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Abstract

Market power within a system of tradeable CO,-quotas leads to a non-optimal
distribution of abatement across countries. In this paper we introduce a quota system
that may reduce the adverse effects of market power, and thereby result in a
distribution of abatement across countriesthat is closer to a cost-effective outcome.
However, this system leads to a non-optimal distribution of abatement across periods.
Hence, we face a trade-off between a cost-effective distribution of abatement across

periods and reduced adverse effects of market power.
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1. Introduction

Tradeable quotas are often proposed as a policy instrument in an international
agreement to reduce emissions of CO,. Tradeable quotas will ensure a cost-effective
distribution of abatement if the market for quotas is competitive, which implies that
only price-taking countries operate in the market for quotas. In atradeable quota
system, each country receives an initial amount of CO,-quotas, which can be traded. In
a competitive market for quotasit is optimal for all countriesto sell (buy) quotas as
long as the market price of quotasis higher (smaller) than their own marginal
abatement cost since their emissions cannot exceed the total amount of quotas held by
the country. Furthermore, if each country could allocate the use of quotas freely across
periods, it is optimal for them to distribute abatement across periods such that their
present value of marginal abatement costs across periods are equalized. 1n equilibrium,
marginal abatement costs are equalized across all countries and across al periods,

which is a cost-effective distribution of abatement.

The distribution of the economic burden of the climate agreement will be determined
by the initial allocation of quotas. As proven by Montgomery (1972), the cost-effective
distribution of abatement will be obtained regardless of the initial allocation of quotas
as long as the quota market is competitive. Hence, there is separability between
considerations of effectiveness and considerations of equity - any distribution of CO,-

guotas between countries could be achieved cost-effectively.

When we consider the share of the world's CO,-emissions of different countries, it is
obvious that all countries cannot be considered as price-takers. The United States,
China and Russia had a share of the world’s CO, emissions from industrial processes in
1992 of 22%, 12% and 9% respectively (World Resources Ingtitute, 1996 (1992
figures). Those countries would probably trade a larger share of the total amount of
guotas than countries with lower share of world emissions, and could possibly exercise

market power in the market of tradeable quotas.



It has long been established that market power within a static system of tradeable
guotas could result in inefficiencies. Hahn (1984) looks at a Situation where there is
one agent with market power, while the rest of the traders are price-takers. He showed
that the efficiency loss from market power in such a market depends on the initial
alocation of quotas. Hence, there is no longer separability between considerations of
effectiveness and considerations of equity in the quota system. Westskog (1996)
estimates the efficiency loss from market power in a market for CO,-quotas for
different allocation rules. She shows that equity considerations or compensating
countries for joining an agreement of reducing CO,-emissions through quota
alocation, can result in significant efficiency losses in the market for quotas if some of

the participants exercise market power.

When countries exercise market power, a cost-effective solution could be achieved by
allocating quotas such that the initial allocation of quotas given to a country with
market power equals the number of quotas the country wants to have after quota
trading has taken place. However, burden sharing issues may set restrictions on how
guotas are allocated, and without separability between considerations of equity and
effectiveness, efficiency losses due to market power would arise. In this paper we
discuss how the design of the quota system can influence the efficiency loss from

market power when the distribution of quotas is restricted by equity considerations.t

We assume that some (or all) countries participate in a climate agreement where they
have agreed on a certain emission target that should be achieved during a period of
time. The period length is divided into sub-periods of equal length. The participating
countries have agreed on the initial distribution of quotas. We compare two different

systems for tradeable quotas in this paper:

1. A system where the quotas entitle the holder to emit a certain amount of CO,

1 Equity considerations could also be taken care of by the use of side-payments. If equity
considerations are fully taken care of by the use of thiskind of lump-sum transfersit possible to obtain
a cost-effective solution by allocating quotas such that no country exercises market power. In this
paper we consider a climate treaty where side-payments are not accepted as an instrument for burden-
sharing.



over the whole length of the period with no restrictions on the allocation of emissions
between the different sub-periods. Trade is arranged at the beginning of the period.
This system isreferred to as a flexible quota system.

2. A system where there are restrictions on emissions in each sub-period. The quotas
entitle the holder to emit a certain amount of CO, in each sub-period, and trade is
arranged at the beginning of each sub-period. A quota bought in the first period has
avalue for the holder in each of the following sub-periods. Thisisreferred to asa

durable quota system.

A durable quotais comparable to a durable good. It is shown in the literature that

when agood is durable and sold by a monopolist in different periods, it is profitable for

the monopolist to lower the price in subsequent periods in order to sell additional

guotas (see for instance Tirole (1988) for a simple analysis of a durable good

monopoly). The buyers will expect that the monopolist will lower the price in future
periods in order to sell more quotas. These rational expectations hurt the monopolist
because the buyers are willing to pay less for quotas today, when they anticipate a fall

in the prices in the future. The monopolist’s incentive to sell additional units in each
sub-period in the durable quota system can reduce some of the efficiency loss from
market power compared to a flexible quota system. However, we will show that the
durable quota system could give rise to efficiency losses across periods due to a non-

optimal distribution of abatement across periods.

