by Saddler et al., the least-distorting policy 
measures to use to prevent carbon leakage are border adjustments.  As an example, the 
80% or so of Australian-made alumina and aluminium which is exported would get a 
rebate for the extra production costs caused by the higher-priced electricity that is 
inherent with emissions trading.  This will prevent carbon leakage, that is, a pointless fall 
in Australian production and emissions that is nearly matched by higher production 
emissions in competing, unconstrained competing countries: economic pain in Australia, 
for little or no gain in global emissions control. 
 
(e) Of the tradable emission permits or emission tax thresholds initially created, less than 
half should be given away freely, rather than almost all of them. This is mainly a matter 
of equity and fairness, for giving all permits or thresholds freely to emitters gives them 
far more extra profit than they lose from reduced demand (Bovenberg and Goulder 2001, 
Sijm et al. 2006).  As with other major, economy-wide changes in relative prices such as 
tariff reform or the GST, detailed, sectoral modelling should be used to suggest how 
many free permits or thresholds various producing and consuming sectors of the 
economic deserve as compensation. 
 
(f) The carbon pricing scheme should include both long and short term permits or 
thresholds.  In many emission trading schemes this will happen automatically if 5-year, 
10-year or even perpetual permit entitlements are first created, and then generate 
corresponding flows of the "one-tonne" permits needed for acquittal under the scheme in 
any one year.  It can be very important to have short and long-term permits sending out 
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price signals on different timescales.  For example, to avoid crippling industries 
committed by existing investments to carbon-intensive production methods, the initial 
abatement target should be mild, causing a low spot (short-term) carbon price; but at the 
same time, giving a clear and credible signal that future abatement targets will be 
tougher, will cause a much higher long-term price, and this will guide industries planning 
new investment towards less carbon-intensive choices. 
 
8. Many of the Questions for Consideration in the Issues Paper were addressed in detail 
by the Australian Greenhouse Office's very useful studies at the turn of the century, for 
example AGO (1999a, 1999b, 1999c). 
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