A carbon tax is key to mitigating warming – ensures international follow on
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HOW CAN THE U.S. BENEFIT FROM A CARBON PRICE? Implementing carbon pricing as part of the United States’ development of a 21st century climate change mitigation strategy could accomplish four key goals: 1. Mitigate climate change First and foremost, carbon pricing is the most direct and most efficient way to achieve the emissions reductions that are necessary to mitigate climate change. The U.S. will have to take drastic action if it is to meet its climate goals. The current “command-and-control” methods that U.S. regulatory agencies use to govern greenhouse gas (GHG) emissions are likely not sufficient to meet President Biden’s goal of halving emissions by 2030. While U.S. carbon emissions have fallen over the past two decades from their peak in 2005, they have not fallen rapidly enough. The Rhodium Group projects that, under current policies, the U.S. will only reduce emissions by 20-22 percent from 2005 levels by 2025, and by 20-26 percent by 2030. This is only half of the goal set by President Biden. When considering the turbulence created by the COVID-19 pandemic, this figure could fall to only a 17 percent reduction by 2030. Carbon pricing can reverse this trend. Implementing a sufficiently high carbon price has been projected to have significant impacts on carbon emissions. A 2019 Brookings Institution report projects that a $25 per ton carbon tax that rises by one percent per year would reduce emissions by 17 to 38 percent relative to 2005 benchmark levels by 2030. Under their calculations, a $50 per ton carbon tax rising by five percent per year would reduce emissions by 26 to 47 percent relative to 2005 levels—up to 90 percent of the reductions needed to achieve President Biden’s Paris Agreement goal. Some estimates find that even a smaller fee that grows over time may still have a significant impact. One of the most serious carbon pricing proposals under consideration by members of Congress involves a $15 per ton tax levied on oil and gas producers. Resources for the Future estimates that if this tax were to begin in 2023 and rise by five percent annually, it would reduce emissions to close to 40 percent below 2005 levels by 2030. If the tax were to rise by $10 per year, it would reduce emissions by approximately 45 percent below 2005 levels. While the U.S. cannot rely on carbon pricing alone to achieve its climate goals, the right carbon pricing system has the potential to be the country’s most effective tool for climate mitigation. In addition, any revenue earned from carbon pricing can be used to reduce the effects of climate change on the most vulnerable communities. Climate change has already disproportionately impacted vulnerable communities, and its impact is projected to worsen in the coming decades. Furthermore, the carbon pricing mechanisms and other environmental regulations needed to mitigate climate change can increase costs for consumers if costs are passed through by companies. Carbon pricing revenue should therefore be used to offset any potential increased energy costs for low-income households, as well as to build climate resilience in vulnerable communities. In addition, such revenue could be used to provide job retraining for fossil fuel workers. 2. Justify a carbon border tax In July, several Democrats in Congress proposed to include a carbon border adjustment tax in the $3.5 trillion budget reconciliation bill that is currently in negotiation. Broadly speaking, carbon border adjustments are meant to protect domestic firms from having to unfairly compete with firms producing in countries with weaker greenhouse gas regulations. This has several advantages. First, it ensures that both domestic and foreign firms face similar production costs. Second, it discourages domestic firms from relocating production in response to strengthened climate regulations. This not only protects domestic jobs but also reduces the potential for carbon leakage, where environmental regulations do not reduce emissions but simply facilitate relocating them. Third, the possibility of tariffs can encourage countries and individual firms to improve their environmental practices. For a country with strong climate regulations (and a large domestic market), a carbon border tax can be an effective tool to maintain the competitiveness of domestic firms. However, it makes little sense to institute a border adjustment in the U.S. without first imposing a domestic carbon price. Carbon border adjustments are difficult to design even with a carbon price. In theory, policymakers determine the carbon border adjustment rate by setting it equal to the domestic carbon price, thereby ensuring that all firms—foreign and domestic—pay the same price for emissions generated during production. However, they are then faced with the decision of which goods should be subject to the tariff, which trading partners should be exempt, and how and whether the adjustment should take other greenhouse gas regulations into account. Without a domestic carbon price, setting a fair price for the border adjustment involves calculating an effective carbon price based on existing environmental and emissions regulations. Resources for the Future