We will show that in a flexible quota systesach country W distribute abatement
cost-effectively across periods. However, the difference in marginal abatement costs
across countries could be higher compared to a durable quota system. Hence, we face
a trade-off between a cost-effective distribution of abatement across periods and
reduced adverse effects of market power. The trade-off between these two effects is

the main topic of this paper.

In the next section we present a model for a durable quota system and a flexible quota
system. A comparison of the two quota systems is given in section 3. In section 4 we

carry out some numerical illustrations of the cost differences between the two systems
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by the use of the CO,-abatement cost functions taken from Bohm and Larsen (1994).

Concluding remarks are given in section 5.

2.The model

We consider a situation where some countries (or all countries) participate in a climate
treaty where they have agreed on atarget level for their total emissions of CO, during
a certain time period of T years. The emission target is denoted Q°. They have also
agreed on the initial distribution of quotas among the participating countries. One of
the countries exercises market power in the tradeable CO, quota market. We will in
the following assume that this country is alarge seller of quotas and is hereafter
referred to as the monopolist.2 All other countries are so small net buyers or sellers of
guotas that they can be considered as price-takers. These countries are referred to as
the fringe. In total, the fringe is a net buyer of quotas. Furthermore, we assume that
none of the countries act strategically in order to influence the outcome of a possible

renegotiation of the agreement after time T.

Thetime period of T yearsis divided in two equally long sub-periods, period 1 and
period 2. Let t; and t, symbolize the beginning of period 1 and period 2, respectively.

The durable quota system has the following design:

The participants receive quotas at the beginning of period 1 and each quota specifies
an emission alowance in period 1 and in period 2. The quota can be characterized as a
durable quota- it lasts both periods. Trade is arranged at the beginning of each sub-
period. At time t; the countries trade quotas that last for two periods. At timet; the
countries trade quotas that only have a value for the holder for the remaining period
(period 2). The durable quota system might be designed such that the quotas give the

holder the right to emit different amounts of CO, in the two periods. This implies that

aquotathat specifies an amount of emissions equal to q tons entitles the holder of the



quota to emit (1+0) q tonsin period 1 and (1-0) [q tonsin period 2, where-1 <

o <1

Theinitial amount of quotas given to participant j in a durable quota system is denoted
q° j =M, F, where M is the monopolist and F is the fringe. The amount of emission
alowances in period 1 (Q.°), in period 2 (Q.°) and the total emission allowances over
both periods (Q°) are thereby:

Q' =(1+0)qy + 1+ 0)qe
Q =(@1-o)ay +(1-0)ae (1)

Q"=Q'+Q; =20y +204

Note that since thereis atarget for total emissionsit is not possible to let o differ
between countries. If owas country specific, total emissions achieved after trade in
guotas had taken place would depend on the outcome of the trade. We assume in
section 2.1 and 2.2 that o'is set to 0 which implies that the quotas give the holder the

right to emit the same quantity of CO, in each sub-period. The impact of this

assumption will be discussed in section 3.

The flexible quota system has the following design:

In aflexible quota system the participant j receives quotas that specify the total amount
of emission allowances during both periods, which is denoted Q°. The quotas are
traded once, at time t;. Each participant is free to decide the alocation of emissions
across periods as long as the total amount of emissions over both periods does not
exceed the total amount of quotas held by the participant. The total amount of quotas
allocated under this system, is:

2 The general conclusions of this paper is, however, not affected whether we have a monopoalist or a
monopsonist. Thiswill be discussed in section 3 and 4. The impact of more than one large seller of
quotas will be discussed in the last section.



Q° =Qy +Q:. )

In both aflexible quota system and a durable quota system the total amount of quotas
alocated to the participants during the time period T is Q°. To make comparisons
possible it is throughout the paper assumed that the initial distribution of the total
amount of emission allowances between the fringe and the monopolist during the two

periods, isidentical in both systems:

Qu =20ey and Q¢ = 2[¢ (3

LetC; =C;(a) define the abatement cost function, where a is abatement, i denotes
the different sub-periods (i = 1,2) and j = M,F. The abatement cost functions are
increasing in the amount of emissions abated and convex (Cj >0,Cj >0).

Abatement in country j in period i (a;) is the difference between business as usual

emissions (Z;) and the amount the country emits in that period (u; ):

a =7Z. —U. (4)

In this paper we compare the durable and the flexible quota system when it comes to
the total costs of the two systems. The total cost of atradeable CO,-quota systemis
minimized (the system is cost-effective) when the present value of marginal abatement

costs for each period are equalized across countries and across periods. Thisimplies

L= Loi=1.2 (5)
doy, Dby
and
iC. iC.
g 50_12 j=F,M (6)
7 A,



where 9 is the discount factor for period 2.

