Carbon tax gives states ample funding for decades
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2. REVENUE The states that have begun pricing carbon through cap-and-trade programs have so far used allowance auction revenue primarily for environmental goals. For example, California’s aforementioned AB 32 and the Regional Greenhouse Gas Initiative (RGGI) for power sector emissions in nine northeastern states both earmark allowance auction revenue for environment-related purposes.11 A study of the cumulative $1.4 billion in RGGI auction proceeds from 2008 to 2013 reports that the large majority of the revenue went to energy efficiency programs, energy bill assistance, and other GHG abatement activities.12 However, some RGGI states have shown interest in using the revenue for non-environmental purposes. For example, in 2010, New York used half of its revenue and New Jersey used all of its RGGI funds (prior to departing from the program the following year) to balance their budgets. A state-level carbon tax, particularly if set above the price signals operating in existing cap-and-trade programs and applied economy-wide, could raise enough revenue in many states to play a substantial fiscal role.13 How much revenue? Table 1 below shows the 2013 energy-related CO2 emissions by state in tons as reported by the U.S. Department of Energy’s Energy Information Administration (EIA). 14 The table provides an illustrative estimate of the potential revenue in each state, both in millions of dollars and as a share of state GDP in 2013, by multiplying each state’s fossil fuel CO2 emissions inventory by a hypothetical tax of $20 per ton of CO2. 15 Of course, the actual revenue in any state would depend on details of the tax base, the tax rate, how emissions respond to the price signal, and the policy and macroeconomic shifts that could lower revenues from other tax instruments. But this estimate at least indicates the order of magnitude of revenues available should policymakers wish to consider a carbon tax option. Table 1 shows that some jurisdictions, such as the District of Columbia and Vermont, would raise relatively little revenue from a carbon tax. That is generally because they either have no power plants within their borders or because they already have low-carbon electricity sectors, for example by relying mainly on hydropower. Other states, such as Wyoming and West Virginia, could raise over two percent of their state GDP from a $20 per ton tax on fossil energy-related CO2 emissions.17 Two percent of GDP is significant for a state tax; nationally, on average states collect only about five percent of GDP from their own revenue instruments, including sales, property, income, and business taxes (not counting transfers from the federal government).18 Forecasting revenue from the carbon fee involves multiplying the scheduled tax rates by a forecast of emissions subject to the tax. Revenues will depend on fluctuating demand for fossil energy, for example owing to weather and economic conditions, along with the responsiveness of fossil energy demand to the carbon price. These factors will vary significantly by state, depending on the existing energy mix, emissions patterns, and economic activity. Despite the uncertainties in forecasting carbon tax revenues, states may find that carbon fees are less volatile than other state revenue sources.19 For example, one major challenge that California faces is the pro-cyclical nature of its revenue stream; revenues fall just as economic activity falls and demands on social safety net programs rise. A recent study concluded that there are several factors behind California's relatively high degree of revenue volatility, notably “the extraordinary boom and bust in stock market-related revenues from stock options and capital gains.”20 Replacing or supplementing volatile sources of revenue (such as taxes on capital gains and corporate income) with a carbon tax would help stabilize state finances and avoid a boom-and-bust cycle of funding for programs like schools and social welfare programs. We return to the issue of revenue use in Section 4 below. The revenues from a carbon tax are subject to a (desirable) erosion of the tax base, particularly over the long run as capital in long-lived power plants and other industrial facilities turns over. States with relatively high coal use in their electricity sectors are likely to experience more emissions abatement than states in which relatively more emissions reductions need to come from transportation. If states adopt tax rates that rise in real terms, the rising rate can more than counteract the decline in the tax base. In that case, it could take decades before states need worry about declining carbon tax revenues.
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