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T he concept of the marketable pollution permit ("MPP")' has be- 
come an increasingly popular topic of discussion for environmen- 

talists in recent years, although the idea has been in existence since at 
least 1968, when J.H. Dales published a book on the issue? This ap- 
proach was given added credibility when Congress enacted the Clean 
Air Act Amendments of 1990: which made the concept an official 
part of environmental regulatory policy. A typical solution in this 
area is for the government to mandate that a certain kind of pollutant 
in a specified geographic area be reduced by a defined target percent- 
age within a certain time period. Essentially, such nostrums are based 
a n  a centralized command system rather than the market place. 

Establishing a market in tradeable pollution permits triggers 
"quasi" market forces. This leads to a more efficient allocation of re- 
sources than traditional command and control alternatives and makes 
it possible to achieve the goal of reducing emissions at a lower cost. 
Firms that cannot achieve the targeted level can purchase a pennit 
from the party whose reduction exceeds the mandated amount. As 
such, there is an incentive for each party to reduce pollution below the 
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1. This scheme also goes by the names tradeable emission ri hts ("TERs"), 
tradeable pollution rights ("TPRs") and tradeable emission permits f4TFiPs"). 

2. JOHN H. DALES, POLLUTION, PROPERTY & PRICES (1968). Other treatises on 
this subject include: BUY IN^ A BETTER ENVIRONMENT: COST-EFFECTIVE REGULA- 
TION THROUGH PERMIT TRADING (Erhard F. Joeres & Martin H. David eds., 1983); 
THOMAS H. TIETENBERG, EMISSIONS TRADING: AN EXERCISE I[N REFORMING POLLU- 
TroN POLICY (1985); Robert Nr. Hahn, Innovative Approaches for Revising the Clean 
Air Act, 28 NAT. RESOURCES J. 171 (1988). 

3. Pub. L. No. 101-549, 104 Stat. 2399 (1990). These amendments modified the 
Clean Air Act of 1977,42 U.S.C. 00 7401-7642 (1988). Previous acts included the Air 
Pollution Control Act of 1955, Pub. E. No, 84-159, 69 Stat. 322 (1955); the Clean Air 
Act of 1963, Pub. L. No. 88-206,77 Stat. 392 (1963); and the Clean Air Act Amend- 
ments of 1970, Pub. L. No. 91-604, 84 Stat. 1676 (1970), among others. 
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legally required level so that the permits not being utilized can be 
sold. 

However, this solution has encountered some problems. Excessive 
regulations and regulator attitudes have essentially destroyed the 
evolution of a well-functioning permit market. Furthermore, as pres- 
ently advocated and applied, the system is structurally unsound, since 
it places reliance on command rather than market incentives-which 
is really just a form of market socialism, a system that von Mises4 and 
HayekS criticized in the 1920s and 1930sP 

This Article applies market theories to the problem of pollution. 
Accordingly, it maintains that while market socialism (e.g., tradeable 
emission rights) is preferable to central commands, a system of fully 
protected private property rights is superior to both. 

I. THE POLLUTION TRADING PEmm APPROACH 

Strictly speaking, there are two economic systems, the capitalist 
market system and socialism. Capitalism relies on voluntary exchange 
and the recognition of property rights. 'The socialist alternative relies 
on force or the threat of force and therefore necessarily entails the 
violation (or nonrecognition) of property rights. The market system 
has been slhom to be more effective in allocating scarce resources for 
a number of reasons.7 It relies on a piice system, that acts as a signal- 
ling mechanism to convey information to market participants? Social- 
ism, on the other hand, relies on centrally directed command. 

4. Ludwig von ,Mks, Economic Cakuforion in the SocialiFt CommonweoW1, in 
C O L L E ~ I S ~  ECONOMIC PLANNING 87 (Friedrich A. fiayek ed, 1935) [hereinafter 
Economic CirlcuI&ion]; LUDWIG VON MISES, SOCU~ESM: AN ECONOMIC &D SOCIO- 
LoGrcAL ANALYSTS (1951) [hereinafter SOC~OLDOI~AL ANALYSIS~. 

5. Friedrich A. Hayek, The Nature and Hisrory of the Problem, in C O ~ E ~ I S T  
ECONOMIC P r a ~ ~ i m o  1 (Friedrich A Hayek ed., 1938); Friedrich A. Hayek, TEc Use 
of Knowledge m Society, 35 AM. ECQN. REV. 519 (1945). reprinted in THE ESSENCE 
OF HAwx 211 (Chiaki Nishiyama & Kurt R. Leube eds., 19w; F m m m  A. 
I~AYEK, INDIVIDUALXSM ECONOMIC ORDER (1948); Friedrich A. Hayek, The 
Pretence of Knowledge, Nobel Memorial Lecture delivered in Stockholm, (Dec. 11, 
1974), in LES PRIX NOBEL EN 1974 (1975) and in THE ESSENCE OF HAYEK 266 
(CXaki Nishiyama & Kurt R. Leube eds.. 1984). 