2.1 The durable quota system

The emissions in period 1 equal the initial amount of quotas a country holds for that
period, plus (minus) the amount of quotas bought (sold) in period 1. The abatement in

period 1 is therefore given by:

ap = Zpy ~ (93 +0y) (7
ay; = Zy, —(qy —ay) (8)

where q; isthe amount of quotas bought in period 1 by the fringe.
In period 2 a country’s emissions equal the initial amount of quotas a country holds for

that period plus (minus) the quotas the country bought (sold) in period 1, plus (minus)

the extra amount of quotas a country buys (sells) in period 2. The abatement in period

2 is given by:
g, =Zp, _(qg +q, +Q2) 9)
y, =Zy, —(dy —9; —qy) (20)

whereq, is the amount of quotas bought in period 2 by the fringe.
We see from (7)- (10) that:

oC; - oC; and
day, et

oC,, _ oCy,

By | A (D

It follows from (7)-(10) that abatement in period 1 is a function of the business as

usual emission (Z) and the quotas bought/sold in period 1, while the abatement in



period 2 is a function of the business as usual emission (Z) in that period and the

amount of quotas bought/sold in both periods.

The fringe’s marginal benefit of buying a quota in period 1 equals the present value of
the cost savings from not abating that amount of emissions in period 1 and in period 2.
The fringe’s demand for quotas in period 1 is affected by the possibility of buying
guotas in period 2 at a lower price. We assume that the fringe has perfect foresight
about the quota price in period 2. The price the fringe is willing to pay for one quota in
period 1 is equal to the marginal benefit of that quota in period 1 plus the present value

of the price of a quota in period 2. Therefore we have:

oC
p=—
Ja,

+p, (12)

wherep; is the price of a quota in period 1 gnds the price of a quota in period 2.
This gives the following demand function for quotas in periog, 1= p,(q,. p,)

The fringe's demand for quotas in period 2 depends on the marginal benefit the fringe

obtains from buying a quota in that period:

(13)

This gives the following demand function for quotas in periop2=p,(q, +4d,)

In period 2 the monopolist minimizes the costs of abatement in period 2 minus the
income from selling quotas, given the fringe's demand function for quotas in this

period:

Min {CMz(awlz) - pz(ql + qz) |]]2} (14)
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Solving (14) and inserting from (11) gives the following first order condition for the

monopolist’s cost minimization problem in period 2:

oCy,

o, =p,(a, +d,) + P2 o.q 2 [0, (15)
which gives:
d, =d,(a,) (16)

It follows from (12), (13) and (16) that, p, andq, all are functions of the quotas

sold in period 1.

The monopolist’s optimization problem in period 1, given the fringe’s demand

functions for quotas, is given by:

min{Cyy (@) = Py(0:) [8; + 8[Cy (@) = P, (0 + 0,(0,)) (11, (0]} (17)

Solving (17) and inserting from (11) and (15) gives the following first order condition:

oCyy 0p1

Cp 00 18
li pl d:]l 1 dDZ ( )
Let
9, =, (19)

be the solution to (18).

From (7) - (10), (12), (13), (16) and (19) we find the amount of abatement in the two

periods, the amount of quotas sold and the prices in period 1 and period 2 in the

durable quota system, which we denatg ,a’)" ,a; ,a., ,q;" ,q;" ,p;” andpy” .3

3 Superscript DU denotes the durable quota system.
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Since the durable quota system puts restrictions on emissions within each sub-period,

given by (1), a cost-effective distribution of abatement across periods, as expressed by

(6), is generally not ensured. Furthermore, we see from (12) and (18), and (13) and

(15) that the fringe’s marginal abatement cost is higher than the monopolist’'s marginal
abatement cost in both sub-periods, which means that (5) is not satisfied. The durable
guota system does neither ensure cost-effectiveness across periods nor across

countries.

2.2 A flexible quota system

In a flexible quota system each country decides how to allocate abatement between the
two periods as long as total emissions do not exceed the total amount of quotas the

country holds. The fringe’s and the monopolist’s total abatements over both periods

are.
ap tag, =4y +Z;, - (Q(li +Q) (20)
and
Ay, T ay, :ZM1+ZM2_(Q(|§_Q) (21)

whereQ is the total amount of quotas bought by the fringe.

The fringe will minimize the present value of the sum of the abatement costs in the two
periods and the costs of buying quotas, given that its total emissions do not exceed the

total amount of quotas hold. The fringe’s optimization problem is:

Min {Cp, (@) + &Cp; (ar,) + PO} (22)

subject to (20).

12



First order conditions of this minimization problem are:

a(:Fl - BaCFZ (23)

aaFl aaFZ

and

P=%, i=12 (24)
aaFl

where P is the price of a quota in the flexible quota system.

Equation (23) states that the present value of the marginal abatement costs are
equalized across periods (for al Q). Equations (23) and (24) give the inverse demand
function for quotas (P(Q)).

The monopolist minimizes the present value of the sum of the abatement costsin the
two periods minus the income from selling quotas given that its total emissions do not

exceed the total amount of quotas hold, that is:

Min {C,.(ay) + &y, (@y,) - P(Q) [} (25)

ay1.am2.Q

subject to (21).