outlines one approach where importing firms are exempt from the border adjustment up to the average level of carbon emissions on a sector-by-sector basis, then face a per ton charge that is based on the estimated marginal cost of emissions abatement. Such an approach, and any similar approaches, would be enormously complex for both administering agencies and for importing firms. Furthermore, it would be prone to inaccuracy, as firms in the same sector may still face a broad range of effective carbon prices due to differences in regulatory environments among states. Imposing a carbon border tax without a domestic carbon price would also make the U.S. vulnerable to challenges and retaliation in global trade. The U.S. has no standing to implement a border tax if it does not have a carbon price of its own. Even the EU’s new carbon border adjustment risks setting off a trade war. The U.S. border tax proposal currently under consideration would almost certainly face challenges from countries with weaker environmental regulations at the World Trade Organization (WTO). If these challenges succeeded, the U.S. would contend with retaliatory tariffs from these countries, which include major economies such as China and India. In short, a border tax without a domestic carbon price is likely to achieve more protectionist goals than climate goals. In summary, without a domestic carbon price, the U.S. cannot credibly implement a carbon border adjustment tax. 3. Boost the global, long-term competitiveness of American companies The lack of a carbon price has created uncertainty for U.S. companies. Without knowing if or when the U.S. will institute carbon pricing, companies cannot accurately plan future investment decisions. Some companies have tried to rectify this issue by instituting internal carbon pricing, where business units incorporate a predetermined price on carbon emissions into their present and future budgets. Yet without guidance from the federal government on what this price should be, companies might set their price too low. A report from McKinsey & Company finds that most firms set their internal carbon price below the minimum price of $40 per ton recommended by economists and climate experts. These prices vary by industry: while the median internal carbon price set by energy companies is $25, the median price set by financial services companies is $6 per ton. Instituting a federal carbon price would allow firms to plan their long-term investment decisions better. Imposing carbon pricing in the U.S. might also ensure continued access for American companies to markets abroad. Recently, the EU announced that it was planning to impose a carbon border tax on carbon-intensive imports. Importers can avoid this tax if they can prove that “a carbon price has already been paid during the production of the imported goods.” If the U.S. continues to delay carbon pricing, then imports from the U.S. will be subject to this tax from the EU, one of the United States’ most important trading partners. As more countries choose to enact carbon pricing, the risk of this happening elsewhere grows stronger. A robust carbon price in the U.S. would ensure that American firms can continue to access international markets without frictions. Finally, instituting a carbon price in the U.S. can prepare American firms for global technological transitions, strengthening their competitiveness in the future. A carbon price will force companies to reevaluate their long-term investment decisions, shifting away from emissions-intensive production toward low-carbon technologies. Globally, a shift toward low-carbon production is inevitable, and the sooner U.S. companies can begin this transition, the more competitive they will be. A U.S. carbon price will help to ensure that U.S. companies can lead the new industries centered on low-carbon technologies that will become the lynchpin of the global economy in the coming decades. 4. Restore the U.S.’ global reputation as a leader on climate issues Over the past few decades, the United States’ global reputation on climate issues has steadily declined. While other countries and nations, such as the EU, have set ambitious climate goals, the U.S. continues to grapple with climate deniers blocking any substantive action on climate change. It has rejected membership in both of the key global climate accords of the past two decades—the Kyoto Protocol and the Paris Agreement—even though it recently rejoined the latter. Rather than government leaders and policymakers committing to significant action on climate change, the majority of reductions in emissions over the past decade have been achieved through shifts in fossil fuel usage and increased efficiency in industry. A carbon price could help the U.S. reverse its lagging global standing on climate issues and demonstrate its commitment to reducing GHG emissions using the most modern and effective techniques available. CONCLUSION In order to achieve its climate targets, the U.S. will need a carbon price. This will not only enable the U.S. to meet its emissions reduction goals, but also support American firms in a future low-carbon economy and signal the U.S.’ commitment to effective climate mitigation policies to the larger global community.
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