6. For a more recent expsitian on the inefkiency of market sociaiism: see 
m o r n  DE JASAY, INW. OF WN. h., -RICET SOCLALISM: A SCRVI?NY 'THIS 
SQUARE CIRCLE' (1990); HANS-HERMANN HOPPE, A THEORY OF SOCIA~ISM AND 
CAPITALISM: ECONOMICS, P a m a  AND Emlcs (1989). 

7. We will not go into a detailed review of the empirical evidence to support this 
position. Even a cursory look at the effects that a socialist economic system has had 
on the former Soviet Union and the states in Eastern and Central Empe will @on- 

vince all but the most devoted sociakt that the market system does a better job of 
creating wealth and allocating resources than does sociaiism. For reasons supporting 
this premise, see THE SOLWON TO ECONOMIC D E V E I X ) P ~  IN E m  
EUROPE (Robert W. McGee ed., 1992); SO~OXAC;I~AL ANALYSIS, supm note 4. 

8. h y  price theory text proyidcs a detailed explanation of how the price system 
works. Microeconomic texts &so devote substantial space to the workings of the 
price system 
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However, because the information is so broadly disseminated, it is irn- 
possible for' a central authority to gather and digest the information 
essential to decisions resulting in the efficient allocation of resources. 
Yet, the market system performs .this function automatically. A 
number of commentators have discussed, this phenomenon in depth, 
so there is no need to repeat it here.? 

Until recently, the command system was used almost exc1usively to 
control pofiution. As a result of the shortcomings of that system, the 
problem still exists. However, researchers are currently trying to find 
ways to inject market forces into the area of pollution abatement, rec- 
ognizing the effectiveness of this approach over central planning. 

One way to unleash market forces is by the use of tradeable emis- 
sions rights ("TERs"), which are permitted under the 1980 Clean Air 
Act Amendments. Under a command system, ail businesses and com- 
munities would have to coHectively and individually meet whatever 
tests and pollution reductions government commanded, while under a 
market permit trading system, reduction goals could be ac;hieved more 
flexibly. For example, suppose a hypothetical law required all electric 
power plants to reduce s u h  dioxide emissions by thirty percent over 
a two-year period and that the decrease would have to be achieved by 
using smokestack scrubbers. Under the command system, every 
power plant would have to achieve the thirty percent reduction re- 
gardless of cost. Plants with older technology might find it very diffi- 
cuIt and expensive to meet the target. Newer ones might achieve it at 
a much lower cost. 

However, under a market-driven system, the goal could be achieved 
more efficiently. Here, the goal could still be a thirty percent overall 
reduction, but individual plants would have more flexibility in trying 
to meet it. They could each try to find the least costly way to achieve 
the goal. Assume that there are ten power plants of equal size in the 
region producing a total of 100 million tons of emissions, or 10 million 
tons each.1° Under a permit trading regime, plants have several o p  
tiom. While the total emission reduction must be 30 million tons, the 
individual plants do not necessarily have to use scrubbers to achieve 
their allscable share of the reduction. They can use other means if 
they can find a better way. For example, they might be able to switch 
from burning coal to using natural gas, electricity or water power. Or 
they might find ways to burn their coal more efficiently. The price 

9. See supra notes 4 and 5; THOMAS SOWELL, KNOWLEDGE h DECISIONS 
(1980). 

10: Cf: BRUCE YAND& NA~ONAL CHAMBER FOUNDATION, A PRIMER ON &R- 
KETA~LE POUWN PERMITS (1991). The Clean Air Act Amendments call for a 
50% reduction in sulfur dioxide emissions. 



system will send them the signals they need to make the correct 

However, under a permit trading regime, each plant does not have 
to achieve a thirty percent reduction. Efficient plants could find ways 
to reduce their emissions by forty percent, and could sell their excess 
ten percent to one that is having difficulty achieving its thvty percent 
required reduction. In effect, efficient plants could sell pollution 
"rights" to their inefficient colleagues. Clearly, because of this market 
incentive, efficient plants might find it profitable to reduce emissions 
in their facility by more than that required by law so that they could 
sell their right to pollute to someone else. For example, if a plant 
could reduce its emissions by an extra ton at a cost of $3300 and could 
sell this pollution right for $1000, tbe incentive to reduce emissions 
w~uld result in turning liabilities and expenses into assets and reve- 
nues. If the price of MPPs becomes sufficiently attractive, some pol- 
luters may find it more profitable to shut down their facility and sell 
their permits than to remain open. Tois is a further incentive that 
does not exist under a command system. 