This gives the following first order conditions:
oC aC,,,

ML =8 (26)
da,,, da,,,
and
oP oC
- +p=- =M1 2
0 [@Q . (27)

From equation (20), (21), (23), (24), (26) and (27) we obtain the amount of abatement
in each period, the amount of quotas sold and the price of quotas in the flexible system

at, Q andP 4

M2

which we denote a’.",a’, ,a;,; ,

F1 2 %F2

a

4 Superscript FL denotes the flexible quota system.
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In aflexible quota system both the fringe and the monopolist will distribute abatement
cost-effectively across periods, as can be seen from (23) and (26). However, we see

from (24) and (27) that the fringe’s marginal abatement cost wieed the marginal
abatement cost in the monopoly country in each period. The monopolist abates to little
compared to a cost-effective distribution of abatement across countries due to its

market power.

3. A comparison of the durable and the flexible quota system

In this section we compare the total cost of the two different systems of tradeable
quotas. The present value of the total cost of the flexible quota system, d€@6ted

is given by:

FL _ FL* FL*
TC _,-:Z,M Ciu(aj; )+51;Mcjz(ajz ) (28)

The present value of the total cost of the durable quota system, d&aSteds given

by:

DU _ DuU* DuU*
TC _;:Z,M Cp(a, )+51:;MC;2(&;2 ) (29)

A cost-effective quota system implies that the present value of marginal abatement
costs for each period are equalized across countries and across periods, as expressed
by (5) and (6). We know from the previous section that in the flexible quota system
both the fringe and the monopolist distribute the abatement cost-effectively across
periods, but that the fringe’s marginal abatement cost exceeds the monopolist’s
marginal abatement cost in each sub-period. The monopolist sells too few quotas, and
hence abate too little, compared to a cost-effective distribution of abatement across

countries.

14



The deviation from a cost-effective distribution of abatement in the flexible quota

system depends on the initial allocation of quotas. From the discussion in section 1 we

know that the flexible quota system can result in a cost-effective distribution of

abatement if the initial distribution of quotas is such that the “potential monopolist”
finds it optimal to not sell any quotas. This means that the solution to the monopolist
maximizing problem given b{27) gives Q* equal to 0. It then follows from (23), (24),
(26) and (27) that the present value of marginal abatement costs for each period are
equalized across countries and across periods. This implies that the quota system is
cost-effective, as expressed by (5) and (6). Hence, if the initial distribution of quotas
agreed on in the climate treaty, implies that Q* from (27) is zero, there is nothing to
gain by changing from a flexible quota system to a durable quota system. On the
contrary, the durable quota system will imply a higher total abatement cost, since that

system implies that abatement is not distributed cost-effectively across periods.

However, if the initial distribution of quotas agreed on in the climate treaty implies that
one of the countries acts as a monopolist in the quota market, the durable quota
system may lead to lower total abatement cost than the flexible quota system, in spite
of the non-optimal distribution of abatement over time. The reason for this is that a
durable quota system can increase the total amount of abatement carried out by the
monopolist, relative to the flexible quota system. In the flexible quota system, the
guotas are only sold once, at timeWhen deciding the optimal quantity of quotas
offered for sale, the monopolist takes into account that an increase in the amount of
guotas sold decreases the price on all units. However, in a durable quota system,
where quotas are sold at two datesynd t, the amount of quotas sold awtill not

affect the price of the quotas sold atfthose units are already sold, and once they are
sold the monopolist has no interest in maintaining the price on those quotas. It is
optimal for the monopolist to lower the quota price, that is, sell additional quotas, in
period 2. However, when the buyers correctly anticipate that the monopolist will
reduce the price in the second period, less will be bought at a high price in the first
period. In total this may lead to higher abatement in the monopolist country in the

durable quota system, than in the flexible quota system.

15



As we pointed out in the previous section, a durable quota system does not ensure that
abatement is distributed cost-effectively across periods within countries. Hence, more
abatement in the monopolist country relative to the flexible quota system is not
sufficient to ensure that the durable quota system is less costly than the flexible quota
system. The durable quota system is less costly than the flexible quota system if the
decrease in abatement cost due to higher abatement in the monopolist country is not
completely offset by increased abatement cost due to a non-optimal distribution of

abatement across periods.

Since the durable quota system puts restrictions on emissions within each sub-period,
changes in the abatement costs (C(a)) and changes in the business as usual emissions
(2) over time will influence the cost of the durable quota system relative to the flexible

quota system.

In order to make a further comparison of the two different quota systems we will first
ignore the effects of changes in the abatement costs and business as usual emissions
over time. (The impact of these changes will be discussed below.) Furthermore we

assume that the marginal abatement costs are linear.>

We ignore the effects of changes in abatement costs and business as usual emissions
over time by assuming that the present value of the abatement costs for each period do

not change over time, that is Cj,(a) = 3C;,(a), and that the business as usual emissions

areidentical in both periods for both categories of countries, that is Z; =Z;,.5 These
assumptions ensure that the total abatement costs of the two systems are identical

before any trade of quotas has taken place.

Let the fringe’s abatement costs in period 1 and period 2 be given by:

5 We have not been able to show the differencesin total costs and abatements between a flexible and
durable system analytically with non-linear marginal abatement costs. We have, however, carried out
several numerical calculations on non-linear marginal cost functions without finding any cost
functions where the conclusions we draw from linear marginal abatement costs do not hold.

