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SUBMISSION TO THE GARNAUT CLIMATE CHANGE REVIEW'S EMISSIONS TRADING
SCHEME DISCUSSION PAPER

My submission is confined to just one issue in the Discussion Paper, but one of the most
contentious ones: that of auction or free allocation of permits.

My arguments are set out in my opinion piece appended below, entitled "Garnaut has got the compo
right" and published on 25 February in the Canberra Times in response to the Garnaut Interim
Report. My piece fully supports the case put by the Discussion Paper on p15 ("Permit issuance" in
Section 2.3) and pp31-4 ("Method of permit release: auction or free allocation" in Section 3.5) for
full auctioning of permits.

However, I think the Discussion Paper's arguments for full auctioning are a bit too simplistic — and
in particular, they need to address some arguments published since the Interim Report, particularly
by John Boshier of the National Generators Forum, in support of giving some free permits as
compensation — as follows:

(a) The wording on pl5 and p32 can easily be read as if full auctioning (no free permits) and no
auctioning (all free permits) are the only policy options open to government, whereas one can
auction 10%, 90% or any desired percentage of permits and make the rest free. As I argue in my
piece, I think the arguments against free permits apply almost as strongly to only 10% or 20%
instead of 100% free permits; nevertheless, it's important that the Review does not encourage any
participants in the debate to regard all free permits as the only alternative to no free permits.

(b) It would have been useful to remind the reader at key points in the Discussion Paper of what is
written on p15 under "Permit design", namely that a "permit" here is a "one-off" permit for just one
tonne of CO»,-e, not a "perpetual" permit for one tonne per year forever. This is so one can
justifiably dismiss the view put forward recently by my ANU colleague Professor Grafton that
100% auctioning of permits would impose an impossible financing requirement on those needing to
buy them. This might have some validity if 100% of permanent permits were to be auctioned at one
time, but not if one-off permits are auctioned annually as proposed by the Review.

(c) The allegation that 100% auctioning would violate "property rights" to emit greenhouse gases,
and thereby undermine foreign investor confidence in the Australian economy, has been forcibly
and repeatedly made by the National Generators Forum and other influential figures such as the
NSW Treasurer Michael Costa. 1 think this is essentially a bluff by powerful vested interests,
because I doubt that new energy investments, comfortably profitable once an ETS establishes a
significant price for carbon, will not be made because investors will become afraid that future rule
changes may reduce their asset values. Nevertheless, I think the allegation needs to be directly
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addressed and refuted in the final Garnaut report, and the case against free permits as compensation
should be stated even more strongly by expanding on arguments already on p50 in the Interim
Report. Finally, because the ultimate decision about free permits will be a largely political one, the
point at the bottom of pl5 that conditional free permits will be even worse economically than
unconditional free permits (e.g. ones which holders can sell if they choose to) should be emphasised
strongly in any final Executive Summary.

Yours sincerely,

John C.V. Pezzey
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Garnaut has got
the compo right

There's no heart-melting case for free
emission permits, JACK PEZZEY contends

irms should not be given

free emission permits as

compensation when

Australia’s Einissions
Trading Scheme is introduced in
2010 as a way to curb carbon
dioxide and other greenhouse gas
emissions by puttinga price on
them.

That’s a message tucked away in
the Garnaut Interim Report on
climate change, issued last week,
despile its claim that the
distribution of climate change costs
will be tackled separately midway
through next month.

The report didn’t actually say that
no permits should be given free to
business, and that all permits
should be auctioned. Perhaps that’s
not surprising: initial permit
allocation is a big deal, worth a lot
more discussion.

Total permits could easily be
worth $10 billion, or 1 per cent of
GDP, every year. The exact value
depends on the targets sct for total
emissions and permits, but targets
arc a separate issue from who gets
the permits.

Professor Garnaut’s message is in
two dry paragraphs on whether any
free permits should be given as
compensation to “emissions-
intensive” firms which are not
“trade-cxposed” - for example, to a
typical coal-fired power station
making clectricity for Australians,
butnot an aluminium smelter
producing mainly for export.

The Howard government task
group’s recomimendation last May?
“An up-front, once-and-for-all, free
allocation of permits as
compensation to existing
businesses identified as likely to
suffer a disproportionate loss of
value due to the introduction ofa
carbon price.” [Already much better
than the European ETS’s initial
giveaway of almost all permits to big
emitters like power stations, who
promptly made windfall profits by
passing on the permit costs as
higher consumer prices.]

Professor Garnaut’s view? “There

is no tradition in Australia for
compensating [businesses] for
losses associated with economic
reforms of general application [for
example, general tariff reductions,
floating of the currency or
introduction of the goods and
services tax] . . . the business
community has been aware of the
risks of carbon pricing for many
years.”

This must mean sellingall the
permits, rather than just some of
them and giving the rest away free
Lo selected businesses.

That's excellent advice -
assuming the Government takes it —
for both political and economic
reasons, though firms who had
cxpected the free permits will
doubtless disagree furiously.

The political reason is that, as
Professor (Garnaut suggests,
emissions-intensive, non-trade-
exposed businesses don’t meet the
normal criteria for compensation.

Apart from the logic that any
smart business should have seen
cmissions trading coming years ago,
emissions trading is a “reform of
general application’: it affects
almost all sectors of the cconomy,
even if some much more strongly
than others. No compensation was
given for similar reforms in the past.

Where compensation has been
given in Australia, it has generally
been for policy reforins affecting the
very livelihoods of small business
owners in one sector of the
cconomy, often concentrated in
local communities, such as dairy
farmers, irrigators and fishers.

The owners of businesses that will
proportionally lose imost from
carbon pricing are quite different.
Emissions-intensive firms are big
businesses, mainly owned by
shareholders, and almost all their
largest sharcholders are investinent,
superannuation and insurance
funds, or state governments in the
case of NSW electricity generators.

So any losses of business value
will be shared among thousands of
actual people —and mainly wealthy
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ones (the wealthiest fitth of
households have two-thirds of
Australian share ownership), and
plenty of foreign ones (foreigners
own a third oflisted shares).

Hardly a heart-melting case for
public handouts in compensation.

The economic reason is that free
transfers of permits to businesses
from government —you and me as
taxpayers — are surprisingly
wasteful, even if only 10 or 20 per
cent of the total permit value is
transferred.

First, that value not coming into
governmnent coffers imeans higher,
incentive-sapping taxes: either an
actual tax rise to pay for helping
emission cutbacks, or a missed tax
cut.

Sccond, and crucially, businesscs
and government will fight over one
or two billion dollars per year of
permitvalue.

Tighting, or “rent-seeking” in
econ-speak, burns up costs for no
benefit. Businesses hire consultants
to argue with fancy economic
models that their expected loss from
carbon pricing is 100 megabucks,
while government economists toil
away and hire other consultants to
argue thatit’s only 50 megabucks, or
whaltever.

And arguments inevitably mean
costly delays in moving towards a
lower-carbon socicty.

Just auctioning all the permits to
the highest-value bidder is quicker,
cheaper and fairer to the taxpayer.

Then we can argue about the best
balance of spending auction
revenue on necessary political and
economic assistance — to poor
households hit by higher fuel prices,
to workers in affected businesscs
who don’t get a cent out of free
permits, to rescarch into low-
emission technologies, and to
improvements in energy efficiency —
all without blunting the price
incentive to cut emissions that’s the
very purpose of the ETS.

Those are arguments worth
having.
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W Jack Pezzey is an environmental
economist at the Fenner School of
Environment and Society, Australian
National University.
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