Moreover, pollution could also be reduced by another market force. 
Environmental groups could use the funds they now expend on litiga- 
tion, public relations and advertising to purchase some emission rights 
themselves. If such groups bought ten percent of the total permits in 
an area and then simply declined to resell them, total pollution could 
be reduced by that amount. These organizations might even be able 
to increase the amount of private funding they receive (thus making 
more funds available for buying yet additional trading permits) if they 
engaged in this kind of activity, since some individuals hesitate to con- 
tribute to them now because the motives of some environmental 
groups are suspect.12 

- If it appears that MPPs are a good investment, speculators might 
enter the market and purchase some permits in the hope that the price 
would rise. While they are waiting, the pennits lie dormant, which 
also would serve to reduce discbarges.13 

Once these quasi-market forces are allowed to function, mutually 
beneficial exchange will trigger the free enterprise system to find new 

11. Economists sometimes say that the price system sends s igds  to convey infor- 
mation to the marketplace. Mar this suggests is that the market ranks alternatives in 
terms of a common denominator-price. For example, if a particular company could 
achieve its pollution reduction god by using scrubbers (at a cost of $10) by switching 
to natural gas (at a cost of $20), or by burning ma1 more efficiently (at a cost of $30). 
it will chmse to use scrubbers because this is the lowest mat alternative. - -  - - - 

12. Some potential contributors avoid environmental groups because of the p r -  
ception that they are utopiang crackpots or anti-free enterprise. lhis view would 
change if these groups muid show, by their actions, that they use their funds to reduce 
pollution rather than dismantle the free enterprise system thmugh excessive regula- 
tion and litigation. 

13. YANDLE, supra note 18, at PO. 

ways to achieve goals at minimum cost. Specialization and division of 
labor, coupled with the unanticipated discovery of more efficient pro- 
duction methods will expand the market, causing benefits to increase 
and costs to faU. According to one conservative estimate, adopting 
the trading permit approach to sulfur dioxide emissions in the United 
States may lead to as much as a twenty percent decline in electric 
utility costs over what would have been the case under a command 
system:4 

Several studies have found that changing from commands to mar- 
kets can produce dramatic cost reductions. Below are summaries of 
some empirical studies of air pollution control.15 

Percent Cost 

Pollutant Industry Reduction 

Particulates Power 83% 

Sulfur dioxide Power 50% 
Sulfates Steel, Petroleum, Power 9% 
Nitrogen oxide Steel, Chemicals, Oil 83 % 

Hydrocarbon DuPont Chemical 76 % 

Particulates All sources 76% 

CFC Rebrigeration (plastics) 50% 
Sulfur dioxide Power 77% 
Nitrogen oxide Power, Steel, Oil 93% 

Sulfur dioxide Power, Steel, Oil 44Yo 

Particulates Power, Steel, Oil 95 % 

Another advantage for markets over command systems concerns 
the behavior of managers. Rather than spending their time and effort 
dealing with government bureaucrats and trying to manipulate the 
system to their advantage, managers can utilize their resources and 
energy to develop more efficient ways to run their businesses. Thus, 
while a command system rewards politically gifted managers, the mar- 
ket system rewards production and results. Over time, this dserence 
in incentives produces a new managerial breed. Entrepreneurial man- 
agers tend to take the place of bureaucrats, and bureaucrats tend to 
change into entrepreneurial managers. 

While marketable trading permits are a definite improvement over 
commands, they can be criticized on a number of counts.16 One fault 

14. Id at 6. This estimate is conservative because it does not take into account the 
fact that market forces, over time, wifl continue to push down costs as a resuit of the 
discovery of new techniques. 

15. See id at Pa (summary of tbese studies). 
16. See, e-g., TERRY L ANDERSON & DONALD R. LEAL, FREE MARKET ENVIRON- 

MENTAU~M (1991), especially 147-51,158-59; ANNE SHOL'IZ & KENNETH CHXLTON, 
CENTER FOR THE STUDY OF AM. BUS., ACID RAIN AND TRADEABLE  PEW^: HOW 
CONGRESS HOBBLES THE POWER OF THE M A R K ~ L A C E ,  Occasional paper 83 (1990). 
