6 Assuming C.(@ = %le(a) isformally identical to assuming that the abatement cost functions are
constant across periodsif discounting isignored, that is d =1.
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Cu(ag) = %,8 mam)z +Fla (30)

and

1 1
CFz(an) = %ﬁmam)z + E F BiFZ (31)

where dis the discount factor and S and F are parameters in the abatement cost
functions.

Let the monopolist’s abatement costs in period 1 and period 2 be given by:

1
Cw(@ayy) = 50 mam)z +M (4, (32)
and
_1 2, 1
CMZ(aMZ) - %0 maMz) +EM mMz (33)

wheredis the discount factor anlandM are parameters in the abatement cost

functions.

From (7) - (10), (12), (13), (16), (19), (20), (21), (23), (24), (26) and (27) we find that
the cost functions defined above give the following differences in abatement in the two

guota systems:

* * % . E—
At el =@ e = e 34
a.*:BU - a'*:zl- = —(a_,*v'Dzu _ a;AFZL = —% (35)
where
e=pB@)+F where a2=Z -q2andq? =3QP
p=6%)+M wherea’ =27, -qS and q°, =4Q5,

=9 (36)
X=—

B

K =5+4x+x°

17



The difference in total costs of the two quota systemsis given by:

TC™ - TC™ = _1(e- $)*(1+x)
2 PR2+x)°

where TC™ and TC" are defined by (28) and (29).

(37)

We see from the definitions in (36), that g° is the abatement in the flexible and durable

guota system for country j before any trade of quotas has taken place. cand ¢ are,
respectively, the fringe’s and monopolist’s per period marginal abatement cost before
trade occurs. We have assumed that the country which exercises market power is a

seller of quotas. A necessary condition for sale isdba.

We see from (34) and (35) that the durable quota system causes the fringe
(monopolist) to abate more (less) in period one and less (more) in period two
compared to the flexible quota system. Furthermore, we see that the fringe’s
(monopolist’s) total abatement over both periods is less (higher) in a durable quota
system that in the flexible quota system. The durable quota system induces a transfer of
abatement from the fringe to the monopolist compared to the flexible quota system. It
follows from (37) that the total cost of the durable quota system is lower than the total
cost of the flexible quota system. This means that the reduction in total cost due to
higher abatement in the monopolist country is not completely offset by the increased
cost due to a non-optimal distribution of abatement across periods.

Furthermore, we see from (37) that F€TC"" (which is positive) is increasing in

(€ —¢). It follows from the definition o and¢, given by (36), thatg —¢) is higher
the largerqy, compared tog? . Increasinggy, relative toq? implies that the initial

distribution of quotas deviates more from the cost-effective distribution of emissions

(and hence abatement) across countries.

We have so far assumed that the country which exercises market power is a seller of
guotas. If e< ¢, the country will buy quotas and hence be a monopsonist in the quota

market. However, we see from (37), that the difference in cost of the two systems is

independent on whether the country is a monopolist or a monopsonist. Furthermore,

18



we see from (37) that a higher initial alocation of quotas to a monopsonist decreases

the cost difference of the two quota systems since the absolute value of (e-9) is
smaller the larger gy, compared to q?, when £ < ¢. Increasing the initial allocation of

guotas to a monopsonist implies that the initial distribution of quotas deviates less from

the cost-effective distribution of abatement across countries.

Thisleads to the following conclusions if the marginal abatement costs are linear and
the present value of the abatement cost for each period and the business as usual

emissions do not change over time:

- The total abatement cost of a durable quota systemis less than the total abatement

cost of a flexible quota system.

-The more the initial allocation of quotas deviates from a cost-effective distribution of
abatement across countries, the lower isthe cost of the durable quota system

compared to the flexible quota system.

For all abatement cost functions, changes in the abatement costs and changesin the
business as usual emissions over time can increase the total cost of a durable quota
system compared to the flexible quota system due to the lack of ability to allocate
abatement optimally over time in the durable quota system. The more the restrictions
on emissions in each sub-period in the durable quota system differ from the optimal
distribution of abatement across periods, the higher iscet. par. the cost of the durable

guota system compared to a flexible quota system.

As argued above, the flexible quota system is cost-effective if the initial distribution of

guotes ensures that the “potential monopolist” finds it beneficial to not sell any quotas.
An initial distribution of quotas which implies that the monopolist exercises market
power will imply an efficiency lossdrause abatement is not distributed cost-effectively
across countries. The more the durable quota system through reduced market power,
reduces this efficiency loss, the lowecds par. the cost of the durable quota system

compared to a flexible quota system.
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Thisleads to the following general conclusion:

-The difference in the total abatement costs between the durable and the flexible
guota system can be negative or positive depending on the monopolist’'s market power
in the flexible quota system and the changes in abatement costs and business as usual

emissions over time.

We have so far assumed that the durable quota system specifies quotas which give the
holder the right to emit the same quantity of CO, in each sub-period, that is oin
equation (1) is set to 0. However, by setting 020, some of the disadvantages of the
lack of flexibility of the durable quota system can be reduced. If, for instance, both the

fringe’s and the monopolist’s present value of abatement costs per period decrease
over time, the total cost of the durable quota system can be reduced by allowing higher

emissions in period 1 than in period 2, that is,® < 1.

o will have an impact on the trade in quotas sioeeill influence fringe’s and
monopolist’'s marginal abatement costs in both sub-periodso Tt minimizes the

total cost is found by minimizing (29) with respectdavherea;”” will be a function

of o. It is, however, in general not possible to completely remove the cost of a non-
optimal distribution of abatement across periods by choosing an optinfdie o that

gives a cost-effective distribution of abatement across periods for the fringe will, in
general, differ from therthat gives an optimal distribution of abatement across

periods for the monopolist. The reduction in the total cost of the durable quota system
of choosing an optimar compared to a situation whesgs set to 0, depends on the

changes in the monopolist’s and the fringe’s abatement costs and the business as usual
emissions over time and the difference in these changes between the two categories of

countries.
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4 Numerical lllustrations

Toillustrate the difference in total costs of obtaining a certain target for atotal
emissions reduction between a flexible and the durable quota system, we have carried
out some numerical calculations. We have used the cost functions of reducing CO.-
emissions from Bohm and Larsen (1994) which are based on a study by Nordhaus
(1991).” Bohm and Larsen’s marginal cost functions fall into three categories separated
by the size of the carbon intensities in different countries. A country with a carbon
intensity equal to 0,26kg/USD isreferred to as a reference country by Bohm and
Larsen, and makes one of these categories. The two other categories of countries have
carbon intensities above and below this level. Countries with lower carbon intensities
than the reference country are supposed to have taken measures to reduce their carbon
intengities, and their marginal abatement costs are higher than that of the reference
country. The countries with higher carbon intensities than the reference country are
supposed to have the lowest marginal abatement costs of all the three categories of
countries. The cost and the marginal cost of reducing CO,-emissions are increasing
with the amount of CO, abated (C;;(a;) >0,C;(a;) >0) and C, (0) =0.

As discussed in the introduction, several countries could possibly exercise market
power in the market of tradeable CO,-quotas, among them the United States, China
and Russia. In the numerical calculations carried out below, we consider a climate
treaty where the Western European countries and China are the participating countries.
China exercises monopoly power and faces a competitive fringe consisting of the

Western European countries.

According to the United Nations’ Framework Convention on Climate Chari@el

the developing country Parties of the convention shall not carry any of the costs of the
measures to combat climate change (see article 4.3). It is thus unlikely that China in the
near future is willing to participate in a climate treaty if this causes a financial loss.

However, China has a high carbon intensity, and hence low abatement cost. The total

7 Detailed discussions of the cost functions are given in Bohm and Larsen (1994).
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cost of achieving a certain global goal for emissions reductions could therefore be
significantly reduced if China would join the treaty. It can therefore be beneficial for
the Western-Countries to compensate China for joining the treaty. One way of
compensating Chinais through the initial alocation of quotas. The higher initial
alocation of quotas that China receives, the more beneficial isit for Chinato join the
treaty.

China has a carbon intensity of 1.6 kg/USD (World Resources, 1992 (1989 figures)),
and falsin the category of countries with carbon intensities above that of the reference

country (0,26kg/USD). It has the following marginal abatement cost function:

a0 a, e 0
C. (a,)=-1852InQ1--%*——M ] 38
M|( M|) |:| ZMi (2eM _e)D ( )

where ey is the carbon intensity of China, and € is the reference country'sarbon

intensity.

To simplify we have used average values of carbon intensities and business as usual
emissions in the Western-European countries to obtain one single abatement cost
function. The Western-European countries (the fringe) have an average carbon
intensity of 0.15kg/USD (Bohm and Larsen 1994, Table ). Their marginal cost

function is as follows:

8 &

C.(a )——1852InEl.—
Fi Fi 1 |:| ZFi e

O
H (39)

F
where e- isthe fringe’s carbon intensity.
We assume that ey, & and € do not change over time.

We have carried out the calculations under different assumptions of changesin

business as usual emissions and different quota allocation systems. Opposed to the cost
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functions of the previous section (given by (30)-(33)) changes in business as usual

emissions in the above marginal cost functions (given by (38) and (39)) will directly

influence abatement costs since abatement costs are a function of relative abatement.

The period length is ten years starting in year 2005 and divided into two equally long

sub-periods of 5 years. We have based our emission scenarios on the

Intergovernmental Panel on Climate Change’s (IPCC) scenarios for greenhouse gas

emissions (see IPCC 1996). The IPCC has developed six emission scenarios based on

assumptions concerning population and economic growth, land use, technological
changes, energy availability and fuel mix over the pet@@D to 2106.In our

calculations of the changes in business as usual emissions weG@ave used three of

these scenarios, 1S92a, 1S92¢c and 1S92e.

» Business as usual emissions change in line with the 1IS92a scenario. It implies a 15%
and 1.8 % increase in the business as usual emissions from period 1 to period 2 in
China and the Western-European countries, respectively.

» Business as usual emissions change in line with 1IS92¢ scenario, which implies a 7%
increase and a 1.5% decrease in business as usual emissions from period 1 to period
2 in China and the Western-European countries, respectively.

» Business as usual emissions change in line with the 1S92e scenario. It implies a 17%
and a 4% increase from period 1 to period 2 in business as usual emissions in China

and Western-European countries, respectively.

We have considered two different allocation rules. With the first allocation rule each
country including China, receives quotas corresponding to 80 per cent of their business
as usual emissions (BaU emissions). With the second allocation rule China receives
guotas equal to its business as usual emissions and the Western-European countries
receive quotas equal to business as usual emissions minus the target for enfission (Q

(this allocation rule is called the special allocation rule). The latter allocation rule is an

8 See Pepper et al. (1992) for a detailed description of the distribution of emissions across countries
following from the different scenarios.

9 The 1S92¢ and 1S92e assume the lowest and the highest CO,-emissions respectively of the six
scenarios in the report. The 1S92a scenario is a mid-range scenario.
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example of an alocation rule where China demands a high financial benefit in order to
join the treaty.10

For both allocation rules we have calculated the total cost of the durable quota system
with 0=0, and the total cost with an optimal o (the impact of choosing an optimal o
has been discussed in the previous section).1! The discount rate per year is 5%. This
implies a discount factor (d) of 0.78 for period 2. The results of the numerical

calculations are presented in Table 1.

Table 1. Therelative differencein total costs of the durable quota system

compared to the flexible quota system.12

Allocation rule; 80% of BAU Allocation rule: Special all.rule

Changesin costs from |Durable system  |Durablesystem  |Durablesystem  |Durable system
period 1to period 2 |withc =0 with an optimal o |with 0=0 with an optimal ¢

BalU changesinline
with the | S92a
scenario -0.31% -0.36% -5.55% -5.64%

BalU changesinline
with the | S92c
scenario 0.36% -1.23% -4.42% -8.59%

BalU changesinline
with the 1 S92e
scenario -0.17% -0.26% -6.30% -7.21%

The numerical calculationsillustrate the following:

- For al the calculations except one, the durable quota system gives lower total cost

than the flexible quota system. The gain from equalized marginal abatement costs

10 The special allocation rule will more than offset what China needs to get compensated for its costs
of reducing emissions (if they find it beneficial to sell any quotas). Although extreme, this allocation
rule shows the effects of allocating more quotas to the monopoly country.

11 Choosing an optimal oimpliesthat ois endogenous in the calculations.
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across periods in the flexible system, does not offset the gain from reduced effects of
market power in the durable system. However, in the | S92¢ scenario with 0=0 and
where the countries receive quotas corresponding to 80% of their business as usual
emissions, the flexible quota system gives lower total costs than the durable quota
system. In this case the gain from reduced effects of market power in the durable quota
systemis offset by the gain from equalized marginal abatement costs across periods in
the flexible quota system.

- The introduction of an optimal ¢ in a durable quota system implies that marginal
abatement costs across periods could be closer to the cost-effective solution compared
to setting 0=0. Hence, the advantage of the durable quota system compared to the
flexible quota system is increased. In our calculations the durable quota system with an
optimal o gives lower total cost than the flexible quota system for all the scenarios
considered. As argued in the previous section, differences in the changes of business as
usual emissions between countries implies that an optimal o for one country is different
from an optimal o for the other. Hence, with differences in the changes in the business
as usua emissions between countries we are not ensured that a common o leads to
lower total costs of the durable quota system than the flexible quota system. For all the
scenarios considered in our calculations these differences are, however, not of such a
magnitude that a common o does not result in lower total cost of the durable quota

system compared to the flexible quota system.

-The chosen allocation rule influences the advantage of the durable quota system
compared to the flexible quota system. When quotas are allocated according to the
special allocation rule, the cost of the durable quota system relatively to the flexible
guota system is significantly decreased compared to an allocation of quotasin
percentage of business as usual emissions. A higher initial allocation of quotas to the
monopolist (monopsonist) as an alocation of quotas according to the specia allocation

rule will imply, increases (decreases) the deviation from a cost-effective distribution of

TC™™ —-TCH

12 The re ative difference is computed in the following way: ToR

. The durable quota
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abatement across countries. Thisimplies decreased (increased) cost of the durable
guota system compared to the flexible quota system. Hence, if the monopolist
(monopsonist) is compensated for joining an agreement through quota alocation, the
advantage of the durable quota system compared to the flexible quota system s
increased (decreased).

5.Concluding remarks.

When countries act strategically in the tradeable quota market there is no longer

separability between considerations of effectiveness and considerations of equity, as

would be the case in a competitive market for quotas. In this paper we have examined

how the design of the quota system could reduce the efficiency loss from market

power when the distribution of CO,-quotas is restricted by equity considerations. We

have compared two different tradeable quota systems - a durable quota system and a

flexible quota system. A durable quota system can reduce the adverse effects of market

power. However, it sets restrictions on the sum of emissions from the fringe and the

monopolist in each sub period. Thisimplies that a durable quota system does not

ensure an optimal distribution of abatement across periods. In aflexible quota system

we obtain an optimal distribution of abatement across periods. However, due to the
monopolist’'s market power the difference in marginal abatement costs across countries
could be higher compared to a durable quota system. Hence, we face a trade-off
between a cost-effective distribution of abatement across periods and reduced adverse
effects of market power. The durable quota system is less costly than the flexible quota
system if the decrease in abatement cost due to higher abatement in the monopolist
country is not completely offset by increased cost due to a non-optimal distribution of

abatement across periods.

We have shown that if the present value of abatement costs for each period do not
change over time, business as usual emissions remain unchanged and marginal

abatement costs are linear:

system is less costly than the flexible quota system when the relative difference is negative.
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» Thetotal abatement cost of a durable quota system is less than the total abatement
cost of aflexible quota system.

» The moretheinitial allocation of quotas deviates from a cost-effective distribution
of abatement across countries, the lower isthe cost of the durable quota system

compared to the flexible quota system.

In general, changes in abatement costs and changes in the business as usual emissions
over time can increase the total cost of a durable quota system compared to a flexible
guota system. As aresult the difference in total abatement costs between the durable
and the flexible quota system can turn out to be both negative or positive depending on
the monopolist’'s market power in the flexible quota system and the changes in

abatement costs and business as usual emissions over time.

In the last part of the paper we have carried out numerical calculations of the cost
differences between the durable and the flexible quota system. They are carried out

with increasing and convex cost functions, and clearly illustrate that the advantage of
the durable quota system compared to the flexible quota system depends on the chosen
allocation rule. With the use of the special allocation rule, which implies that the
monopoly country receives quotas equal to its business as usual emissions, the
advantage of durable quota system is increased considerably compared to an allocation
rule where countries receive quotas equal to 80 per cent of their business as usual

emissions.

We have assumed that the participants only trade quotas dt &indt,. Coase

(1972) conjectured and Gul, Sonnenschein and Wilson (1986) showed formally that a
durable monopolist that produces an infinitely durable good must always charge the
competitive price as the time between offers approaches zero. Why could we not
design the durable quota system in such a way that quotas are offered arbitrarily
frequently to make the market power vanish, and reach the competitive outcome? The
monitoring costs prevent this. Monitoring that emissions are in compliance with the
total amount of quotas held would also have to be done arbitrarily frequently. Apart

from the practical problems of carrying out such an intensive control (which most
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likely would be impossible to carry out), the costs of doing it would also be enormous.
Therefore, what Coase conjectured is not possible to achieve in a durable quota
system. Market power can be reduced by making the quotas durable, but it cannot be
reduced to zero. It isimpossible to make the period length arbitrarily small.

We have only considered one large seller. Gul (1987) and Ausubel and Deneckere
(1987) show that letting the firms in a durable goods oligopoly make offers arbitrarily
frequently with infinite durability enhances their ability to commit to high prices, and in
the limit when the period length approaches zero, enables them to enjoy total market
profit equal to the full commitment monopoly profit. There could obviously be
possibilities for several agents with market power in atradeable quota system.
However, the results of Gul (1987) and Ausubel and Deneckere (1987) rely on infinite
durability and arbitrarily frequent offers. As discussed above arbitrarily frequent offers
are impossible in a durable quota system because of monitoring costs, but in addition
their results are no longer valid in afinite horizon game as the one we study. It isa
well-known result from the literature of game theory that it is possible to sustain a tacit
collusion in an infinite repeated game. However, in afinite horizon game it would be
profitable for the oligopolist to sell/ buy quotas at alower price than the oligopoly
price in the last period. The other oligopolists and the consumers know this. The
commitment is no longer credible. By use of backward induction, weend up ina
situation where the market power of the oligopolistsis reduced as under durable good

monopoly.

It can be argued that if we design the system such that there are only price-taking
traders operating in the market of tradeable quotas, the problem discussed in this paper
would disappear. Why not let each producer and importer of fossil fuels to a country
operate in the tradeable quota market rather than countries? There are several reasons
why this would not make the market competitive. First, many of the importers and the
producers of fossil fuels would probably have the possibility of acting strategically in
the quota market as well. Many of them have large market shares. The market power
problem could be reduced, but it would probably not disappear. Second, if a country
has the ability to act strategically when countries are traders in the quota market, it can

still act strategicaly if itsimporters and producers of fossil fuels are traders of quotas.
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By introducing national taxes on fossil fuels it can affect the supply or demand of
guotas in the international market of tradeable CO,-quotas, and hence be able to

exercise market power as before.

In the literature of durable goods it is shown that the durable quota monopolist could
escape the "trap” of durability by leasing the quotas and enjoy the full effects of market
power. (See for instance Coase (1972) for a discussion of thisissue.) To avoid this the
durable quota system has to be designed in such away that leasing is not possible. If a
guota exchange for tradeable durable quotas is established, and only the traded quotas
on the exchange are approved by a control commission in the monitoring of emissions,
we cannot see that aleasing market would arise. It will not be profitable to lease a
guota outside the exchange system since a leased quota not approved by the

commission, has no value for the holder.
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